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ABSTRACT
The empirical literature employing information-centric financial intermediation
theories of firm-bank relationships (Aristei & Gallo, 2017; Berger et al., 2008)
predict firms’ adoption of strategic banking choices in response to financial
services supply constraints. However, whether and which agro-allied businesses
adopt which relationship strategies remain an empirical question in the
developing world. This cross-sectional (correlational) study examines, with the
aid of firm-level data, the firm-specific determinants of four major dimensions
of strategic banking relationship choices of agro-industrial firms in Ghana: (a)
“polygamous” banking relations, (b) state-owned banking choices, (c) primary
bank type choices, and (d) relationship intensity. Results show generally that
both internal and external characteristics of agro-industrial firms motivate these
banking choices. For instance, the number of banking relationships increases in
firm size, age, refinancing risk exposure, food-and-beverage sector affiliation,
having primary large and state-owned banking relationships and urban location.
State-owned bank relationships and diversification propensities are driven, inter
alia, by free zone operations, foreign trade orientation, well-connectedness,
research and innovation orientation, with marked differences for sector-generic
and sector-specific state-owned bank choices. Insistence on efficiency and
outreach (closer relationships and quality) drives firms into primary
relationships with foreign (state-owned) bank, regardless of their health and
size. Finally, inter-industry diversification, firm leverage, corporate governance
quality and relationship, trust and commitment and competitive banking
markets correlate significantly with relationship intensity. The results motivate

the recommendation for the creation of an agro-industrial development bank.
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CHAPTER ONE

INTRODUCTION
Due to their forward and backward linkages, agro-allied businesses have
a huge potential of delivering positive development outcomes. However, they
suffer profound financial constraints due to myriad reasons, notably inherent
risks, informational frictions and institutional misperceptions. The vast body of
firm-bank relationship literature suggests four major, but costly, corporate
strategies for mitigating the institutional constraints to financial access. Yet,
whether and which agro-allied businesses adopt these relationship strategies
remain a universally open empirical question, more relevant in developing
countries with deep financial market imperfections and tall barriers to financial
access. Filling this knowledge gap, this study identifies which kinds of agro-
industrial firms (AIF) in Ghana adopt these theory-predicted adaptive strategies
and unearths the rationale behind such banking choices and the implications
therein for firm/bank management and public policy prescriptions. For instance,
the study identifies adoption of “polygamous” banking relationships as firms’
response to refinancing risk exposure (proxy for financial constraints) and
shows how the root causes of such exposures (lending rate hikes and inelasticity
to policy rates) theoretically incentivize firms’ state-owned banking relationship

formations, rationalizing some radical interventionist public policy measures.

Background of the Study
The centrality and increasing relevance of agriculture and its allied
businesses to life sustenance, in particular, and the positive externalities of

agricultural, agribusiness and agro-industrial development, especially the huge
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social and economic returns of related financial investments, are universally
indisputable. However, despite the increasing importance of the agro-allied
sector, it remains the locus of seemingly daunting challenges (including, inter
alia, policy inconsistencies, unfavourable macroeconomic conditions, poor
infrastructural development, epizootic and climatic shocks). Of the myriad
proximate causes of these impediments, the most oft-cited supply-side factor
relates to low productivity growth. Boosting broad-based agro-allied business
productivity growth, therefore, holds the greatest potential of accelerating the
full realization of the positive development outcomes of rural and urban job
creation and expansion (along both the downstream and upstream segments of
the agro-food system), economic growth, food and nutritional security, poverty
and inequality reductions (Henson & Cranfield, 2009; International Fund for
Agricultural Development, 2016; Yeboah & Jayne, 2016).

Though low productivity is the ultimate consequence of the interplay of
several interrelated and mutually reinforcing factors (and its reversal logically
requires a holistic approach), two critical issues that have attracted the most
enduring academic and consensual policy attention are investments and access
to finance (Henson & Cranfield, 2009). Whiles the transmission mechanisms
between finance and productivity through to growth (at both micro- and macro-
levels) are well-documented, even for agro-allied production stages (see, e.g.,
Alliance for a Green Revolution in Africa [AGRA], 2016; da Silva, Baker,
Shepherd, Jenane, & Miranda-da-Cruz, 2009; Heil, 2017; Levine, 1997, 2005;
King & Levine, 1993; Mlachila et al., 2016; Rajan & Zingales, 1995; World
Bank Group, 2016), financial services (especially credit) supply to the agro-

allied business sector, especially in developing countries, is markedly low.
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This is evidenced by the fact that, despite financial/banking market
structural transformations intended to accelerate economic growth and
development via increased financial access, Africa (particularly sub-Saharan
Africa (SSA)) experienced a drastic drop and lagged behind other regions in
financial services supply, especially credit, to the agro-allied sector (AGRA,
2016; Dixie, Holtzman, M’Bata, & Thapa, 2014; Westercamp, Nouri, & Oertel,
2015). For instance, less than 5%, specifically only a sorry 4.7% (i.e., about
US$660 million of US$14 billion), of annual commercial bank lending is
channeled into agriculture in Africa (African Development Bank, 2016; Snyder,
2016). In SSA, whiles the sector’s share of economy-wide commercial lending
is less than 1% (AGRA, 2016), the downward trend of four-year averages of
this share, from 0.08% in 1988-1992 to 0.03% in 2009-2012 for the ECOWAS
bloc (World Bank, 2015), is more inauspicious.

A multiplicity of (observable and non-observable demand- and supply-
side) factors has militated against agro-allied businesses’ access to finance,
especially in African contexts. Prevalent disincentives, from the financial
institutional perspective, are the increasing political and regulatory risks with
the resurgence of ad hoc state interference in agricultural finance in post-
economic crisis contexts, inefficient legal systems for contract enforcement, and
capacity constraints relating, inter alia, to credit risk management. Production
seasonality, marketing challenges, institutional apprehension over idiosyncratic
sectoral vulnerabilities and non-diversifiable systemic or covariant risks that
combine to impair financial resilience and repayment capacity also inform
institutional constraints to agro-related business finance (Dellien, 2015; Jessop

et al., 2012; Johnson & Williams, 2016; OECD & FAO, 2016; Wenner, 2010).
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A singular factor that exacerbates bank transactions and monitoring
costs to, most significantly, hamper financial access, especially for small and
medium-sized agro-allied enterprises, is the deep financial market frictions
relating to imperfect/asymmetric information (and their attendant ills of adverse
selection, moral hazard and assortative mating). Overcoming these
informational frictions and, hence, reducing transactions and monitoring costs
to ultimately boost access to finance for improved lending outcomes (credit
volume, price, maturity and collateral requirements, etc.), therefore, rationalize
a closer, longer and durable relationship with a single bank (Diamond, 1984)—
banking relationship exclusivity. The upshot is the phenomenon of relationship
lending, lending/credit relationships that enable the incremental acquisition of
“soft” borrower-specific, proprietary information (e.g., repayment behaviour,
management quality, etc.) over a considerable period of time through multiple
financial interactions between the lender and a borrowing firm (Berger,
Klapper, & Udell, 2001; Boot, 2000; Diamond, 1991; Fama, 1985; International
Finance Corporation, 2012). The seminal works of Petersen and Rajan (1994)
and Berger and Udell (1995) have spawned a large and growing body of rich
empirical literature that investigate various dimensions of financial contract
(particularly, lending) outcomes of the single-bank financing regime.

Despite its potential benefits, relationship exclusivity is not without
costs and risks, especially in the absence of sufficient alternative banking
relationships and low bank-switching costs. One adverse concern, especially in
concentrated banking markets with potentially high lenders’ market/bargaining
power, is the asymmetric possession of proprietary information about the

borrowing firm between its informed bank and other rival uninformed banks.
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Beyond the borrowing firm’s instantaneous inability to transfer such proprietary
information to its informed lender’s competitors in a bank-switching move, later
ability to do may attract a prohibitive “lemon’s premium” due to competitors’
suspicion of the firm’s high credit risk (in avoidance of the winner’s curse). The
borrowing firm is, therefore, locked in an inert exclusive relationship with an
informed lender which engages in opportunism by exploiting its endogenous
acquisition of ex post informational monopoly power for rent expropriation.
Such monopoly rents are seen in terms of lower credit volumes, higher interest
rates, stricter collateral requirements, lower maturities, credit rationing/denials,
etc.). The lock-in effect generates a hold-up problem (Degryse & Ongena, 2005;
Degryse, loannidou, & Ongena, 2015; Freixas, 2005; Greenbaum, Kanatas, &
Venetia, 1989; loannidou & Ongena, 2010; Kim, Kliger, & Vale, 2003; Rajan,
1992; Sharpe, 1990; von Thadden, 2004). A single banking relationship is, thus,
a double-edged sword, with the risks showing in concentrated banking markets.

This eventual financial access-constraining effect of the single-bank
financing regime is crucially important for firms in bank-based developing
economies for, at least, five reasons: (a) firms’, especially SMEs’, lack of
longstanding credit histories, market reputation, absence of credit ratings, the
impossibility of credible disclosure of firm quality, and the lack of separation
between ownership and management (corporate governance structures), which
makes asymmetric information even “noisier” between firms and banks; (b) the
underdevelopment of public debt (i.e., capital) markets and the consequent
overdependence on and vulnerability to external (bank) financing, (c) the
dependence of business growth/development strategies, crucial to economic

growth, on funding decisions and conditionalities; (d) higher bank-switching
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costs from informational frictions, and (e) absence of advanced, high quality
financial market infrastructure (e.g., credit and collateral reference registries).
Yet, after four decades of implementing the financial market approach
to development finance, financial markets of bank-based developing economies
have seen dramatic structural transformations resulting in the reconfiguration of
the institutional composition of banking markets. Beyond increasing the number
of lenders, the emergence of financial intermediaries of diverse formality, size,
nationality and ownership structures and with varying mandates, risk appetites,
target clientele bases, regional branch expansions and marketing strategies have
increased banking market competition and service supply. With the increasingly
competitive and widening menu of varied institutional funding sources, the
germane question is: given financial institution’s disinclination to agro-allied
financing and the credit hold-up effects of “monogamous” banking relationship,
how would agro-allied businesses form alternative strategic banking alliances
to boost financial services supply. Extant research concurs that firms’ strategic
banking choices are governed primarily by their internal features, with external
characteristics playing complementary roles (Aristei & Gallo, 2017; Nifo,
Ruberto, & Vecchione, 2018; Ongena & Yu, 2017). Currently experiencing
both competitive banking market and agro-allied business developments, the
Ghanaian environment offers a fertile context for a policy-oriented enquiry into

agro-allied businesses’ strategic banking relationship formations.

Statement of the Problem

Economic growth, driven largely by sound firm health and growth, is

conditioned by a stable flow of institutionally intermediated finance via banking
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relationships (King & Levine, 1993; Levine, 2005; Levine, Loayza, & Beck,
2000; Northcott, 2004). Unsurprisingly, the literature suggests that various
complementary aspects of firms’ banking relationship structure (e.g., increased
number of banking relationships (NBR), state-owned banking (SOB) choices,
allocation of main bank priority, and credit relationship intensity (via borrowing
shares)) are optimal strategic responses to financial services supply constraints
(Bartz, 2016; Elsas, Heinemann, & Tyrell, 2004; Kornai, 1979; Rajan, 1992).

The phenomenon of relationship multiplicity (i.e., increased NBR) is
regarded as a firm liquidity insurance mechanism against banks’ exploitative
credit holdup and termination tendencies, and liquidity-risk. These benefits (and
the associated ills) have generated academic and regulatory policy attention to
the determinants and outcomes of firms’ NBR. Yet, despite the profusion of
theoretical predictions of relationship multiplicity in developing economies
with agricultural comparative advantages (Bolton & Scharfstein, 1996; Carletti,
2004; Carletti et al., 2007; Detragiache, Garella, & Guiso, 2000; Volpin, 2001,
2007; von Rheinbaben & Ruckes, 2004), the drivers of the NBR of agro-allied
firms in these settings have not been empirically ascertained.

Another strand of literature, inspired by the soft-budget constraint theory
(Kornai, 1979, 1980; Kornai, Maskin, & Roland, 2003), suggests the optimality
of SOB relationship formation in boosting financial services (credit) supply.
Recent research (e.g., Borisova, Fotak, Holland, & Megginson, 2015; Borisova
& Megginson, 2011; Megginson, 2016) associate state ownership with implicit
government guarantees, preferential access to capital, and maintenance and
development of key sectors/industries. Berger, Klapper, Martinez-Peria and

Zaidi (2008) hypothesize a durable firm-bank relationship due to SOBs’ remote
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possibility of financial service withdrawal, low monitoring intensity, tolerance
of poor loan repayment performance and provision of politically-motivated and
subsidized credit facilities, especially to “priority sector” firms. Whiles the
foregoing suggests the utility of maintaining SOB relationships, anecdotal and
media reports of SOBs’ mission drift are rife in Ghana. Given the pivotal role
of agro-industrial firms (AIFs) in Ghana’s current industrial development drive,
the germane question is: what kinds of AlIFs (multiple-banked AIFs) are served
by (diversify across) sector-generic SOBs and sector-development SOBs?
Theory (e.g., Elsas et al., 2004; Rajan, 1992) and practice also imply the
utility of a deliberate corporate selection of a primary bank as even multiple-
banked firms strategically allocate top priority to their relationship with one
special bank. The literature (e.g., Aristei & Gallo, 2017; Berger et al., 2008;
Ongena & Sendeniz-YUncl, 2011; Petersen & Rajan, 1994; Schwert, 2018;
Stein, 2002) suggests that banks’ structural characteristics (size, nationality,
ownership, etc.) impinge on their financial services supply and, thus, determine
their attractiveness to firms for possible primary bank relationship formations.
Despite theoretical motivations (see, e.g., Cantillo & Wright, 2000; Detragiache
et al., 2000), a conspicuously missing crucial bank characteristic serving similar
purposes, especially in SSA contexts, is banks’ financial health. Yet, banks’
structural-cum-performance traits are mutually inclusive and primary bank
types (characterised by a combination of the relevant performance and structural
features) may be appealing to firms with certain features. Given that this
research genre is embryonic and non-African, the driving forces behind AIFs’
strategic choice of primary bank types (defined simultaneously by their health,

size, nationality and ownership statuses) in Ghana beg for empirical enquiry.
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Finally, strong firm-bank ties, mitigating informational frictions, are
regarded as the catalyst of mutually beneficial outcomes in credit markets.
Consequently, the literature examines such outcomes of relationship intensity
as credit volume, lending rate, collateral requirements, maturity, credit approval
turnaround, post-crisis default probability and resilience, lower credit rationing
probability, profitability, financial access, and business growth (Bolton,
Freixas, Gambacorta, & Mistrulli, 2016; Cenni, Monferra, Salotti, Sangiorgi, &
Torluccio, 2015; Kysucky & Norden, 2016; Lopez-Espinosa, Mayordomo, &
Moreno, 2016). “Therefore, a firm’s optimal bank financing policy is
characterized not only by the number but also by the closeness of its bank
relationships” (von Rheinbaben & Ruckes, 2004, p. 1598). However, the drivers
of firm-bank relationship intensity still remain an open empirical question. Even
Bartz’s (2016) premier study that evidences agribusinesses’ exploitation of their
greater banking relationship intensity to overcome credit constraints falls short
of identifying which kinds of firms adopt intensive banking relationships as
their financial access-enhancing strategy. Unearthing the firm characteristics

driving relationship intensity in the agro-industrial space in Ghana fills this gap.

Research Purpose

In the light of the above knowledge gaps in the agricultural banking and
finance literature, the overarching purpose of this study is to investigate the
effects of AIFs’ internal and external characteristics on the formation of
strategic banking relationships (i.e., the number of banking relationships, state-
owned banking relationship formations and diversification choices, primary

bank type choices, and credit relationship intensity).
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Research Objectives

In view of the above research purpose, the study generally seeks to
unearth the internal and external characteristics of AlFs that determine the
formation of specific banking relationships as corporate strategies towards
increasing financial services supply. The specific objectives are to:

1. Ascertain the effects of agro-industrial firms’ internal and external
characteristics on their choice of number of banking relationships.

2. Examine the internal and external determinants of agro-industrial firms’
SOB relationship formation and diversification choices.

3. Examine the internal and external characteristics that explain agro-
industrial firms’ choice of primary bank types (defined simultaneously
by their performance-cum-structural characteristics).

4. Explore the effects of agro-industrial firms’ internal and external

characteristics on the intensity of their credit relationships.

Research Questions
The crucial question that this study, therefore, addresses is: which agro-
industrial firms’ characteristics significantly shape their formation of strategic
banking relationships? It answers the following specific questions:
1. How do the internal and external characteristics of agro-industrial firms
explain their choice of number of banking relationship?
2. How do internal and external factors determine agro-industrial firms’
SOB relationship formation and diversification choices?
3. How do the internal and external characteristics of agro-industrial firms

explain their choice of primary bank types?
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4. How do the internal and external characteristics of agro-industrial firms

determine their credit relationship intensity?

Significance of the Study

The current sparsity of empirical evidence on the nature of firm-bank
relationships in developing countries underscores the academic significance of
this study. Beyond its modest attempt to fill this academic hiatus and extend the
frontiers of existing knowledge on agribusinesses’ strategic banking choices in
response to agricultural credit market failure, the study provides the premier
empirical reference material to incite similar or more comprehensive academic
enquiries into other strategic choices of firms in other real economic sub-
sectors. Furthermore, uncovering both internal and external firm-specific
determinants of firms’ strategic banking choices via varied microeconometric
models is of immense firm and bank management and public policy
significance. It provides firm management policy advice on the optimal nature
and structure of banking relationship choices that generate increased financial
services supply, as well as guides bank management policy decisions on risk
mitigation, client targeting and operational measures to bolster market shares in
the agricultural credit market segment. On the public policy front, the study
incites a Keynesian-style state interventionist approach (i.e., by scaling up state
involvement in agro-industrial development banking) to addressing the
profound financial constraints in the agro-allied sector in order to accelerate the

full realisation of its positive development impact.

11

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

Delimitations

The study focuses on firms in the agro-industrial sub-sector of the
dominant manufacturing sub-sector (91.9%) of Ghana’s industrial sector, thus
excluding all other agro-allied businesses. Moreover, it has a southern eco-
regional focus, having drawn the agro-industrial firms from the following five
southern administrative regions: Ashanti, Central, Eastern, Greater Accra and
Western Regions. In addition, the end limit of the study’s reference period
corresponds to the period of completion of data collection (May, 2019). Besides,
the study’s firm-specific character necessitates exclusion of macroeconomic
variables from the estimations; other theory-motivated variables also excluded
for various reasons relate to legal/judicial efficiency, investor/shareholder rights
protection, loan characteristics, and manager and/or chief executive officer
characteristics. Generalisations of the research findings herein, must, therefore,
be limited to the specified class of firms (but not to specific individual firms in
this enterprise class) operating within the specified spatial and temporal limits

as well as the included variables.

Limitations

The validity of the study’s results may be affected by certain limitations
that call for caution in the extent of generalisation of the results. First, the
sampling frame of the relevant units of analysis (i.e., agro-industrial firms) was
limited to those firms captured by the Integrated Business Establishment Survey
(IBES) conducted by the Ghana Statistical Service (GSS) in 2014. Empirical
results of replication studies on post-2014 emerging agro-industrial firms may

or may not be consistent with results produced by this study. Even though the
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concentration of the units of analysis in the southern eco-region of Ghana is
documented and informed the study’s geographical scope, a similar caveat
covers generalisation of the findings to agro-industrial firms in the northern part
of Ghana.

To capture firms’ financial performance effects on their banking
choices, the study insisted on firm (semi-) formality, as one of the minimum
criteria for participation, to enable collection of firm financial data. The
characteristic reluctance of private firms to disclose such proprietary
information was exacerbated by the timing of the data collection exercise—
banking sector crisis period and clean-up exercise. This conspired with the
questionnaire requirement to disclose the nature and structure of their banking
relationships in that inauspicious period to constrain the final sample size and
the response rate, possibly biasing the results. Vulnerability of the results to bias
may have been worsened by the choice of cross-sectional microeconometric
estimation procedures and would have been minimised with the use of
longitudinal data/methodologies and/or instrumental variables estimation to
address potential endogeneity problems. Last but not least, the exclusive use of
questionnaire as the data collection instrument disallowed further probes to
uncover other strategic banking choices and their possible covariates. In spite
of these limitations detracting from the reliability of the results and invoking
circumspection in interpretation and generalisation, they harbinger suggestions
for future empirical investigations using this study as the basic reference point

for departures.
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Organisation of the Study

The study embodies four closely related, but independent, pieces of
empirical research on various dimensions of optimal banking relationships of
AlFs. This close relation has influenced the study’s structure beyond this
introductory chapter which, inter alia, sets out the research gaps, purpose,
objectives, questions, and significance. Chapter two is in two sections. The first
section is dedicated to a review of the relevant theoretical frameworks that are
foundational to analyses of diverse dimensions of firm-bank relationships. The
second section of chapter two comprehensively reviews the extant empirical
literature in four sections, each for one of the four dimensions of banking
choices of interest to the study. Methodological issues are detailed in chapter
three. The next four empirical chapters feature presentations and discussions of
estimation results for the determinants of AIFs’ number of banking relationships
(chapter four), state-owned banking relationship formations (chapter five),
primary bank types (chapter six) and relationship intensity (chapter seven). The
synopsis, conclusions, policy recommendations and suggestions for future
research are dealt with in chapter eight. The study concludes with a section of
appendices that puts further clarity on issues considered under the various

chapters.
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CHAPTER TWO
REVIEW OF RELATED LITERATURE

Introduction

This study examines how the internal and external characteristics of
agroindustrial firms motivate the formation of (four major dimensions of)
strategic banking relationships (i.e., the number of banking relationships, state-
owned banking relationship formation and diversification choices, primary
bank type choices, and credit relationship intensity). This chapter reviews the
related literature in two sections. The first section presents an evolution of
theoretical thought that is foundational to and illuminates the aspects of firm-
bank relationships relevant to this study. The second section reviews the related
empirical discourse to contextualise this study. It is worthy of note that firms’
strategic banking choices are fundamentally premised on risks and uncertainties
pertaining to firm and bank quality, investment project outcomes and the
consequent bank refinancing dilemma (i.e., premature credit continuation or
foreclosure decisions). The theoretical discourse on firms’ banking relationship
structure is, therefore, preceded by a brief overview of the credit market effects
of information asymmetry, the root of risks and uncertainty, and the

mechanisms by which it generates strategic choices by economic agents.

Market Ramifications of Information Asymmetry

The sterling refinement of the conceptual framework for the interaction
among risk, uncertainty and profit by Knight (1921) laid the foundation for an
extensive discourse on the effects of uncertainty and imperfect/asymmetric

information, a violation of a key neoclassical economics assumption, on
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economic behaviour. And the intellectual insights of George Stigler, J. W. Pratt,
Kenneth J. Arrow, Paul Samuelson, and Roy Radner, inter alia, in the 1960s
provided the impetus for a more comprehensive exposition on the subject-
matter. It was, however, the seminal works of George A. Akerlof, Andrew
Michael Spence and Joseph E. Stiglitz on the impact of the dynamics of
information flow and/or asymmetry on market development, which popularized
the economics-of-information framework of financial market theory.

In its generic framework, the “lemons” market theory of information,
propounded by Akerlof (1970), examines the dynamic interaction between
quality heterogeneity and uncertainty (i.e., asymmetric information), and the
self-reinforcing mechanisms that cause the demise of markets with indefinite
guarantees. Asymmetric information generates ex-ante indistinguishability of
quality and the consideration of the potential for dishonesty leads to quality
uncertainty and perceptual errors of assessment of value (i.e., undervaluation
or/and overvaluation) that dampen willingness to pay. With low (high) average
returns for high (low) quality vis-a-vis the reduced willingness to pay, the
evolving uninformed price system creates a spiral of severe adverse selection
problems (i.e., selecting risky options due to hidden information) which, via a
positive feedback loop, generate a generalised Gresham’s law-like market
outcome of bad quality (i.e., lemons) driving out good quality. Despite its initial
critical reception on grounds of triviality and incorrectness (due to tempting
conclusions of no-trade equilibrium), Akerlof’s model prediction of credit
market demise and its attendant negative implications for lending outcomes

(e.g., on interest rate and credit availability) in underdeveloped countries (due
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to non-availability, incompleteness and sub-optimal distribution of information)
set the stage for further theoretical enquiries.

Corroborating Akerlof (1970), Williamson (1973) employs his nascent
transaction-cost theoretic approach to shed more light on the transmission
mechanisms between information asymmetry and market failure. He extends
the determinants of financial market failure to supplier heterogeneity, strategic
(mis)representations and, most notably, the resultant opportunism — dishonest
effort for personal gains — most commonly manifested in strategic disclosure of
asymmetrically distributed information. The conspiracy between uncertainty
and opportunism creates costly verification of information and establishment of
information parity by the uninformed party to a transaction. Indistinguishability
between opportunistic exploitation of ex-post information and ‘“honest”
representations motivates two noteworthy Williamsonian theoretic conclusions
consistent with the Akerlofian Gresham’s law-like stance on the determinants
of financial market failure: (a) the resultant adverse selection and moral hazard
justify excessive high-risk-compensating break-even rates, and (b) the
consequent pricing out and market exit of “honest” economic agents and the
potential imitation of opportunistic behaviour.

The seminal contribution of Spence (1973), and in his subsequent series
of expositional papers, however, focused on the resolution of information
asymmetry through his path-breaking proposition of an information signalling
theory. The foundation of the signalling theory is that: observable behaviours
and actions deliberately undertaken by a better-informed contractual party to
convey costly imitable (but latent and alterable) information on her underlying

attributes (e.g., ability, characteristics, quality and/or intention), otherwise
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unobservable to an under-informed party, narrow the informational gap. Given
costly signalling, the motivation for such manipulable but verifiable disclosures
resides in the strategic effects (i.e., positive net benefits) of signalling evidenced
by favourable selections from competing alternatives. That is, narrowing of the
informational gap facilitates signal observability and interpretability, and the
examination of motives that enriches the decision-making process towards
aligning conflicting party interests in informed choices that generate mutually
beneficial transactional outcomes. Despite its original application to the job
market, Spence’s classic theory of costly signalling enjoys (inter)disciplinary
relevance in enormous applications to selection scenarios, particularly in the
financial market.

With a particular focus on competitive financial markets, Joseph E.
Stiglitz, in a series of seminal contributions, also provides alternative, yet
complementary, mechanisms to mitigate information asymmetry-induced
market failure. The contention in Rothschild and Stiglitz (1976), corroborated
by Riley (1975, 1979), is that equilibrium in financial markets with asymmetric
information and signalling, as specified in the Spencian framework, may be
non-existent, unstable and unsustainable, economically inefficient and may
generate pathological outcomes. Given such perturbing conditions, obtaining
Pareto optimal market outcomes in financial markets requires (a) high-risk
individuals volunteering perfect information (demand-side approach), and (b)
price and quantity rationing (supply-side approach).

In an apparent response to the critical unanswered question over the
criteria for selection from a plethora of indistinguishable better-informed agents

by an under-informed party in the Spencian framework, Stiglitz and Weiss
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(1981) formulate the theory of screening to complement the Spencian signalling
resolution of adverse selection in credit markets. With imperfect information
between banks and borrowers with different repayment probabilities, the
ultimate profit-maximising bank objective is identification of borrowers with
high repayment probabilities. Owing to the indistinguishability of borrower
classes with diverse repayment probabilities, achievement of the objective
function invokes a screening exercise.

The Stiglitz and Weiss screening theory posits generally that underlying
private attributes (e.g., ability, characteristics, quality and/or intention) of
better-informed agents may be discernible from choices they make from a
purposely constructed menu of alternatives provided by the under-informed
party. In credit market contexts, therefore, the willingness to meet high interest
rate and collateral requirements (the screening devices) is a characteristic
feature of borrowers with low repayment propensities (or high default risk) due
to their affinity for risky projects (the adverse selection effect) and the
worsening mix/distribution of borrowers (incentive effect or moral hazard).
Stiglitz and Weiss, therefore, caution banks against the imprudence of
continuously raising interest rates and collateral requirements to clear excess
demand for loanable funds (or re-establish equilibrium) in informationally
incomplete credit markets as the two instruments may impair bank returns.

A common thread in the foregoing is the depiction of asymmetric
information as originating from incomplete disclosures (or misrepresentations)
of attributes by either party or both parties, motivated by mistrust, opportunism
and lack of candour, and behavioural responses bereft of moral rectitude.

Consistent with its bi-directional character, asymmetric information and its
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associated adverse selection and moral hazard challenges may be mitigated by
either/both the better-informed party (through credible communication, as in the
signalling theory) or/and the under-informed party (via rationing, as in the
screening theory). To achieve the resultant mutually beneficial outcomes,
therefore, require institutions with the capacity for continuous information
production, screening, monitoring and contract enforcement via resource
allocations, and with strong/high-quality relationships with their clients. This
leads to the role of financial intermediation in mitigating informational frictions
to enhance firms’ access to finance. The following sub-section briefly examines
this fundamental issue which ultimately aims to emphasize the key roles of

banks and ushers in the core theoretical foundations of firm-bank relationships.

Asymmetric Information: Rationale for Financial Intermediation

Market informational imperfections, be it ex-ante (adverse selection),
interim (moral hazard) and ex-post (costly state verification or auditing) require
the development of the appropriate institutional mechanisms for mitigation of
informational frictions. Unlike the general equilibrium paradigm of Arrow and
Debreu (1954), the economics-of-information framework espoused in the
foregoing provides justifications for the role of financial intermediation and the
existence of financial intermediaries in the context of information asymmetry
(see, e.g., Degryse, Kim, & Ongena (2009) and Freixas & Rochet (2008) for
reviews). To this end, Leland and Pyle (1977) justify financial intermediaries as
a natural corollary of information asymmetry by appealing to the scale
economies of overcoming the dual problems of appropriability of returns (due

to information externality) and information credibility that generate borrowing-
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lending synergies, provided good quality is “signalled”. Diamond (1984) and
Ramakrishnan and Thakor (1984) also independently theoretically identify
intermediary formation as the sufficient condition for the realization of such
scale economies. The impact of the early theoretical conceptualisations of the
information asymmetry paradigm from both the adverse selection and moral
hazard schools of thought was a proliferation of similar theoretical inquests into
plausible justifications of financial intermediaries from diverse perspectives.

In this regard, several theoretical contributions (e.g., Allen, 1990; Boot
& Thakor, 1994, 1997; Boyd & Prescott, 1986; Diamond, 1984, 1989, 1991;
Fama, 1985; Hellwig, 1989, 1991; von Thadden, 1995) deserve reverential
mention and commendation. Broadening the scope of the discourse, these
contemporary proponents of the systemic relevancy of financial intermediaries
in the presence of information asymmetry have highlighted the diverse
occasions for the centrality of the coordination function of financial
intermediaries: client screening, monitoring ex ante project choice and moral
hazard, and ex-post debt renegotiation. Contemporary financial market theories,
therefore, cite resource mobilisation and allocation, trade facilitation, asset
transformation, risk management, monitoring and information processing, and
value creation and market segmentation as the central justifications for financial
intermediaries (Boissonneault & Staff, 2003; Levine, 1997; Scholtens & van
Wensveen, 2003). The general theoretical consensus, therefore, firmly
subscribes to Freixas and Rochet’s (2008) identification of monitoring and
information processing, rather than the transaction cost reduction theory of
financial intermediation advocated by Benston and Smith (1976), as the pre-

eminent raison d’étre for financial intermediaries.
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A strikingly recurrent theme, even in a cursory review of this extant
theoretical literature, is the widespread acknowledgement of the specialness of
banking institutions, among the broad class of financial intermediaries, in terms
of the possession of the most efficient technology to resolve costly
informational frictions via client screening, monitoring, information-producing,
controlling and investor coordination. Given this theoretical unanimity over the
exceptional prowess of banks, the question that naturally arises is: what are the
mechanisms for mitigating information asymmetry and its accompanying ills of
adverse selection and moral hazard to reduce the inherent transaction costs of
bank-based financial intermediation to positively influence access to finance?
The asymmetric information paradigm responds by advocating the construction
and maintenance of close relationships between financial intermediaries and
their clients for positive financial market outcomes. The following section
provides a brief insight into the working of this mechanism, and isolates the last
strain of foundational concepts (i.e., relationship banking/lending) for emphasis
as a precursor to an in-depth discourse of the core theoretical underpinnings of

firm-bank relationships.

Conceptualising Lending Technology

As informational asymmetry and the concomitant ills inhibit access to
finance, banks have, in accordance with the pioneering Stiglitz and Weiss
(1981) screening proposition, developed a variety of lending technologies to
mitigate these transactional frictions with externally-borrowing firms of all
classes for welfare-enhancing credit market outcomes. Berger and Udell (2006,

p. 2946) define a lending technology as “a unique combination of primary
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information source, screening and underwriting policies/procedures, loan
contract structure, and monitoring strategies/mechanisms”. The literature cites
two broad categories of bank lending technologies, namely, transactions-based
lending and relationship lending, the former heterogeneous category consisting
of several distinct technologies, including financial statement lending, small
business credit scoring, asset-based lending, factoring, fixed-asset lending and
leasing (Bartoli, Ferri, Murro, & Rotondi, 2013; Berger & Udell, 2002, 2006;
Boot & Thakor, 2000). The diversity of definitions and descriptions of each of
these broad lending technologies awash in the literature refer to the information
type collected at loan origination, screening and monitoring to address the
informational gap as the most distinguishing feature.

Among the transactional or arm’s-length lending technologies, lending
decisions are based primarily on “hard” (i.e., readily observable, objective,
quantifiable and verifiable) information that is relatively easily available at loan
origination and transferable through the normal channels/hierarchy of business
organisations. It, thus, focuses on a single transaction with a customer, or
multiple identical transactions with various customers without aiming at an
information-intensive relationship (Boot, 2000). Consistent with the ‘long-term
interaction hypothesis’ (Banerjee, Besley, & Guinnane, 1994; Besley & Coate,
1995; Hodgman, 1961; Kane & Malkiel, 1965; Wood, 1975), according to
which banks’ acquisition of information from both economic and non-economic
relationships through participation in local/rural community life mitigates
information asymmetry and agency problems, financing decisions in
relationship lending are based on ‘soft’ information with sharply contrasting

features. Despite the more extensive and rapt theoretical and empirical
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consideration it has received in the literature (see, e.g., Bolton et al., 2016;
Bongini, Di Battista, & Nieri, 2015; Dugi, Tomaselli, & Torluccio, 2017;
Gambacorta, 2016; Kysucky & Norden, 2016), relationship lending still
remains a concept under elastic but complementary interpretations.

An early, but more enduring, general definition is provided by Boot
(2000, p. 10) who regards relationship banking as “the provision of financial
services by a financial intermediary that: (a) invests in obtaining customer-
specific information, often proprietary in nature; and, (b) evaluates the
profitability of these investments through multiple interactions with the same
customer over time and/or across products”. This connotes a borrower-bank
relationship that permits incremental acquisition of “soft” borrower-specific,
confidential or proprietary, non-codifiable, non-transmittable information (i.e.,
beyond readily available public information) over time through multiple
interactions in the provision of multiple financial services and, thus, is
characterized by close monitoring, renegotiability and implicit long-term
contractual agreements. Given the lack of clear consensus on the strategy for
identifying relationship-lending characteristics, the implied borrower-bank
relationship intensity has been proxied by myriad indicators. These range from
relationship duration, scope, measures of trust, bank/firm self-assessment of
relationship type, firms” NBR regime (i.e., exclusivity vs. multiplicity, main
bank financing share and credit concentration), to geographical, functional, and
informational distance (Bolton et al. 2016; Bongini et al., 2015; Duqi et al.,
2017).

The two broad categorisations of bank lending technology on the basis

of information type have motivated received theories (Berger & Udell, 2002;
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Cole, Goldberg, & White, 2004; Jayaratne & Wolken, 1999; Stein, 2002) to
confer comparative advantages to large (small/local) banks in the employment
of transactional (relationship) lending due to the varying span and complexity
of their organisational hierarchical structures and the differing degrees of
centralisation and delegation of financing decisions. By extension, this bank
size-lending technology matching has rationalized a traditional dichotomy
between domestic and foreign banks an account of their respective comparative
advantages in “soft” and “hard” information acquisition and processing, and use
of relationship-based and transactional lending technologies. The conventional
practice to address informational frictions, as a sequel, is the mapping of big
and foreign transactional arm’s-length banks to informationally transparent
(e.g., large, old, urban, listed) firms, and small and domestic relationship banks
to informationally opaque (small, young, rural, unlisted) firms with limited
credit histories and guarantees. This mapping structure implies adverse
financing repercussions for informationally opaque firms with the entry and
banking market dominance of large and foreign banks in developing economies.

The pillars of this conventional size-ownership-technology-clientele
matching paradigm are steadily crumbling in the light of several recent cross-
country and country-specific evidence (see, e.g., Bartoli et al., 2013; Beck,
2016; Berger, Goulding, & Rice, 2014; Berger & Udell, 2006; Berger & Black,
2011; Claessens & van Horen, 2014; De la Torre, Martinez Peria, & Schmukler,
2010; Ferri, Murro, & Rotondi, 2016; Ongena & Sendeniz-Yncl, 2011). The
emerging consensus from this plethora of evidence is the contextual use of both
lending technologies by banks, regardless of their demographic structures and

ownership orientation, for the acquisition of the appropriate information type in
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their patternless interactions with both informational opaque and transparent
firms, even though there is a seemingly dominant preference for relationship
banking in bank-based economies (Dugi et al., 2017). Most significantly,
additional evidence stresses overall mutually beneficial effects of close and
intense relationship banking (Bongini et al., 2015; Degryse et al., 2015; Dugi et
al., 2017; Kysucky & Norden, 2016), mentioned in the introductory chapter of
this study, albeit with substantial variations with the normalcy or otherwise of
the economy. This explains why the subtle motivations for firms to transition
from relationship exclusivity (inherent in relationship banking) to alternative
banking relationship regimes (e.g., multiple-bank relationships, etc.), despite

the former’s much-touted benefits, remain a puzzling academic riddle.

The Theoretical Debate

With the foregoing contextual background, this section and its sub-
sections delve deeper into the variety of extant theoretical rationale for firms’
choice of NBR with the assumption of synonymy of single-bank financing, pure
relationship banking and “informed” bank lending. Given that single-bank
financing is but one funding regime, a caveat for this discourse is its departure
from an exclusive focus on the single-bank financing regime to emphasize
firms’ choice of the financing mode from the available menu and the
determinants of these alternative choices. The incomplete contract theories of
multiple-bank financing (i.e., the hold-up and soft-budget constraint
hypotheses) predominate in the corporate finance, firm-bank relationship and
information-centric financial intermediation theoretical literature explaining

these financial strategic choices. Some other augmenting theories include the

26

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

noisy screening (or credit rationing) model, proprietary information
leakage/disclosure theories, bank liquidity risk diversification model, bank
monitoring models, and credit concentration theories. It must be noted,
however, that, beyond explicitly explaining the number of credit or banking
relationships and credit concentration, predictions and implications of these
theoretical models have been exploited to explain other strategic banking
choices under consideration in this study. Since Diamond (1984) provides the
intellectual roots of firms’ optimal choice of the NBR, the theoretical review
commences with his seminal delegated monitoring theory which instigated the

afore-mentioned theories.

Delegated Monitoring Theory

Using the assumptions of project returns’ independence, unobservability
of borrowers’ cash flow, complete diversification, and perfect but costly
monitoring, Diamond (1984) provides a detailed characterisation of the costs,
conditions and overall feasibility of imperfect-information-based financial
intermediation in an ex-post (i.e., costly state verification) model that furnishes
a robust justification for the existence of banks. With profitable investment
projects’ dependence on several direct financiers (due to larger project sizes vis-
a-vis individual investor capacity), the costly monitoring and information-
producing task delegated to banks (as coalitions of uncoordinated individual
investors) to avoid cost and effort duplication and free-riding would be better
executed than by the uncoordinated individual direct financiers. However, the
incentive for an efficient discharge of this investor-delegated responsibility

resides in minimum monitoring cost, and Diamond shows that while, by virtue
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of their possession of scale economies, banks, in general, can minimise
monitoring costs, well-diversified banks (in terms of large assets with
independent returns), in particular, have a net cost advantage in this respect.
Asymptotically, the efficiency gains generated from well-diversified bank
intermediation (i.e., the surplus of scale economies in monitoring over the
reducing monitoring costs) stochastically dominate those from direct finance.
Diamond’s (1984) triple suggestions of banks’ comparative advantage
in efficient monitoring and information production, the optimality of standard
bank debt contracts between banks and firms, and the business of banking to be
undertaken by one large well-diversified (i.e., a natural monopolistic) bank had,
at least, two major implications. First, they profoundly instigated the evolution
of a theory of bank debt that debated the potential costs of intermediated finance
relative to other borrowing sources, and the anticipatory and mitigation
mechanisms. Secondly, they triggered wide consensus on the optimality of
single banking relationships of firms to incentivise monitoring and information
production, minimise free-riding, and avoid duplication of screening and
monitoring efforts to mitigate costly informational frictions, facilitate debt
contract design, and enforcement and renegotiations. This laid the theoretical

foundations of the debate on the optimal number of firms’ banking relations.

Hold-up and Rent Extraction Hypothesis

Providing a formal explanation of the benefit (cost) to the bank
(customer) of bank financing in a competitive credit market, Greenbaum et al.
(1989) model the effect of bank acquisition of “soft” borrower-specific

proprietary information on inter-temporal pricing strategy formulation with the
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critical assumption of exogenous search costs. In the presence of high search
costs for favourable credit terms and competing banks’ inferior and disparate
priors on borrower quality, increased bank-client relationship longevity
improves the relationship bank’s relative informational advantage derived from
the acquisition of durable information from the inert relationship. Exploitation
of the increased informational advantage over competing banks in the context
of clients’ high search cost, however, confers monopolistic powers on the
relationship bank to establish loan rates that are an increasing function of bank-
client relationship duration, with expected long-term bank profit implications.

With the allure of available low-priced loans offered by competing
banks (motivated proximately by a desire to poach, capture and establish client
relationships (with short-term loss ramifications), but ultimately by long-term
monopoly profits), the probability that clients with long-standing relations with
the informed bank would switch banks increases to reduce the remaining
expected tenure of the relationship. Even though Greenbaum et al.’s model
prediction of clients’ increased bank-switching propensities in response to
competitive banking markets is an implicit endorsement of the single-bank
financing regime, it harbingered the effect of (loan price) competition on firms’
choices to undo the inertia and monopolistic tendencies in bank-client
relationships imposed by high search costs.

Seminal contributions, very close in spirit to Greenbaum et al. (1989),
which provide a more succinct characterisation of the sources and costs of
inertia that underpins bank-firm relationships in the absence of exogenous
search costs, and explicitly appeal to the number of firms’ banking relationships

as a potential panacea are provided by Sharpe (1990) (whose theoretical
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framework has been updated by von Thadden (2004)) and Rajan (1992). Sharpe
postulates a theoretical explanation of long-term firm-bank relationships (i.e.,
the practice of single banking) in a dynamic model of learning by economic
agents (i.e., homogeneous banks versus heterogeneous firms with respect to
quality) in competitive bank loan markets. In the absence of search costs, long-
term firm-bank relations are an endogenous, rather than a natural, consequence
of ex-post monopoly power created from the asymmetric evolution of borrower
information among banks (via simultaneous learning of borrower quality in the
lending process by a lending bank) and the availability of few potential lenders
to firms incapable of signalling quality. Thus, the observed firm practice of
single-banking is attributed essentially to informational capture or lock-in
emanating from information asymmetry among supply-side agents on borrower
quality, non-transferability and non-verifiability of firm information, and
adverse selection. Sharpe’s game-theoretic analysis demonstrates how ex post
informational monopoly power insulates relationship banks against market
discipline and empowers rent extraction from sound, but locked-in, borrowing
firms which, having also gained long-term knowledge of such exploitative bank
practices, are, however, faced with high switching costs.

This defines the informational lock-in effect with a common reference
in the banking literature as the hold-up problem: the relationship bank’s
irreplaceability and competing uninformed banks’ suspicion of firms’ adverse
quality (high credit risk) in firms’ bank-switching attempts locks the firm in a
lending relationship that facilitates the relationship bank’s opportunistic
monopolistic rent extraction behaviour (i.e., high lending rates and collateral

requirements, etc.) in the holdup. von Thadden’s (2004) correction of Sharpe’s
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(1990) erroneous model solution of pure strategy equilibria with mixed-strategy
equilibria due to the winner’s curse problem, however, echoes more realistic,
testable implications of partial informational capture of borrowers in firm-bank
relationships, average interest rate increases with relationship duration, and
random bank-switching of borrowers. And notwithstanding Niinimaki’s (2015)
affirmation of an informational lock-in effect persistence even with reversed
assumptions on the economic agents in the Sharpe-von Thadden model, banking
market competition and multiple-source lending emerge as key mechanisms for
dis-incentivising ex post opportunism of market-powered banks to facilitate
efficient capital allocations to firms, regardless of the latter’s idiosyncratic risks.
Sharpe, however, discounts the potency of multiple-banking on grounds that
transaction costs appreciation (e.g., duplicated monitoring costs and
bankruptcy-related complications) may be benefit-dissipating. The implication
of this caveat is Sharpe’s endorsement of the optimality of multiple banking
with two competing informed banks for a possible elimination of information
monopoly, rent expropriation and hold-up costs.

Unlike Sharpe (1990), who restricts his analytic framework to the
examination of the costs of the informed bank’s control and the potential role
of implicit contracts in diluting the relationship bank’s informational-rent
extraction incentives, Rajan (1992) incorporates the benefits of the inside
bank’s financing and control into the framework. The bright sides of exclusive
firm-bank relationships include easy credit accessibility, improved lending
outcomes, efficient contract renegotiation and enforcement of efficient
investment decisions via the relationship bank’s informational advantage.

Despite these benefits of an informed-bank’s financing, Rajan demonstrates, via
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a cost-benefit analysis, how the endogenous acquisition of bargaining power
from its informational advantage over its competitors in the ordinary
performance of its monitoring and control functions confers firm lock-in and
rent-expropriating powers on the relationship bank. This distorts firms’
incentives to exert maximal effort for optimal returns.

Contrasting this cost of bank finance with the benefit associated with
inflexible, less informed, arm’s-length non-bank financing sources—absolute
absence of bank control over firm’s investment decisions that incentivise
exertion of optimal effort, Rajan (1992) rationalizes a preference for the latter
source. Besides firms’ choice of borrowing sources, he explicitly emphasizes
the roles of competition from an additional/multiple credit sources, inter alia, in
the optimal circumscription of bank’s monopolistic power to extract rent
without compromising control. Two key empirically testable theoretical
predictions of Rajan’s model are: (a) informational hold-up problems (e.g.,
interest rates, credit rationing, etc.) increase with firm-bank relationship
duration and the probability of firm distress or failure, and (b) multiple banking
is a strategic policy option for firms anticipating and are desirous of avoiding
potential hold-up problems.

Under the circumstances of distorted ex ante entrepreneurial incentives
and sub-optimal long-term investment project choices—eventual results of rent
extraction, von Thadden (1992) concurs with Sharpe (1990) and Rajan (1992)
in asserting the sufficiency of a second lending relationship (i.e., two banking
relationships, rather than a resort to non-bank finance suggested by Rajan) to
restore inter-bank competition and limit/eliminate ex post rent extraction.

Acknowledging the efficiency of multiple banking at eliminating rent extraction
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at the expense of transaction cost duplication, von Thadden (1995), in a dynamic
financial contracting model of firm choice of myopic investment horizon,
however, spells out additional mechanisms for restraining informed banks’
bargaining power and opportunism (i.e., hold-up/lock-in cost reduction) even
under a single-bank financing regime. These entail efficient use of long-term
debt (and credit-line-like) contracts mainly characterised by a covenant that
confers some discretionary powers of unilateral termination of funding to the
informed bank precedent on investment failure, but choice of refinancing in that
event is governed by original contractual pre-specified terms to ensure incentive
compatibility.

Von Thadden’s (1995) theoretical advocacy for single-bank financing
has received impetus from Hubert and Schéfer (2002) and Jean-Baptiste (2005)
who posit that the effectiveness of such optimal contracts is conditioned by the
feasibility of future lending commitment contracts; otherwise, multiple-source
financing and bank size emerge as alternative holdup-preventing commitment
devices. Granted credible firm-bank commitment to long-term ex-ante
contingent lending contracts, powerful rent-extractable inside banks and equal
multiple-banking opportunities for all firm types, Egli, Ongena and Smith
(2006) contend that the optimal endogenous financing method in environments
characterised by high aggregate strategic default risk is the single-banking

financing regime as it expands financing opportunities.

Soft-budget Constraint Hypothesis
In the spirit of the search for optimal devices for addressing the adverse

selection problem of creditors (e.g., Stiglitz & Weiss, 1981; von Thadden, 1995;
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Jean-Baptiste, 2005), Dewatripont and Maskin (1995) show that credit
centralization or monopoly (implicitly, a single banking context) is associated
with sub-optimal managerial exertion of effort and a consequent profusion of
inefficient and unprofitable firms. These are institutional outcomes of the soft-
budget constraint syndrome, a phenomenon initially conceptualised in 1976 by
the Hungarian economist, Janos Kornai. In our context, it entails a loss-making
firm’s strong behaviour-influencing expectations of highly probable financial
assistance or bail-outs from a highly liquid “paternalistic” bank whose
incapacity to enforce the firm’s strict adherence to the income-expenditure
equality results in recurring refinancing of unprofitable investments. Attributing
the syndrome to a lack of resolute commitment not to refinance, the
Dewatripont-Maskin model predicts that credit market decentralization (i.e.,
multiple banking in competitive environments) deflates banks’ bargaining
power and monitoring incentives, and, coupled with a lack of inter-bank
communication, permits the issuance of credible credit supply termination
threats to engender firm efficiency and financial discipline. Whiles the benefits
of single banking under competitive environments (i.e., increased refinancing
opportunities and optimal investment horizon choice) are conditioned by bank
size, inter-bank information non-transferability makes refinancing unlikely
under multiple banking due to coordination challenges.

Despite its inefficiencies, the soft-budget constraint, as conceptualised
by Dewatripont and Maskin (1995), offers several empirical ‘foods for thought’
on the costs and benefits of single versus multiple banking relationships. Firstly,
it conveys the notion that exclusive (or single) banking relationships provide

greater inter-temporal flexibility in negotiations, contract-setting and access to
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finance to bail out distressed firms. Furthermore, banking market competition
becomes a double-edged sword. The gradual dissipation of bargaining/market
power and increasing fear of the winner’s curse harden the relationship bank’s
soft budget constraint by strengthening its resolve not to commit to further
extension of inefficient credit, thereby facilitating an escape from a potential
bank lock-in, with unclear implications for the optimal loan contract terms.
With the emergence or availability of competing banks, the simultaneous gain
in some bargaining power, however, incentivises a firm’s recourse to non-bank
finance, bank-switching and/or multiple banking relationships (with two or
more competing informed banks), all of which are conduits for mitigating

borrower hold-up (Rajan, 1992; Sharpe, 1990; von Thadden, 1992).

The Theory of Coordinated Failure

Close in spirit to the soft-budget constraint hypothesis from the ex post
bargaining power perspective, Bolton and Scharfstein (1996) also examine,
inter alia, the efficiency of managerial decisions in the context of the impact of
the number-of-creditor aspect of banking relationship structure on post-default
debt (re)negotiation outcomes. With a one-creditor relationship structure,
liquidation probability decreases in firms’ credit quality due to the inverse
correlation between post-default creditor coordination costs and liquidation
value (i.e., the efficiency measure), and inefficiency is inversely related to
firms’ credit quality, a proposition consistent with Dewatripont and Maskin’s
(1995) soft-budget constraint hypothesis. A two-creditor relationship structure,
in contrast, compounds post-default creditor coordination and free-riding

challenges, complicates debt renegotiation, increases costs of averting asset
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liquidation and so reduces managerial incentive for strategic default: a
deliberate failure to honour repayment obligations owing to investor-manager
incentive incompatibility (such as managerial pursuit of value-reducing empire-
building investments to justify perk consumption) in order to force investors’
full/partial debt forgiveness. This beneficial managerial discipline effect of the
two-creditor relationship structure must, however, be traded off against the ex-
ante cost of low liquidation value (i.e., inefficiencies) in a liquidity default (i.e.,
one beyond managerial control) that follows straightforwardly from the high
coordination/transaction costs that discourage positive asset valuation, with dire
bankruptcy risks for already financially distressed multiple-banking firms
(Hubert & Schafer, 2002).

The empirically testable Bolton and Scharfstein (1996) model
endogenizes the choice of the optimal financing regime (one- or two-creditor
relationship structure) with observable firm characteristics as its principal
arguments, complemented by firms’ asset versatility/redeployability, asset
complementarity, and industrial cyclicality. The key model predictions are the
optimality of single (two) creditor relationship structure for firms with low
(high) credit quality to maximise (minimise) liquidation values (strategic
defaults), and a potential non-monotonic U-shaped relationship between the
optimal number of creditors and default risk/credit quality. In addition, asset
versatility has an ambiguous effect on regime choice due to its inverse
correlation with asset complementarity which itself enters as a decreasing
argument of the choice of a two-creditor relationship structure. Finally, the one-
(two-) creditor financing regime is optimal for firms in noncyclical (cyclical)

industries or in industries subject to idiosyncratic (common) shocks and
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characterized by high (low) liquidation values, where creditors need not be
relationship lenders. These regime choice predictions of firms’ credit rating and
industry cyclicality have conflicting implications for agricultural firms in the
developing world where, owing to technological deficiencies, the elements
impose sectoral business cyclicality and exogenous shocks. These cyclical
shocks generate covariant risks to expose idiosyncratic vulnerabilities that result
in widespread impairment of repayment capacity which, in the absence of
appropriate risk management tools, defines bank aversion to the sector.

The regime choice implications of firms’ credit quality in the Bolton-
Scharfstein optimal contracting framework stoke the theoretical debate on this
nexus as they confirm and partly/fully contradict different strands of the extant
theoretical literature. The Bolton-Scharfstein prediction of a negative relation
between the likelihood of firm-bank relationship exclusivity and firms’ credit
quality is in accord with the model implications of Diamond (1991) that: (a)
low-quality firms tend to concentrate their borrowing on a single lender, and (b)
positive reputation effects of high-quality firms’ discreet choice of investment
risk rationalize less bank monitoring, thus increasing the likelihood of multiple
banking. In contrast, it is a partially contradictory proposition vis-a-vis Rajan’s
(1992) suggestion of an inverted U-shaped relationship between the likelihood
of single-banking relationships and firms’ credit quality. Whiles Bolton and
Scharfstein’s (1996) view on the monotonic relations between the financing
regime and firms’ credit quality sharply contradicts Rajan’s, both papers are in
harmony on the non-monotonic relations. However, it diametrically opposes

von Thadden’s (2004) thesis of an increasing probability of single-banking for
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high credit-quality firms due to an inter-temporal selection process where low-
quality firms exit exclusive relationships via bank-switching tendencies.

Despite the theoretical ambivalence of firms’ credit quality effect on
financing regime choice (i.e., single versus multiple banking relationships), it is
evidently clear that the hold-up or bank informational rent extraction and soft-
budget constraint hypotheses are key perspectives of explaining the number of
banking relationships maintained by firms. More noteworthy is their consensual
prediction of a positive correlation between firm quality and the number of
banking relationships which, in turn, explains the negative correlation between
firm quality and lending rates. Together, but with varied theoretical lenses, they
also distil a multiplicity of factors such as observable firm characteristics,
industry-specific features, banking market structure (e.g., competition versus
concentration), bank-specific characteristics, relationship parameters, loan
contract terms, and the availability and coverage of financial system
infrastructure to illuminate firms’ choice of the number-of-banks aspect of their
strategic banking relationships.

To the extent that comprehensive bankruptcy regulations govern post-
default creditor coordination and debt renegotiations, other factors such as
regulatory stringency, bankruptcy deadweight cost, judicial efficiency and
creditor rights enforcement define the trade-off between creditor protection and
manager protection and, hence, the choice of financing mode. Even though
Bolton and Scharfstein (1996) broach the discourse on this channel, the hold-up
and soft-budget constraint hypotheses are, however, generally silent on this
important link. In addition, despite Bolton and Scharfstein’s extension of the

trade-off between strategic default deterrence and realisation of low liquidation
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value to multiple-creditor scenarios, the fundamental implication of these

frameworks is that the optimal number of firms’ banking relationships is two.

Noisy Screening (Credit Rationing) Model

More explicit theoretical justifications for the optimality of multiple
banking relationships (i.e., more than two banks) are provided by Thakor (1996)
in a noisy compulsory screening model underpinned by a strong informational
assumption of perfect observability of borrower-bank relationships to explain
the credit supply implications of risk-based capital requirement shocks. The
following sequential intermediate links in the transmission chain from loan
funding/screening costs to credit supply characterise banks’ adaptive response
to firms’ choice of financing regime: expected bank screening profit, individual
bank-specific credit rationing probability and systemic credit denial probability.
Banking market structure, in the model, conditions the possibility of firms’
relationships with multiple banks whose bargaining powers are tempered, in
consequence. With unfettered banking market competition, the dual benefits of
multiple monitoring/screening—market identification/endorsement of and
competition for high credit quality firms—are the real motivations underlying
multiple banking relationships. However, the benefits of firms’ ‘polygamous’
banking relationships are traded off against the costs of credit rationing/denial
which emerge from banks’ bargaining power diminution and value-dissipating
screening cost hikes. The implication (inconsistent with that of the soft-budget
constraint hypothesis) is that monopolistic lending (essentially relationship
exclusivity) is a precondition for bank loan profitability. Thus, overall, the

model’s monopolistic (by implication, relationship exclusivity) outcome,
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underscored by relationship banks’ lending or rationing preference (conditioned
only by creditworthiness), is harmonious (inconsistent) with the holdup (soft-
budget constraint) hypothesis.

Thakor (1996) derives a symmetric Nash equilibrium outcome in which
firms, regardless of their relative creditworthiness, approach more than two
banks, risking ex ante positive rationing/denial probabilities which, besides
enabling banks to recapture a quasi-monopoly position for modest rent
extraction, however, vary inversely with firms’ relative creditworthiness. As
high credit quality firms experience hold-up (i.e., monopolistic loan rates with
limited credit supply) in single banking relationships, multiple banking
relationships (with more than two banks) evolve as the optimal financing regime
as it enhances ex post positive lending outcomes (i.e., increased credit supply,
competitive rates and state-dependent payoffs), absence of which rationalizes
the optimal choice of only two banks (i.e., the implications of the incomplete
contract theories. Like Bolton and Scharfstein (1996), Thakor endogenizes the
firm’s optimal financing regime choice, but as an adaptive response to the
financial system infrastructure (e.g., credit reference bureaux), banking market
structure, bank performance (e.g., loan-funding/screening costs and screening

efficacy), and firm features (e.g., credit quality, firm size and reputation).

Proprietary Information Disclosure Theories

The proprietary information leakage theories, focusing on research and
development (R&D) and innovation intensity (Bhattacharya & Chiesa, 1995;
von Rheinbaben & Ruckes, 2004; Yosha, 1995), recognise the centrality of

firms’ financial performance effects of confidential information spillover by
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banks to firms’ competitors as a crucial determinant of financial policy choices.
The common premise of these models hinges on a two-faceted intuition: (a)
firms’ regular disclosure of confidential information as a quality-signalling tool
in credit markets to secure financial access can be detrimental in the event of
intentional/inadvertent transmission of such information to firms’ competitors
by self-interested creditors, and (b) the potentially costly post-transmission loss
of bank client and reputational capital (e.g., from a legal tussle), and firms’
preference for confidentiality to address adverse selection and “two-audience”
signalling problems impose a mutual affinity for bilateral (i.e., single-banking)
firm-bank relationships. In this light, Bhattacharya and Chiesa model the choice
between bilateral and multilateral financing arrangements in the context of
competing firms’ R&D financing race in which the ex-ante optimality of
information sharing hinges on a positive expected net benefit of obtaining
information from competitors. The crucial value of and dependence on
secrecy/confidentiality to avert free-rider problems with public disclosures in
this context motivates R&D-intensive firms’ preference for exclusive credit
relationships.

The game-theoretic models of Yosha (1995) and von Rheinbaben and
Ruckes (2004), grounded in the strategic utility of confidential information in
product market competitive behaviour, couple firms’ choice of the number of
banking relationships with profit maximisation. Both models are set in the
context of asymmetric information on the profitability impact of an innovator’s
entry into a product market dominated by an incumbent monopolist whose
choice of aggressive defensive response to mitigate the adverse post-entry

profitability and repayment effects is conditioned by learning potential entrant’s
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quality, revealed by the number of financing sources. Yosha models the trade-
off between bilateral and multilateral financing arrangements, respectively
entailing an endogenous cost of aggressive reaction to inferred high firm quality
(with adverse firm profitability implications), and exogenous costs of multiple
disclosures, increased information leakage probability and coordination costs,
and loss of discretion. The model equilibrium is characterized by high-quality
(i.e., more profitable/innovative) firms’ preference for bilateral financing in
order to avoid/minimise the divulgence of sensitive information to direct
competitors or third parties. Thus, by trading off the costs of multilateral
financing with the gain in profit, the firm with multilateral financing credibly
signals its low quality to avert/dampen product market competitors’ aggressive
response and secure an accommodating stance.

To address the information disclosure exogeneity assumption (i.e.,
insensitivity of firm disclosures to information leakages) in Bhattacharya and
Chiesa (1995) and Yosha (1995), von Rheinbaben and Ruckes (2004) extend
Yosha’s game-theoretic model to explain firms’ optimal financing regime
choice and relationship closeness in terms of extent of information disclosure.
The von Rheinbaben-Ruckes intuition rests on three key pillars incorporated in
the model: (a) firms wield discretionary control over the choice and extent of
disclosure policy and the number of bank financing sources, (b) the expected
detrimental effect of information spillover (i.e., poor financial performance) is
manageable with such discretionary decisions, and (c) financing regimes’ costs
and benefits, beyond profitability, also entail transaction costs and lending
outcomes, premised on both micro- and meso-factors. With regard to the

entrant’s optimal financing regime choice, monotone comparative static
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analysis reveals that, regardless of the disclosure policy, the number of bank
relationships decrease (increase) in exogenous transactions costs (refinancing
costs). However, with disclosure, the number of bank relations increases in firm
quality, but decreases in information leakage probability and expected cost of
information leakage. These results inform von Rheinbaben and Ruckes’ novel
empirically testable prediction of non-monotonicity (specifically, a U-shaped
relationship) in the innovativeness-regime choice nexus, reversing Yosha’s
monotonically negative correlation.

In addition, firm quality differentials (reflecting, particularly, in size and
age), imposing different requirements of confidential information disclosure for
quality certainty, rationalize different financing regime choices. Thus, von
Rheinbaben and Ruckes (2004) obtain theoretical support for the ‘life cycle’ or
‘emancipation’ hypothesis (See, e.g., Harhoff & Koérting, 1998; Hellwig, 1991):
over their growth trajectory, firms emancipate themselves from creditors’
informational lock-in by maintaining a significant number of loose bank
relationships with better quality-signalling instruments. von Rheinbaben and
Ruckes also posit that a disclosure policy with multilateral financing
arrangements improves lending outcomes (i.e., lending rates and repayment
quality) due to a combination of positive firm quality and credit market
competition effects. This suggests a potential influence of firm quality and
banking market structural differences on different financial regime choices for
similar lending outcomes. More noteworthy is the model prediction of industry
effects on firms’ financing strategy choice, suggesting that relationship
multiplicity may be a feature of firms in industries (e.g., the agricultural sector)

that cannot attenuate quality uncertainty and risk perception via information
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disclosures. Thus, von Rheinbaben and Ruckes corroborate earlier observations
that firms’ optimal bank financing policy determination varies with their

quality, demographic characteristics, time, industry, and credit market structure.

Bank Liquidity Risk Diversification Theory

The contemporary topicality of the practical economic and financial
relevancy of firms’ number of banking relationships emanates from the ground-
breaking United States-ltaly comparison and the ensuing pioneering
observations by Detragiache et al. (2000) of (a) a substantial difference in the
number of banking relations maintained by small and medium-sized firms in
the two countries, (b) a prevalence of single (multiple) bank relationships in the
U.S. (Italy), and (c) widespread penchant for multiple banking relations among
55.5% of firms in the single-banking-dominant U.S. Their curiosity to explore
the unexplained motivations, other than those preceding theories, for multiple
banking relationships of firms in those two economies was accentuated by these
countries’ diametrically contrasting financial systems (bank-based Italy and
market-oriented U.S.). Detragiache et al. rely on the mechanisms of adverse
selection and liquidity shocks to develop a two-stage, one-period theoretical
model of financing regime choice (i.e., single versus multiple banking) and the
optimal number of banking relationships, which, unlike Rajan (1992), has a pure
strategy equilibrium with refinancing outside of the primary bank relationship.

The straightforwardly intuition of Detragiache et al.’s (2000) model is
that a relationship bank’s unexpected incapacity to refinance a borrowing firm’s
profitable project owing to severe internal problems (e.g., liquidity and asset

quality impairments) and the real probability of uninformed bank’s non-
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availability or refusal to ensure project continuation due to project quality
uncertainty and severe adverse selection are sufficient justifications for the
optimality of multiple banking. Under these circumstances, an ex-ante multiple-
bank financing regime, serving as an anticipatory or insurance mechanism to
ensure stable credit supply and liquidity from the availability of at least one
informed bank to mitigate the risk of premature project liquidation for the
realization of expected profits, is of net value as the endogenous monitoring and
transaction costs are overridden by the aforementioned benefits of this widely-
observed phenomenon. Exploiting their model, Detragiache et al. (2000) derive
empirically testable theoretical propositions: firms’ strategic propensity for the
multiple-bank financing regime choice is decreasing with the probability of
bank fragility (i.e., liquidity crisis), loan recovery or enforcement efficiency and
project/firm profitability; and, conditional on relationship multiplicity, the
optimal number of banking relationships is increasing in these mechanisms.
The resultant potential non-monotonicity (specifically, inverted U-
shaped) implications in the correlation between the optimal number of banking
relationships and these mechanisms are explained with a simple intuition: there
exists multiple-banking-regime-choice defining parametric thresholds for these
mechanisms below or above which the incidence of single-bank financing is
more likely; but, conditional on the choice of the former relationship regime,
the number of banking relationships is positively more responsive to further
improvements in the mechanisms. Simulation analysis shows that, while both
the efficiency of the loan enforcement mechanism and profitability should have
a strong (weak) impact on the financing regime choice (number of banking

relationships), bank fragility matters for both regime choice and the NBR. With
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minimal (moderate) liquidity shock probabilities, firms choose only a single-
bank (multiple-bank) financing regime with relationship bank(s); and with
maximal probability, firms again choose a single-bank financing regime, the
intuition being that very high liquidity shocks reduce adverse selection among
refinance-seeking borrowers, incentivising credit supply by uninformed banks.
Detragiache et al., thus, confirm firm characteristics and credit contract terms
(e.g., maturity), but also emphasize bank health and the legal/regulatory
environment as potential determinants of firms’ banking relationship choices.
These testable implications point to the fertility of developing country contexts

for the examination of firms’ strategic banking relationship choices.

Monitoring Intensity and Diversification Theory

Addressing the monitoring intensity exogeneity assumption underlying
the preceding theoretical frameworks, Carletti (2004) and Carletti, Cerasi and
Daltung (2007) employ a double moral hazard (i.e., non-observability of firm
behaviour and banks’ monitoring choices) static model of bank lending to
respectively propose a complementary monitoring intensity and diversification
theory of firms’ (banks”) optimal borrowing (lending) structure. Closest in spirit
to Thakor’s (1996) pre-lending screening theory, Carletti’s (2004) post-lending
monitoring framework considers the determination of banks’ profit-maximising
choice of monitoring intensity by firms’ pre-existing borrowing structure (or
NBR) and the mediatory effect of monitoring incentives on firms’ optimal
borrowing choices and lending outcomes (loan rate and repayment). A sine qua
non of bank financing, monitoring aims to influence firms’ optimal behavioural

choices to mitigate the moral hazard problem, and banks’ monitoring incentives
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are premised on the number of firms’ banking relationships. Carletti theorizes
that, due to the mutually reinforcing double moral hazard problem and banks’
parochial profit motivations, the single-bank financing regime leads to over-
monitoring, higher total monitoring costs (convex, as a model assumption) and,
consequently, a compensatory higher loan rate, relative to a two-bank financing
structure. Relationship exclusivity, thus, distorts firms’ behavioural choices.

A strategic response to over-monitoring and its concomitant inefficient
lending outcomes of firm-bank relationship exclusivity, a two-bank financing
structure, however, suffers from coordination failure that breeds monitoring
externality, duplication of efforts (due to monitoring non-observability), free-
riding and sharing of monitoring benefits. Notwithstanding the negative
cumulative effect of curtailing aggregate banks’ monitoring incentives and
intensity, (relative to the single-bank financing regime) a two-bank financing
structure benefits from diseconomies of scale in monitoring which, dominating
the afore-stated drawbacks, leads to lower monitoring but not necessarily lower
financing costs. Firms’ optimal choice of borrowing structure (or NBR), Carletti
(2004) conjectures, entails a trade-off between monitoring benefit (i.e., higher
expected profitability) and its costs (i.e., higher total monitoring costs and lower
expected private returns), crucially determined by the relative difference in
monitoring and lending outcomes under the two scenarios. Carletti’s
proposition (on lending outcomes of NBR) sharply contradicts the hold-up and
soft-budget constraint theoretical implications and, thus, throw the lending
outcomes of firms’ borrowing structure into ambiguity. Firms’ financing regime
choices may then have ambiguous mediatory effects on the relationship between

firm characteristics and lending outcomes.
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Enriching the Carletti (2004) monitoring framework by incorporating
banks’ potential gain from multiple financing relationships when faced with
limited diversification opportunities and lending capacities, Carletti et al. (2007)
reverse the market structural assumptions underpinning the basic Carletti (2004)
model, generating credit market disequilibrium—competition for bank credit,
to analyse the optimality of different lending structures (i.e., from banks’
perspective). With realistic model assumptions of limited lending capacity and
imperfect diversification, Carletti et al. (2007) identify bank equity/deposits,
monitoring costs and firm profitability as additional drivers of banks’
monitoring incentives, beyond the prime mover—banks’ lending structure (i.e.,
exclusive lender vis-a-vis multiple informed cooperative lenders)—in lieu of
firms’ borrowing structure in Carletti’s (2004) model. Carletti et al. (2007)
argue that, with exclusive lending relationships, inside equity financing elevates
bankruptcy risks and agency problems mitigation which rationalizes higher
equilibrium monitoring effort (as in Carletti (2004)), which increases
(decreases) with firm profitability (monitoring costs), and lower deposit rates.

Confirming the inefficiencies identified by Carletti (2004) for the two-
bank borrowing structure, Carletti et al. (2007) posit that cooperative sharing of
firm financing, however, permits the financing of multiple independent
firms/projects to generate positive diversification outcomes. The equilibrium
monitoring effort, determined by trading off the costs and benefits of multiple-
bank lending structure, depends ultimately on the severity of banks’ moral
hazard problem with depositors, which is increasing with equity and project
returns, but increasing with monitoring costs. They argue further, more

significantly, that mitigation of a sufficiently severe moral hazard problem and
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achievement of higher monitoring, lower monitoring costs and, consequently,
higher expected profits make the multiple-bank lending structure more
appealing than exclusive relationships when banks are less equity-financed,
project returns are low and monitoring costs high. However, Carletti et al.
emphasize the sub-optimality of full diversification as infinite increments in the
number of banks sharing firm financing is counterproductive, thus, providing a
theoretical justification for the regular empirical observation that the puzzling
phenomenon of multiple banking relationships, if it occurs, frequently entails
many banks.

The main contributions of this bank monitoring intensity and
diversification theory of borrowing/lending structure relate to the optimality of
multiple banking relationships for both firms and banks in connection with
overall monitoring and lending outcomes thereof. Model predictions from both
perspectives indicate that the optimal borrowing/lending structure is determined
by firms’ private benefits and ex ante profitability, banks’ equity and
consolidation experience (e.g., mergers and acquisitions), and monitoring costs
(i.e., ease of information acquisition). Juxtaposing the two perspectives,
however, present a seemingly ambivalent effect of firm quality/profitability on
the propensity for multiple banking relationships, understandable from the
contrasting effect of monitoring intensity on firms’ private benefit and banks’
profitability. Beyond this quandary, Carletti et al. (2007) assert unambiguously
that the optimality of multiple-bank lending (in terms of increase in overall
monitoring effort) decreases with banks’ equity—as bank size increases,
multiple-bank (single-bank) lending becomes a suboptimal (optimal) financing

structure in terms of achieving greater diversification and monitoring. Both
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Carletti (2004) and Carletti et al. (2007) concur on the attractiveness of multiple-
bank financing structure increasing with monitoring cost, itself also related
indirectly to firm quality/transparency.

In relation to monitoring costs and managerial discipline, another key
Carletti-theoretic prediction is the prevalence of relationship multiplicity in
countries and/or sectors with laxer accounting and information disclosure
standards, inefficient judicial systems, weaker investor and/or creditor rights
protection (broached originally by Bolton & Scharfstein (1996)), and less
integrated and regulated markets. These predictions emphasize the relevance of
developing countries and, in particular, their agricultural sectors as ideal testing
grounds for empirical verification. Further, the theoretical prediction of a
negative correlation between firm quality and the NBR, implying a prevalence
of relationship multiplicity among informationally opaque (e.g., young, small,
rural-based, unlisted, etc.) firms, buttresses the imperative for an agricultural
sector-specific study as these profiles are in sync with predominant
characteristics of agricultural firms in developing countries.

Spinning off from the firm quality-NBR nexus in this framework and
the tenable assumption of opacity erosion over firms’ life cycle, I propose a
competing, but potentially complementary, strand of the “emancipation”
hypothesis— “quality-signalling” hypothesis, more explicit in Carletti (2004)
than in Carletti et al. (2007). In this sense, firm opacity, especially in the nascent
stages of growth, rationalizes the choice of monitoring-minimising and private
benefit-maximising multiple-bank financing, whiles over time (with monitoring
cost-mitigating availability of public information) firm transparency (occurring

in later stages of growth) defines an eventual preference for monitoring-
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maximising and private benefit-minimising single-bank financing to instil

managerial discipline.

Conflict Game-Signalling-Agency Model

Drawing from the multifarious impacts of coordination failure (arising
from renegotiation deadlock in securing multiple claimants’ simultaneous
cooperation), Bris and Welch (2005) primarily model the exogenous role of
distressed firms’ debt structure in deadweight bankruptcy costs (i.e., claims
recovery waste). This model inspires an endogenous derivation of the optimal
debt structure (NBR) and its determinants, in line with Bolton and Scharfstein
(1996). The logic of Bris and Welch’s multi-version model (in which number
of creditors translates into aggregate collection strength/weakness) lies in the
conjecture that coordination challenges inherent in creditor dispersion (i.e.,
large number of creditors) arise from dominant passivity and mutual free-riding
incentives. These inefficiencies, in turn, reduce deadweight lobbying or rent-
seeking and compromise creditors’ aggregate collection abilities/efforts which,
coupled with distressed firms’ resistance, facilitate multiple uncoordinated
claimants’ expropriation for socially desirable outcomes (i.e., reduction in firm
distress and firm value enhancement). In the financial distress/conflict game
version of the model, the ex-ante choice of creditor dispersion (extreme
concentration or single-bank financing) increases (decreases) firms’ bargaining
strength (in line with the holdup prediction), decreases (increases) the likelihood
of bank debt renegotiation (in line with the soft-budget constraint hypothesis),
elevates (diminishes) the propensity for ex post creditor expropriation and,

finally, minimises (maximises) deadweight lobbying cost.
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However, firms’ strategic choice of creditor dispersion (concentration)
attracts appropriate ex ante compensation during the quest for external (i.e.,
debt) financing—higher (lower) interest rates—for the likelihood of maximal
(minimal) ex post creditor expropriation due to asymmetric bargaining strength,
sharply contradicting Bolton and Scharfstein (1996) and Thakor (1996).
Nevertheless, Bris and Welch (2005) derive a monotonically positive (negative)
correlation between creditor concentration (dispersion) and in-equilibrium
deadweight claims collection costs (i.e., expenditure on conflict) and a positive
relation between creditor dispersion and distressed firms’ value (i.e., lower
distressed firms’ expropriation by dispersed creditors). The trade-off in the
latter result contains the intuition for the derivation of the optimal debt structure:
for optimal firm value enhancement via complete avoidance of in-distress firm-
creditor conflicts (i.e., zero deadweight or wasteful bargaining and/or collection
expense) and proper ex ante dispersed creditors’ compensation for ex post
expropriation, extreme creditor dispersion (i.e., infinitely large number of
creditors) emerges as the ex-ante first-best debt structure, similar to Detragiache
et al.’s (2000) conclusion. The most critical prediction, harmonious with that of
Bolton and Scharfstein, is diffused creditors of distressed firms have a poor debt
recovery and enforcement rate than concentrated creditors due to firms’ full
commitment to creditor expropriation in their creditor dispersion choices.

To ameliorate adverse selection problems (emanating from widespread
quality imitation via creditor concentration choices to signal sound firm health),
Bris and Welch (2005) incorporate a signalling variant of their model in which
signalling efficacy is grounded in significant firm quality differentials, reducible

only by costly imitation by low-quality firms, and imitation deterrence by high-
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quality firms imposes a preference for lower in-distress expected payoffs. Given
that creditor concentration increases deadweight (litigation) waste and reduces
entrepreneurs’ or firms’ post-litigation share to cumulatively reduce in-distress
payoffs, concentration signalling emerges as a necessary quality-separating
mechanism. Bris and Welch derive a signalling equilibrium with trivial
imitation gains for cheating/imitating firms, and a Pareto-dominant separating
signalling equilibrium in which low- (high-) quality firms prefer revelation of
their true quality via creditor dispersion (concentration) choices, diametrically
contrasting Bolton and Scharfstein (1996) and Thakor (1996), but in sync with
the Carletti-inspired quality-signalling hypothesis. This signalling outcome is
reaffirmed in the model’s agency version in which a positive managerial
discipline effect of creditor concentration choices of high-quality firms
incentivises bank investment in monitoring activities, again confirming Carletti
(2004) but disaffirming the Bolton-Scharfstein conclusions.

The imitation-deterring comparative statics of the signalling version of
the Bris-Welch model endogenize the optimal debt structure (or NBR) which
increases in firms’ assets, the convergence of the distress probability of both
firm quality types, decreases in (the costs of) external financing, and is non-
decreasing in the contested outstanding/defaulted repayment, inter alia. Besides
these explicit measures of firm operations, credit terms and repayment quality,
implicit in the entire model is the suggestion that such firm demographics and
financials as size, profitability, credit quality and equity, as well as the external
regulatory environment, respectively broached and explicitly modelled by
Bolton and Scharfstein (1996) and Detragiache et al. (2000), have potential

effects on debt structure choices. In respect of the latter mechanism, the Bris-

53

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

Welch model implies that inefficient judicial and creditor rights protection
systems and prohibitive deadweight legal cost of repayment enforcement feed
entrepreneurial/managerial incentives for creditor dispersion choices (i.e., of the
multiple-bank financing regime). Another signalling model implication is the
insufficiency of quality determination via extreme concentration signalling (i.e.,
pure relationship lending) due to adverse selection (i.e., high uncertainty arising
from quality imitation), motivating high-quality firms’ transition to debt yield
signalling (i.e., a willingness to pay higher lending rates to the single
relationship bank) as an additional sufficient quality-signalling mechanism, thus
refining Stiglitz and Weiss’ (1981) seminal signalling proposition. Firm quality
differences, therefore, induce different debt structure choices which, in turn,

influence differences in lending outcomes.

Optimal Ownership Structure Choice Model

In furtherance of the search for the panacea to the well-documented
holdup costs of (single) relationship banking (i.e., rent extraction), Volpin
(2001, 2007) proposes a model that couples firms’ capital and ownership
structure choices and inspires further derivations of complementary covariates
of bank relationship structure. The original model’s intuition is that severe
adverse selection problems, emanating from investment project quality
indistinguishability, disincentivise arm’s-length/uninformed banks’ long-term
and full investment financing, leaving an uncompetitive oligopolistic capital
market of strategically interacting relationship banks to finance quality projects.
However, privileged or proprietary knowledge of borrowing firms’ new

investment project’s quality or profitability fuels relationship banks’ bargaining
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strength in negotiations for external financing, thereby facilitating rent
extraction. However, the executive power of the firm’s founding entrepreneur,
controlling/majority shareholder or, more generally, any executive decision-
making organ similarly lubricates the efficiency of incomplete-debt-contract-
motivated extraction of private benefits of control. As in Carletti (2004) and
Carletti et al. (2007), these pecuniary and non-pecuniary benefits are a “morally
hazardous” externality emanating from the non-observability of entrepreneurial
behavioural choices and are generally characterised by a quiet life, empire-
building power, excessive remuneration, preferential transfer prices, managerial
perks, and diversion of non-verifiable corporate resources/revenues for private
gain, inter alia. In Volpin’s model setting, therefore, private benefits are
increasing in partial investment cash flow appropriation (itself decreasing in the
controlling party’s equity stake (i.e., ownership concentration) and investor
(shareholder) legal protection) and, therefore, decreasing in the latter
mechanisms.

The actual rent/surplus appropriated from investment cash flows by
relationship financing is, therefore, net of the controlling party’s diversion of
private benefits of control which, by transitive reasoning, decrease in both
equity stakes and investor legal protection. Coupling these results with the
assumption of oligopolistic competition among relationship banks, Volpin
(2001) derives the following rent extraction determinants and the underlying
rationale: (a) rent is strictly increasing in the firm’s controlling party’s equity
stake and investor legal protection via the diversion of private benefits of
control, and (b) rent is a decreasing function of firms’ number of banking

relationships due to increased interim inter-bank competition for the
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entrepreneur’s choice of relationship bank for project finance, consistent with
the holdup thesis’ prescription for rent mitigation. Given the ultimate
entrepreneurial objective of mitigation of rent extraction in single-banking
relationships, initial multiple-bank relationship financing regime is an efficient
instrument, as in Detragiache et al. (2000) and Bris and Welch (2005), while the
positive correlation between the controlling party’s equity stake and rent
incentivises a reduction in the former for utility maximisation, albeit at the cost
of greater extraction of private benefits of control. The key implication,
therefore, relates to the efficiency of extreme ownership concentration (i.e., sole
proprietorships with minimal firm leverage) as the optimal initial ownership
structure. Together with the corresponding initial ex-ante relationship structure,
ownership structure solves a trade-off between the lower information-producing
and screening costs of creditor concentration and the minority shareholder
expropriation and agency cost reduction benefits of creditor dispersion.

The Volpin (2001, 2007) model delivers six notable, empirically testable
predictions and implications for firms’ number of banking relations, motivated
by firms’ relationship banks’ rent mitigation objective, the maximisation of the
controlling party’s private benefit of control, and shareholder/investor legal
protection. First, it establishes a micro-level positive correlation between the
NBR and the controlling party’s equity stake. The intuition is that a multiple-
bank financing regime is associated with high entrepreneurial bargaining power,
less creditor expropriation, greater stability of control and a stronger potential
for extraction of private benefits of control guaranteed by high ownership
concentration or majority shareholding. Second, although the model is bereft of

an explicit nexus between the NBR and relationship banks’ equity ownership in
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firms, it argues for a negative relationship on account of their complementary
impact on rent extraction and more robust bargaining power and agency cost
reduction impacts of bank ownership share of firm. In addition, under general
(i.e., cross-country and country-specific) contexts, the Volpin model predicts a
negative correlation between firms’ optimal number of banking relationships
and the quality of investor (minority shareholders’) legal protection. This
prediction is, thus, harmonious with the implications of the soft-budget
constraint literature (Bolton & Scharfstein, 1996; Dewatripont & Maskin,
1995), the bank liquidity risk diversification argument (Detragiache et al., 2000)
and Bris and Welch’s (2005) distress-signalling-agency model, but
irreconcilable with the typical single relationship banking implications of the
bank monitoring literature (Carletti, 2004; Carletti et al., 2007; Diamond, 1984;
von Thadden, 1992).

Moreover, controlling for investor (shareholder) legal protection, the
number of banking relations increases in the opportunity for the extraction of
private benefits of control at the micro-level. This inspires an empirical enquiry
into the banking relationship regime choice impacts of the controlling or
executive party/organ’s demographic and socio-economic characteristics,
managerial competence, and the industrial characteristics of firms’ sector of
operation as these mechanisms are potential sources of variability in the
opportunities for the expropriation of private benefits of control (\Volpin, 2001).
As there are cross-country differences in the availability and value of such
private benefit expropriation opportunities, the model further predicts a negative
correlation between the optimal number of banking relationships and investor

protection. This predicts the prevalence of the multiple-bank financing regime

57

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

(and high ownership concentration) in countries with poorer investors’ rights
(legal) protection, rationalizing a sector-specific enquiry on firms’ banking
relationship structure in developing country settings. Finally, as the multiple-
bank financing regime increases the costs of, and therefore disincentivises,
information production, screening and monitoring, any benefits of intensified
bank monitoring are pre-conditioned by firms’ creditor concentration choices.
This makes banks’ debt concentration in firms’ total debt (i.e., relationship
intensity proxy), rather than firms’ NBR, the most relevant banking relationship
structure in offsetting arm’s-length/transactional banks’ monitoring free-riding
incentives. This foretells the emergence in countries with low investor legal
protection of firms® forming special relationships with main banks among
multiple banks (i.e., asymmetric or heterogeneous multiple-bank financing
regime), the subject-matter for an in-depth discussion in the immediately

following section.

The Credit Concentration Theory

A salient feature of the majority of the foregoing theoretical standpoints
is the predominant focus on firms’ strategic game-theoretic choice of borrowing
structure with the implicit assumptions of symmetric banks and (conditional on
the multiple-bank financing regime choice) equal, homogeneous or symmetric
allocation of firms’ borrowing shares across the continuum of banks. Generally
motivated by a prevalence of empirical evidence, credit concentration models,
however, complement firms’ optimal financing regime choice literature by
emphasising the asymmetry in the relative significance of banks in firms’

multiple credit relationships, sharply contrasting the notion of homogeneous
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multiple-bank financing. The primary motif is the simultaneous minimisation
of the well-documented costs associated with both single or relationship-bank
and multiple-bank financing structures to maximise the gains from, and thereby
justify use of, a special structural variant of relationship-bank financing
characterised by a strategic coexistence of both NBR regimes. The intellectual
roots of the theory of credit concentration can, therefore, be traced to the two
oft-cited incomplete contract theories of multiple-bank financing (i.e., the hold-
up and soft-budget constraint theses) collectively proposed by Sharpe (1990),
Rajan (1992), von Thadden (1992), Dewatripont and Maskin (1995) and Bolton
and Scharfstein (1996).

Its pillars stand on the trade-off between the virtues and vices of the
multiple-bank financing regime: whilst, a la the holdup literature (Rajan, 1992;
Sharpe, 1990; von Thadden, 1992), multiple-bank financing is credited with the
mitigation of the hold-up costs of single relationship-bank financing, it can
precipitate coordination failure in case of default, a la the soft-budget constraint
literature (Bolton & Scharfstein, 1996; Dewatripont & Maskin, 1995). As the
optimal number of banking relationships is inevitably determined by trading off
the risk of coordination failure (in multiple-bank financing regime) against the
holdup problem (in single-bank financing regime), amelioration of these
inefficiencies rationalizes the joint existence of these regimes. Proponents of
credit concentration theories, therefore, advocate a mixture of the two funding
regimes into a unified strategic funding regime. Hence, the emergence of the
multiple asymmetric (or heterogeneous multiple) bank financing structure, a
regime characterised by simultaneous (re)financing from multiple arm’s-

length/transactional banks and a special relationship bank with systematically
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higher financing shares, informational advantage and bargaining power relative
to the former. This unique banking relationship structure provides the
framework and enhanced motivation for empirical investigations into the
drivers of firms’ primary bank type choices and credit relationship intensity,
besides credit concentration.

Some theoretical papers on homogeneous multiple-banking relations
that provide the earliest implicit suggestions of creditor concentration or
multiple asymmetric bank financing relationships are Bolton and Scharfstein
(1996), Detragiache et al. (2000), Volpin (2001, 2007) and Bris and Welch
(2005). However, Hubert and Schafer (2002) undertake a more explicit
theoretical synthesis of holdup costs (of single relationship lending) and the risk
of coordination failure (in multiple-source financing) to sow the earliest
justifying seeds for subsequent conceptualisation of the heterogeneous multiple-
bank financing regime. In their comparative analysis of the isolated
renegotiation effects of a single relationship-bank lending regime vis-a-vis
those of a homogeneous multiple arm’s-length bank financing mode, Hubert
and Schéfer derive the following general Bolton-Scharfstein-like results: (a)
given sufficient monopolistic bank’s bargaining power and non-commitment to
eschew rent-appropriating renegotiations, the gains of multiple-bank financing
(in preventing such renegotiations) outweigh its costs in terms of coordination
failure; and, (b) firms with optimistic business prospects are subject to
substantial quasi-rent appropriation by the powerful monopolistic lender in the
renegotiation process, whiles firms with sufficiently low expected returns incur

the risk of coordination failure.
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These results seemingly validate the Bolton-Scharfstein prediction of
high propensity for multiple banking by high credit quality firms; however, the
theoretical novelty in Hubert and Schafer (2002) lies in the provision of a sound
justification for conferring a leading role to a strategic lender among the firm’s
multitude of lenders (i.e., asymmetric financing)—maximising the gains of both
funding regimes. Extensions of three of the major strands of the theoretical
literature on firms’ banking relationship structure (i.e., the hold-up, soft-budget
constraint and creditors’ monitoring theories) explore such differential/unequal
allocations of banks’ strategic role and the consequences of this unique
borrowing structure.

Extending the holdup thesis on main banks’ bargaining power-reducing
efficacy of multiple borrowing and complementing earlier theoretic work on
credit market coordination failure, Elsas, Heinemann and Tyrell (2004) are
arguably among the first to synthesize the pros and cons of both funding regimes
in one integrated framework in their analysis of default- or illiquidity risk-
minimising firms’ optimal debt structure. Elsas et al. (2004) explore conditions
where multiple by asymmetric bank financing arises endogenously as firms’
optimal capital structure choice in a stylized model of concentrated debt
financing with and without loan contract renegotiability, bargaining power, ex
post rent extraction and debt forgiveness in financial distress. The sheer absence
of or minimal coordination risk (i.e., efficient coordination), characterised by
efficient credit extension by multiple small banks (i.e., with a disproportionately
lower cumulative share of total firm debt), increases (decreases) credit supply

(the holdup risk) at the intermediate financing stage.

61

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

However, lack of bargaining and debt (re)negotiation powers and,
hence, strategic complementarity of multiple small banks’ financing decisions
increases the risk of premature coordinated credit foreclosure at the interim
stage as refinancing dilemma arising from project quality uncertainty elevates
Pareto-inefficient coordination risks, precipitating default risks for financially
distressed firms, as in Morris and Shin (2004). The presence of a relationship
bank, therefore, adversely affects firms’ state-contingent profits due to the
emergence of the hold-up problem, thus increasing rent extraction due to the
relationship financier’s larger financing share and bargaining power. As holdup
inefficiencies dominate the coordination effect and are reinforced under
coordination failure (i.e., coordinated multiple small bank credit discontinuation
and its attendant default/liquidity/bankruptcy risks), Elsas et al. (2004)
emphasize the crucially beneficial role of the relationship bank in mitigating the
adverse coordination effects.

The relationship bank’s risk-bearing capacity for debt (re)negotiation
and forgiveness, and relaxation of the budget constraint, especially in bad states
of nature, ensure firm/project continuation/survival and reduce default/liquidity
risk to raise the likelihood of debt repayment to and increased expected profits
of multiple small arm’s-length banks. These generate testable propositions that
firms’ ex ante default/liquidity risk and profits (the cumulative size and
characteristics of multiple small arm’s-length banks’ financial exposures and
profits) are decreasing (increasing) in the size of the relationship bank’s
financial exposures. The most germane question that needs resolution,
therefore, relates to the extent of debt concentration (i.e., optimal size of the

relationship bank’s financial exposure) that optimally balances the two
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countervailing effects—holdup inefficiencies of relationship-bank financing
with coordination risk of multiple-bank financing. Given the fore-mentioned
propositions, Elsas et al. (2004) assert optimality of the multiple asymmetric (or
highly concentrated) debt structure (i.e., a sufficiently large relationship bank’s
financing share in firm’s total bank debt) as it incentivises multiple banks’ credit
extension under efficient coordination and ensures firm health and banks’ profit
maximisation under inefficient coordination.

This informs Elsas et al.’s (2004) model prediction of a high propensity
for multiple asymmetric/concentrated debt financing structure by risky firms
(i.e., those with high opportunity costs of capital or low expected cash flow or
asset liquidation values) and less risky firms’ preference for multiple arm’s-
length bank financing regime, implying a general positive (negative) effect of
firms’ informational opacity (transparency) on the degree of debt concentration.
The model comparative statics also predict a non-monotonic U-shaped
association between firms’ asset liquidation value and the extent of debt
concentration due to the conflicting impacts of default probability and the
relaxation of credit extension constraints on the relationship bank’s optimal
size, with variations in collateral. Besides highlighting the mechanisms for
default/liquidity risk-mitigating impact of multiple asymmetric financing and
the counterproductive role of high loan collateralization on risk management,
Elsas et al.’s analysis also confirms the non-triviality of firm and credit contract
characteristics in the determination of the optimal debt structure, especially the
degree of debt concentration (i.e., the optimal financing share), conditional on

the probability of differentiation.
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In contemporaneous extensions of extant incomplete contract theories
of multiple banking, especially the soft-budget constraint theory, Minetti (2006)
and Guiso and Minetti (2004, 2010) argue for the equivalence of the relationship
bank’s larger financing share to its relative informational advantage and
precision, disregarded by Elsas et al. (2004). This way, they examine how
borrowing and informational differentiation between two banks (relationship
and transactional) may be employed as a disciplining device against resource
appropriation (i.e., hold-up cost) in reorganizational contexts. The theoretical
logic is premised on the informed or relationship bank’s stronger project
restructuring and resource appropriation abilities during reorganisation due to
exploitation of its relative informational advantage in more effective project
quality assessment (for restructuring or liquidation decisions) and redeployable
asset recognition for eventual seizure.

Pre-empting opportunistic continuation of inefficient projects (which is
symptomatic of the soft-budget constraint) for reorganizational misbehaviour
(i.e., bank seizure of distressed firms’ assets) when liquidation is optimal
motivates informational diversity/gap between (relationship and transactional)
banks. According to Guiso and Minetti (2004), a central tenet of information
heterogeneity is its dual implications for firms’ banking relationship structure
choice as a disciplinary device: (a) firms’ choice between exclusive banking
relationships (i.e., undifferentiated funding) and multiple-bank relationships
with differentiated borrowing (i.e., differential borrowing from two banks with
information asymmetry), and (b) conditional on the latter funding regime
choice, firms’ allocation of borrowing shares, the differential of which increases

with the informational gap and precision.
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Multiple but concentrated borrowing (from two banks) is shown to
dominate other funding regimes in preventing the soft-budget constraint
syndrome (by strengthening banks’ resolve to discourage entrepreneurial choice
of inefficient projects), rent extraction (hold-up) and reorganizational
misbehaviour (Guiso & Minetti, 2004, 2010; Minetti, 2006). This derives from
the lack of incentive for the informationally disadvantaged transactional bank
(with a lower financing share) to veto the continuation of inefficient projects
while anticipating reorganizational loss (from asset seizure by the more
informed bank). These benefits of differentiated borrowing must, however, be
traded off against the cost of inefficient restructuring decisions (ultimately
leading to the premature liquidation of a good project (strategic default)) arising
from the transactional bank’s noisy information and less effective project
quality assessment and asset recognition.

The model predicts that the propensity for differentiated (multiple-bank)
borrowing decreases in firms’ assets, asset liquidity or redeployability, project
quality and/or informational transparency (i.e., firm quality); but, increases with
asset heterogeneity and banks’ restructuring costs, whiles firms’ credit quality
has an ambiguous effect. Conditional on the choice of differentiated borrowing,
these determinants, however, have converse effects on the degree of borrowing
differentiation, except credit quality (informational transparency) that has no
(maintains its negative) effect. Thus, the optimal borrowing regime choice (i.e.,
differentiated versus undifferentiated/single-bank borrowing) and the allocation
of borrowing shares/information across multiple creditors, conditional on a
differentiated borrowing choice, are endogenously derived as functions of firm

characteristics, as in Elsas et al. (2004). Following the contemporaneous path-
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breaking contributions of Elsas et al. (2004), Minetti (2006) and Guiso and
Minetti (2004, 2010), (all arguably motivated by Hubert and Schifer’s (2002)
earlier work), several recent theoretical works on asymmetric multiple bank
financing (e.g., Bannier, 2007; Egli et al., 2006; Janda, 2006, 2007; Schiile,
2007; Sufi, 2007) have mainly focussed on firms’ optimal debt structure, in
terms of the degree of credit concentration, and the multifaceted roles of the

relationship bank in that financing system.

The Empirical Debate

An important revelation from the theoretical literature review relates to
firms with contrasting qualities (in terms of the degree of informational
transparency) making theory-defying strategic banking relationship structure
choices. This puzzling feature underscores the impotence of the extant
theoretical literature in completely and reliably explaining all the nuances of
firms’ banking choices. In the next four sub-sections, therefore, a thematic
critique of the substantial body of empirical literature on the determinants of
firms’ strategic banking choices is presented with a prime objective: to provide
evidence of the paucity of empirical firms’ banking relationship structure choice
research in the developing SSA context and, more specifically, in the agro-allied
sector. Due to the large volume of the extant empirical literature, particularly on
the number of banking relationships, the review is generally limited to those
thematic areas for which data availability permitted their inclusion in the study
and thus rendered them relevant to and aids the discussion of the study’s

empirical results.
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Empirical Discourse on Number of Banking Relationships

The first sub-section discusses the extant empirical literature on the
wide-scoping determinants of firms’ strategic choice between the two main
banking relationship regimes in respect of the number of banking relationships
(i.e., exclusivity vis-a-vis multiplicity) and the actual number of banking
relationships. Generally, these determinants revolve around financial market
development, the local legal and institutional environment (undiscussed due to
its irrelevance arising from data challenges that compelled its exclusion from
the study), and socio-economic development, bank-specific characteristics,
loan-related features (also undiscussed for the same afore-mentioned reason)
and, most importantly, core internal firm-specific characteristics. These

thematic areas guided the ensuing discourse.

Financial Market Development

Consistent with model predictions of Dewatripont and Maskin (1995)
and Thakor (1996) and theoretical conjectures by Detragiache et al. (2000),
macro (or country-level) determinants of the number of banking relationships
relate to the financial system architecture. This refers particularly to the relative
importance and/or development of the banking and public capital/security
markets, and the banking system’s institutional structure, competitiveness and
health, inter alia. The starting point relates to the works of Ongena and Smith
(2000b), Volpin (2001, 2007) and Hernandez-Cénovas and Koéter-Kant (2010)
in respect of the relative impacts of an economy’s dependence on banking
and/or capital markets development on firms’ banking relationship choices.

They consistently document that the relative development/size and importance
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of the banking (capital/securities) market have a complementary (substitution)
effect on firms’ banking relationship regime choice and the number of banking
relationships. There is, therefore, a substitution effect between securities
market- and banking market-financing and development: the likelihood of
multiple banking decisions increases (decreases) in banking (securities) market
development. This pioneers the perception that the puzzling financial
phenomenon of multiple banking relationships is a survival strategy for credit-
constrained bank-dependent firms in bank-based economies (i.e., those with
less-developed equity markets).

Ongena and Smith (2000b) and Volpin (2001, 20007) also find an
unsurprising evidence, consistent with Dewatripont and Maskin’s (1995) model
prediction, of a negative relationship between the number of firms’ banking
relationships and the degree of banking system concentration, pointing to the
optimality of the multiple-bank financing regime for firms in countries with
relatively decentralised or competitive banking systems. This result, however,
is contested by Hernandez-Cénovas and Koéter-Kant (2010) who explain
multiple banking relationships as both a diversification strategy and liquidity
insurance mechanism against relationship banks’ exploitative tendencies
(arising from their comparative proprietary informational advantage) and non-
relationship banks’ credit foreclosure in more concentrated banking markets.
However, despite the positive nexus between banking market concentration and
bank size and the logically expected negative correlation between the relative
size of banks in a country and the number of banking relationships, Ongena and

Smith show a seemingly perverse positive nexus.
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Testing the cross-country predictions and Italian empirical evidence of
Detragiache et al.’s (2000) diversification theory, Ongena and Smith (2000Db),
corroborated by Volpin (2001, 2007) and Hernandez-Canovas and Koéter-Kant
(2010), confirm the non-monotonicity with respect to bank fragility in the
banking relationship regime choice and/or the number of banking relationships,
but with a contradictory U-shape trajectory. These results overturn Detragiache
et al.’s interpretation of the original inverted U-shape path. Thus, with low
banking system fragility (or relatively high banking system stability), a decline
in stability is associated with a dominant negative effect on the number of
banking relationships; however, with high systemic fragility (or low systemic
stability), further deterioration in fragility is positively correlated with the
number of banking relationships. Whiles this empirical divergence may be
attributed to differences in research coverage (i.e., cross-country versus
country-specific contexts), estimation strategies and operationalisation, the
implication that diversification of banking relations is a motivation consistent
(inconsistent) with highly fragile (stable) banking systems should not be lost.

Overall, the evidence that the multiple-bank regime, besides functioning
as a substitute for equity market financing in bank-based economies, thrives in
competitive banking markets dominated by large banks has research relevance
to developing/emerging economies experiencing increased banking market
competition due mainly to foreign entries amidst persistent systemic fragility.
Caution must, however, be exercised in overstretching these tentative results
and implications into the arena of causality as, excepting Detragiache et al.’s
(2000) paper, they focus on the implications of various national financial

systemic factors in explaining cross-country differences in firms’ choice of the
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number of bank relationships. This has motivated a number of within-country
studies focusing on firms’ NBR choice effects of bank-specific factors such as
demography and financial health (discussions deferred to the subsequent sub-
sections) and the institutional composition, structure (i.e., concentration),
conduct (competition) and development of the local/regional banking market.
Focusing on the pathways via which local banking markets define the
supply-side determination of firms’ financial policy choices (including their
NBR), Farinha and Santos (2002) furnish early evidence that the arrival of new
banks, altering the institutional composition and local banking market structure,
influences some firms’ decision to initiate multiple banking choices as the
positives of these structural transformations rationalize a reconfiguration of
established relationships. Counterintuitively, however, competition in firms’
regional banking market of operation is irrelevant to explaining the switch to
multiple banking relationships, possibly due to cross-regional homogeneity in
banking market competition. Misaligned with Farinha and Santos’ findings,
other studies (e.g., Aristei & Gallo, 2017; Mercieca, Schaeck, & Wolfe, 2009;
Nifo et al., 2018) document unequivocal evidence of a consistently robust
positive local banking market competition effect on the number of firms’
banking relationships. These results motivate an easy conclusion that the sheer
luxury of more banking choice options, increased access to financial services
due to the availability of more favourable terms, reduced fixed costs of firm-
bank relationship establishment or increased market power of proximate banks
(permitting exploitative behaviour) associated with developed or competitive
local banking systems facilitates credit-constrained firms’ development of new

and/or multiple bank relationships.
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Similarly, the pillars of Ongena and Smith’s (2000b) ground-breaking
cross-country evidence of a negative correlation between banking market
structure (a concentration index) and the number of banking relationships,
respectively corroborated and contested by Volpin (2001) and Hernandez-
Cénovas and Koéter-Kant (2010), are steadily losing their foundations. For
example, while Mercieca et al. (2009) and Ongena, Timer-Alkan, and von
Westernhagen (2012) weakly corroborate this finding, Tirri (2007) and Berger,
Klapper, Martinez Peria and Zaidi (2008) provide contrary evidence, and
Harhoff and Korting (1998), Neuberger, Rathke and Schacht (2006), Garriga
(2006), Neuberger, Pedergnana and Réathke-Doppner (2008), and Aristei and
Gallo (2017) assert the statistical and economic irrelevance of the local banking
market concentration effect on the likelihood of engaging multiple banking
relationships and/or the number of banking relationships.

Thus, while the concentration impact and the countervailing effects of
both competition and concentration, as posited respectively by Ongena and
Smith (2000b) and Mercieca et al. (2009) are unclear, Mercieca et al.’s dual
observations are noteworthy: (a) banking market structure (i.e., concentration)
and bank conduct (i.e., competition) capture different banking systems’ features
and have independent effects on firms’ number of banking relationships, and
(b) the more consistent and significant competition effect has better explanatory
power. And, as evidence of a greater positive competition effect in less
concentrated banking markets, the overall regional credit supply, responding to
the increased local banking market competition, is positively correlated with the
number of firms’ banking relationships (Aristei & Gallo, 2017), much in line

with the predictions of the structure-conduct-performance paradigm.
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Socio-economic Development of Firms’ Regional Location

As the local or regional socio-economic environment is considerably
paralleled by the degree of development and characteristics of the local/regional
financial/banking system, recent papers, albeit few, explore the relevance of
local socio-economic factors to firms” banking relationships choices, but with
conflicting findings. Berger et al. (2008) initially document the statistical and
economic irrelevance of the local socio-economy (proxied by local population
density) to explaining firms’ choice of the number of banking relationships.
However, testing the banking relationship structure choice effects of local
socio-economic structural characteristics to account for differences in the local
economy and its correlate of banking services supply, Aristei and Gallo (2017)
and Nifo et al. (2018), for example, document a significant negative correlation
between local economic development (i.e., provincial and regional GDP per
capita) and both the number of banking relations and the probability of
relationship multiplicity. Thus, regardless of the economic development
heterogeneity in firms’ provincial and regional location, creditor concentration
(dispersion) choices are made in response to the prevalent use of internal
(external) resources for investment financing associated with increased local

economic development (underdevelopment).

Bank-specific Characteristics

There is unanimity in the relationship banking and banking relationship
structure choice theoretical literature on the centrality of bank-specific
characteristics to the benefits of relationship exclusivity and the motivation (and

optimality) to switch to relationship multiplicity (Carletti, 2004; Carletti et al.,
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2007; Detragiache et al., 2000; Dewatripont & Maskin, 1995; Jean-Baptiste,
2005; Petersen & Rajan, 1995; Spiegel & Yamori, 2003). With initial theoretic
conceptualisations based on bank size (i.e., market power) and fragility, this
literature has witnessed empirical extensions to other facets of bank
demographics (e.g., age, location/proximity, ownership structure, etc.) and
general financial/operational performance to capture the nuances of supply-side

motivations for variations in firms’ banking relationship choices.

Bank Demographics

Regarding bank demographics, the earliest evidence on the lending
banks’ size channel was provided by Harhoff and Kérting (1998) who document
that German SMEs’ interaction with at least one of the five largest German
banks incentivises an increase in the number of their lending relationships. This
ground-breaking evidence of a positive bank size effect corresponds to similar
contemporaneous findings by Detragiache et al. (2000) and Ongena and Smith
(2000Db), subsequently corroborated by Volpin (2001, 2007) with the same
European cross-country data used by the latter authors, Berger et al. (2001),
Neuberger et al. (2006) and Ongena et al. (2012). Detragiache et al., in
particular, find that firms’ lending banks’ average size has a significant negative
effect on the probability of the single-bank borrowing regime choice and the
number of banking relationships. Despite the positive correlation between
banking market concentration and bank size, and the logically expected
negative correlation between the relative size of banks in a country and the
number of bank relations, Volpin supports Ongena and Smith’s confirmatory

evidence of a positive nexus using the same European cross-country dataset.
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These results seem to be in sync with the hypothesis that large banks’ provision
of wide-ranging services with high screening costs relative to small banks
incentivises loan parcellation (i.e., partial funding of many borrowing firms)
that motivates multiple-banking decisions due to unmet credit supply gaps.
Farinha and Santos (2002), however, find that neither bank size nor its
growth plays a role in firms’ decision to substitute single with multiple banking
relationships, while Berger et al. (2008) document a significant negative effect
of firms’ main bank size on both the likelihood of engaging in multiple banking
relationships and the number of banking relationships. These murky pieces of
evidence on firms’ bank size effect leaves a limbo over firms’ bank relationship
choice implications of Williamson’s (1967) theory of hierarchical control which
posits that there are operational differences between banks of contrasting sizes.
Bank age, capturing possible differences in old and new banks’ business models
and modus operandi and the associated impact on clients’ financial decisions,
is not relevant to explaining firms’ initiation of multiple banking relationships
(Farinha & Santos, 2002). In respect of bank location, Farinha and Santos find,
rather unsurprisingly, that firms’ main bank branch presence in their region of
operation is irrelevant to explaining the switch to the regime of multiple banking
relationships. Similarly, Ogawa, Sterken and Tokutsu (2007) document the
irrelevance of regional banks, but find a strong significant positive effect of city
banks on the number of banking relationships, asserting that firms’ strong
association with a “too-big-to-fail” city-based bank signals their relatively low
default probability (as they can be bailed out of distress) and, hence, induces

other banks to lend to them.

74

Digitized by Sam Jonah Library



© University of Cape Coast https://ir.ucc.edu.gh/xmlui

Banks’ Ownership Structure

Berger et al. (2008) broaden Detragiache et al.’s (2000) prediction (of
multiple-bank financing choices as an insurance mechanism to mitigate firms’
liquidity risk and potential premature project liquidation emanating from main
banks’ financial fragility) to the fragility of the banking relationship based on
firms’ main banks’ ownership structure and the inherent differences in bank
monitoring intensity (a la Carletti (2004) and Carletti et al. (2007)). They
document strong statistical significance and substantial magnitudes for positive
(negative) correlation between firms with foreign (state-owned) main banks and
the likelihood of maintaining multiple relationships, with predictions of more
than two additional (fewer) relationships on the condition of making a multiple-
bank financing regime choice. These original findings confirm their hypothesis
that firms’ relationships with foreign (state-owned) banks may be fragile
(sturdy), independently of their financial fragility, attributing the differences in
the banking relationship strength to two main channels.

The first channel relates to foreign banks’ availability of more overseas
business opportunities, their consequent weaker ties with host economies and
ease of market exit, and state-owned banks’ relative long-term distress-
proofness due to strong government backing and, hence, a lower likelihood of
withdrawal of financial services due to firm quality deterioration (i.e., soft-
budget constraint syndrome). The complementary channel cites monitoring
intensity differences amongst banks of different ownership structures, whereby
foreign (state-owned) banks’ high (low) monitoring intensity and intolerance
(tolerance) of poor repayment quality is interpreted as a net monitoring cost

(benefit) in terms of high (low) repayment pressure to borrowing firms with
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exclusive relationship with foreign (state-owned) banks. Berger et al. (2008),
however, find these conjectures to be inconsistent with the NBR choices of
firms with nationalised and private domestic banks as their main banks, as these
main bank choices significantly and positively correlate with the number of
bank relationships.

Inconsistent with Berger et al. (2008), Ongena et al. (2012) report
significant differences in the number of banking relationships maintained by
firms with main relationships with public sector banks and those with special
functions, on the one hand, vis-a-vis those with main relationships with
commercial banks; similarly, they observe significant multiple-banking
probability gaps between firms with main relationships with cooperative sector
banks and those with special functions, on the one hand, and those with main
relationships with commercial banks. Neuberger and Réthke (2009), however,
contend that main bank ownership type (i.e., private and cooperative) has an
insignificant influence on the number of German microenterprises’ banking
relationships due to the prevalence of relationship banking and high borrower

loyalty.

Banks’ Financial Health

Consistent with the prediction of their bank liquidity risk diversification
model, Detragiache et al. (2000) find significant positive impacts of bank
fragility (measured variously as idiosyncratic liquidity shocks and asset
quality/non-performing loans) on both the proclivity for relationship exclusivity
and the number of banking relationships (conditional on multiple banking), and

obtain support for the predicted inverted U-shaped non-monotonicity in the
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relation between the probability of single-bank financing and liquidity shocks.
Whiles the former result confirms the motive of multiple bank relations as a
liquidity insurance mechanism against premature termination of bank services,
the trajectory of the latter results has been contested by Ongena and Smith
(2000Db), Volpin (2001, 2007) and Hernandez-Canovas and Koéter-Kant (2010).
This questions the overall robustness and validity of Detragiache et al.’s model
derivations and the former results, setting the tone for somewhat conflicting
pieces of evidence. Harmonious with Detragiache et al.’s evidence on Italy,
Neuberger and Rathke (2009) find that German firms’ main banks’ poor ratings
significantly increase their number of bank relations in anticipation of the risky
premature termination of the bank-firm relationship.

However, a study of Argentine banks finds that bank fragility (measured
in terms of bank’s size, liquidity volatility, nonperforming loans, leverage or
profitability) has a positive impact on the likelihood to borrow from multiple
banks (Berger et al., 2001). This is contrary to Detragiache et al.’s (2000) model
prediction of a negative bank fragility impact on the probability of multiple
banking, but a positive effect on the number of banking relations, conditional
on the multiple banking regime choice, and their confirmatory empirical priors
on ltaly. Similarly, Ongena et al. (2012) and Berger et al. (2008) document a
negative impact of bank fragility on both the probability of entering into
multiple banking relationships and the number of banking relationships,
conditional on a multiple banking regime choice. At the regional level, Aristei
and Gallo (2017) also document a positive correlation between the likelihood
of multiple banking relationships and overall regional banking asset/credit

quality. Farinha and Santos (2002), on the other hand, doubt the economic
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significance of firms’ banks’ lending capacity (i.e., liquidity and profitability)
in explaining their NBR regime choices, even though German firms’ main
banks’ profitability explains the NBR (Ongena et al., 2012). Consistent with
Carletti et al. (2007), main banks’ monitoring cost increases the proclivity for
relationship multiplicity (Ongena et al., 2012). Despite this mixed evidence,
coupling the potential main bank-specific and banking systemic fragility effects
on firms’ number of banking relationships incites an empirical test of these
implications in developing country contexts characterised by questionable
banking systemic stability arising from unsound bank-specific operational

performances.

Non-bank-related Firm-specific Characteristics

Consistent with the overwhelmingly unanimous predictions of the
varied theoretical models and following the seminal empirical papers of
Petersen and Rajan (1994), Houston and James (1996), and Harhoff and Korting
(1998), contemporaneous country-specific and cross-country contributions of
Detragiache et al. (2000) and Ongena and Smith (2000b) have popularised the
notion of the dependence of firms’ banking relationship choices on firm-specific
characteristics. Ranging from firms’ financial health, relationship quality,
organisational form and geographical footprints, decision factors, demography,
ownership/management structure, and innovation, research and development
(R&D) and internationalisation behaviours to operational sector/industry, these
firm-specific characteristics and variations thereof generally signal differences
in demand and risk factors that shape cross-firm differences in bank relationship

choices.
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Firms’ Financial Health, Investment and Access

To assess the relevance of firms’ financial performance to the formation
of strategic banking relationships, the theoretical literature has motivated the
conventional inclusion of several financial statement indicators in empirical
enquiries into the main features of firm-bank relationships. In accord with their
model prediction, Detragiache et al. (2000) observe both the probability of the
single-bank financing regime choice and the number of banking relationships
increasing in firm profitability, albeit statistically significant only for regime
choice. Similarly, other research also documents empirical evidence of a
persistently negative firm profitability impact on either or both the likelihood of
multiple-bank financing arrangements or/and the number of bank relationships
(Berger et al., 2008; Castelli, Dwyer, & Hasan, 2012; Degryse & Ongena, 2001;
Farinha & Santos, 2002; Ongena & Yu, 2017; Ziane, 2003).

These results are consistent with the predictions of the firm risk
diversification hypothesis according to which incumbent relationship/main
banks’ refusal or reluctance to increase their exposure to firms due to the latter’s
poor past performance incentivises both relationship multiplicity (to mitigate
firms’ financial constraints) and risk-sharing among banks (Cosci & Meliciani,
2002; Farinha & Santos, 2002). As an alternative explanation, the relatively
high financial independence and credit quality of high-performing firms make
them value the anticipated and/or actual benefits of single-bank or concentrated
debt relationships. These benefits are manifested both in terms of minimising
information disclosures (consistent with proprietary information disclosure

model predictions of Bhattacharya and Chiesa (1995), Yosha (1995) and von
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Rheinbaben and Ruckes (2004)) and signalling their relative quality (consistent
with Bris and Welch’s (2005) and Carletti (2004) model predictions).

However, some studies document a significant positive profitability
impact on firms’ penchant for multiple banking relationships and/or the number
of banking relationships (e.g., Aristei & Gallo, 2017; Berger et al., 2008; Refait-
Alexandre & Serve, 2016), much in line with the predictions of the holdup and
soft-budget constraint hypotheses (Bolton & Scharfstein, 1996; Rajan, 1992;
Sharpe, 1990). Thus, for well-performing firms, the anticipated benefits of
relationship exclusivity seem to be outweighed by the desire for protection
against the monopoly power of their main banks and the concomitant extraction
of informational rents inherent in the hold-up problem.

Reconciling these opposing schools of thought on the firm profitability
impact, Degryse, Masschelein and Mitchell (2004) obtain a non-linear (inverse
U-shape) relationship between the probability of multiple-bank financing
regime choice and firms’ performance (measured by profitability). This
confirms Detragiache et al.’s (2000) assertion that firm profitability should have
a strong impact on banking relationship regime choices and their model
prediction of potential non-monotonicity in this nexus. Thus, while very low
and/or very high profitability levels reduce the optimality of multiple-bank
financing to increase the likelihood of single-bank financing regime choice,
firms with moderate or intermediate profitability levels tend to make multiple-
bank regime choices with many banking relationships.

Consistent with the earliest evidence by Harhoff and Korting (1998) and
model predictions of Detragiache et al. (2000) and Carletti et al. (2007), firm

leverage (i.e., capital structure) has a significant negative (positive) effect on
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the propensity for single-bank financing (the number of bank relationships).
This is due to the positive correlation between leverage and default probability,
which increases the severity of the adverse selection problem, incentivising the
choice of multiple-bank financing regime and an increased number of banking
relationships (Detragiache et al., 2000). Full confirmation of Detragiache et al.’s
original positive firm leverage effect on both the number of bank relationships
and the propensity for multiple-banking relationships is supported by several
studies (e.g., Aristei & Gallo, 2017; Berger et al., 2008; Cosci & Meliciani,
2002, 2006; Degryse et al., 2004; Degryse & Ongena, 2001; Gomez-Gonzélez
& Reyes, 2011; Miarka & Troge, 2005; Nifo et al., 2018; Ogawa et al., 2007;
Ongena et al., 2012; Ongena & Yu, 2017; Refait-Alexandre & Serve, 2016; Yu
& Hsieh, 2003; Ziane, 2003). Cosci and Meliciani (2002), in particular, provide
an alternative explanation to Detragiache et al.’s: multiple banking relationships
are firms’ optimal strategic response to an urgent need to satisfy a high excess
demand for leverage (i.e., a huge credit supply gap) artificially created by banks
who perceive bank loan parcellation (i.e., more loans of smaller sizes) as an
optimal firm- and/or loan-risk diversification (harmonious with Harhoff &
Korting, 1998) and market share maximisation strategy.

Proxying anticipated firm default probability (itself positively correlated
with the number of bank relations (Ongena et al., 2012)), high firm leverage and
its seemingly consensual positive effect on both the tendency for engagement
in multiple-bank relationships and the number of bank relations support the
hypothesis that anticipated/actual financial distress may compel firms’ multiple
banking decisions to accommaodate their stable credit supply needs (Detragiache

et al, 2000). This conjecture was earlier validated by Petersen and Rajan (1994)
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and Harhoff and Korting (1998) who document financially distressed German
SMESs’ penchant for multiple banking relationships, eliciting counterarguments
from some empirical papers (e.g., Guiso & Minetti, 2004; Machauer & Weber,
2000; Neuberger & Rathke, 2009). However, Cosci and Meliciani (2002) and
Degryse et al. (2004) seem to concur that, particularly on the verge of market
exit, financially distressed firms are less likely to maintain multiple banking
relationships, presumably to avail themselves of the debt renegotiation/amnesty
and coordinating benefits of relationship exclusivity and/or concentrated bank
relationships for a bail-out.

Similar to the NBR choice impact of firms’ capital structure, several
authors (e.g., Aristei & Gallo, 2017; Farinha & Santos, 2002; Gomez-Gonzélez
& Reyes, 2011; Miarka & Troge, 2005; Nifo et al., 2018; Ogawa et al., 2007;
Ongena, Tumer-Alkan, & Vermeer, 2011; Ongena & Yu, 2017) also document
unsurprisingly consistent results on the economic relevance of the role of firms’
liquidity management (i.e., debt-servicing capacity) to NBR choices. Increased
(problematic) firm liquidity reduces (elevates) the likelihood of relationship
multiplicity and, hence, the number of banking relationships, thus confirming
the predictions of the hold-up hypothesis. However, firms’ short-term financing
needs (i.e., working capital, positively correlated with liquidity) has a positive
effect on the likelihood of using multiple banking relationships (Refait-
Alexandre & Serve, 2016), as this financing regime is a strategy to reduce the
risk of credit rationing. The documented evidence on the firm profitability,
capital structure, financial distress and liquidity impacts weighs heavily in
favour of the long-held notion of an inverse causal correlation between firms’

financial health and the number of banking relationships, despite the seeming
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disagreement on the direction of causality (see, e.g., Foglia, Laviola, & Marullo
Reedtz, 1998; Harhoff & Kdorting, 1998).

On firms’ investment impact (paralleling R&D and innovation effects),
Farinha and Santos (2002) and Ongena and Yu (2017) assert a positive effect of
firms’ long-term capital investment expenditures on both the probability of
engaging in multiple banking relationships and the number of banking
relationships. However, the lack of robustness of this correspondence coupled
with the inconsistency of its statistical and/or economic significance to different
model specifications by the latter paper casts a bit of doubt about this nexus as
well as about the likelihood of high-growth-oriented firms’ choice of the
multiple-bank financing regime predicted by the hold-up hypothesis. This
quandary is deepened by Refait-Alexandre and Serve’s (2016) evidence of a
negative impact of firms’ investment needs on the probability of multiple-bank
financing choices, lending credence rather to Von Thadden’s (1995) theoretical
viewpoint that investment financing requires a single-bank relationship for
greater monitoring intensity.

Aside stock market listing of informationally transparent firms, two of
the major mechanisms that hamper or facilitate informationally opaque, credit-
constrained and bank-dependent firms’ access to finance are group membership
and asset specificity or tangibility. However, the evidence on the respective
effects of these mechanisms on firms” NBR choices is either mixed or perverse.
According to Detragiache et al. (2000) and Nifo et al. (2018), group
membership, a proxy for the relative ease of access to non-bank external funding
(e.g., group/consortium membership funding in the absence of non-relationship

bank financing), is neither relevant to financing regime choice nor to the number
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of bank relationships. In sharp contrast, Berger et al. (2008) document a
seemingly counterintuitive positive impact of business group belongingness on
both the likelihood of engagement in multiple banking relationships and the
number of such relationships. They contend that the use of group membership
guarantees and the lower bankruptcy likelihood effect of diversified business
group memberships via access to intra-group credit incentivise choice of
relationship multiplicity.

Intensifying the debate, Aristei and Gallo (2017) assert a negative
correlation between firms’ belongingness to a foreign/national group and the
propensity for relationship non-exclusivity, positing that access to intra-group
financial resources and/or liquidity management attenuates firms’ reliance on
bank financing and multiple-bank relationships. In another breath, despite their
greater informational transparency (emanating from stock exchange disclosure
standards) which increases access to public equity financing and reduces their
dependence on banks, listed firms have a greater penchant for multiple banking
relationships and practically maintain more relationships (Berger et al., 2008).
This empirical evidence is discordant with Bris and Welch’s (2005) signalling
model prediction for high-quality firms.

Firm intangibility, reflecting the degree of firms’ asset and informational
opacity and incapacity to signal quality via collateral pledges and secure debt
financing and, hence, defining firm-specific lack of financial access, similarly
provides mixed evidence, significantly determining NBR choices from both
directions in some cases, but asserting explanatory irrelevance in others, as
exemplified in Ongena et al. (2012). Whiles it correlates positively with the

likelihood of multiple-bank financing (Guiso & Minetti, 2004, 2010; Nifo et al.,
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2018), it has a persistently significant negative impact on the number of banking
relationships (Ongena & Yu, 2017). However, Farinha and Santos (2002) fail
to obtain evidence of an increased conditional likelihood of initiation of
multiple banking relationships for firms with more opaque or intangible assets
and with greater ability to pledge collateral, a more direct measure of firm
transparency and financial access. Altogether, these results seem to weaken the
validity of the hypothesis that apprehension over future exploitative hold-up
costs is the prime motivation for firms’ substitution of relationship exclusivity

for multiplicity.

Firm-bank Relationship Characteristics

From both the financial and social interactional paradigms, the crucial
dependence of the construction, stability, durability and quality/strength of
firm-bank relationships on the type, quality and frequency of information flows,
captured by the two major lending technologies, defines the centrality of
information deficit minimisation. The consequent improvement in relationship
quality/strength facilitates access to external funding and positive lending
outcomes (i.e., a complete reversal of lock-in and holdup inefficiencies) and
discourages the formation of opportunistic banking relationships. As a sequel,
the independent effects of sub-dimensions of (the multi-dimensional concept
of) relationship strength/quality on the likelihood of establishing multiple
banking relationships and the actual number of banking relationships have been
empirically tested. Proxying firms’ perceived bank relationships strength by
relationship scope and relationship importance (a more direct measure), Ongena

and Smith (2000b) assert that the number of firms’ banking relationships
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significantly increases with relationship scope, which captures the (strength of
the) breadth of non-lending-related bank relationships (i.e., for other classic
banking and financial services beyond lending relations). This implies that
firms’ greater requirements of cash management services incite the choice of
additional banks for specific financial services in response to a limited range of
bank services on offer.

However, there is mixed evidence on the economic significance of
relationship importance’s consistent negative effect on the number of firms’
bank relationships; Neuberger and R&thke (2009) contest Ongena and Smith’s
(2000b) earlier attribution of significance, leaving a hint of inconclusiveness of
the validity of the hold-up theory or the relationship banking hypothesis. Whiles
this discordance may stem from differences in research coverage (cross-country
vs within-country studies) and methodological matters (such as measurement
and estimation procedures), Ongena and Smith’s result, consistent with the
relationship banking hypothesis, suggests that a stronger perception of the value
of bank relationships motivates firms’ creditor concentration choices and that
multiple-banked (single-banked) firms have transactions-oriented (relationship-
based) connections. With feeble evaluation of exclusive bank relationships, the
share of bank debt provided by the incumbent bank consistently decreases with
firms’ initiation of multiple banking relationships (Farinha & Santos, 2002),
confirming firms’ stronger perception of the value of the second or, more
generally, subsequent banking relationships. These results are in sync with
Mercieca et al. (2009) and Nifo et al.’s (2018) findings that the relatively greater

importance of firms’ main banks, in terms of exhibiting a supportive and helpful
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attitude and share of total debt respectively, has a decreasing impact on the
likelihood of multiple-bank financing choices.

Investigations on medium-sized and large German firms (Machauer &
Weber, 2000), large Norwegian firms (Ongena & Smith, 2001), small
Portuguese firms (Farinha & Santos, 2002), and small Japanese firms (Ogawa,
et al., 2007) also furnish consensual evidence of the positive impact of firm-
bank relationship duration, an intuitive indicator of relationship strength or
quality, on firms’ banking regime choices. Specifically, Ongena and Smith, for
example, observe that multiple-banked firms tend to terminate a relationship
sooner than single-banked firms, implying a negative (positive) correlation
between relationship quality and multiple (single) bank financing decisions.
Consistently, Farinha and Santos document a positive duration dependence of
relationship multiplicity, indicating that the likelihood of firms’ substitution of
an exclusive bank relationship with multiple relationships increases with the
duration of relationship exclusivity. However, empirical evidence also exists of
a significant negative duration impact on medium-sized US firms and French
SMEs’ number of banking relationships (Guiso & Minetti, 2004, 2010; Ziane,
2003) and the statistical/economic irrelevance of relationship duration to Italian
firms’ choice of the NBR (see, e.g., Nifo et al., 2018). That notwithstanding, the
dominant positive nexus tilts the balance of theoretical probabilities towards the
hold-up hypothesis’ predictions of multiple banking for mitigation of rent
extraction in single-bank relationships, casting doubt on the validity of the
relationship lending value hypotheses.

Refait-Alexandre and Serve (2016) exploit an extant characterisation of

the dimensions, antecedents and consequences of trust to demonstrate that trust,
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another primary indicator of banking relationship quality, provides a major
explanation of financing regime choice. They find that rating knowledge, a
proxy for the information asymmetry antecedent of trust, has a positive impact
on SMEs’ use of multiple relationships, suggesting that managers’ knowledge
of their main banks’ firm rating process (or main banks’ transparency) prompts
self-appraisals. In line with Mercieca et al. (2009), the consequent awareness or
subjective perception of the financial hold-up potential, arising from negative
self-assessments, drives an increased probability of developing multiple-bank
relationships to mitigate credit supply constraints. Even though the irrelevance
of bank visits and monitoring, capturing banks’ effort at information deficit
minimisation via frequent communication and verifications, has been evidenced
by Neuberger and Réthke (2009), contrary findings emerge. The frequency of
firm-bank exchanges, capturing the communication and information sharing
antecedent of trust, has a seemingly perverse positive, albeit feeble, impact on
the use of multiple banking relationships (Refait-Alexandre & Serve, 2016),
presumably due to uncaptured intricacies in financial exchanges.
Refait-Alexandre and Serve (2016) add that the managerial incentive to
construct a valuable long-term firm-bank relationship that facilitates soft
information disclosure (rather than engage in systematic opportunistic search
for low-cost transactions), a proxy for the consequence of trust, has a negative
impact on the likelihood of multiple banking relationships. Moreover, the
propensity for multiple-bank relationships increases with geographical distance
(another key dimension of banking relationship quality) between the firms and
headquartered (rather than branch-located) loan officers. These results

overwhelmingly endorse Agostino, Ruberto and Trivieri’s (2015) stance that
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close ties with their main banks negatively impacts firms’ tendency to adopt the
multi-bank financing regime. However, the evidence on firm-bank geographical
proximity contradicts some extant findings by Neuberger and Rathke (2009)
and Mercieca et al. (2009) for Germany and the UK where distance has an
insignificant influence on firms’ financing regime choices.

In relation to the information type disclosed by firms to aid banks’
information deficit minimisation efforts, fresh empirical evidence emphasizes
the impact of banks’ borrower risk/credit quality assessment mode (with respect
to the quantitative versus qualitative information dichotomy) on firms’ optimal
financing regime choices. Hernandez-Canovas and Koéter-Kant (2010) and
Aristei and Gallo (2017) assert a positive association between firms’ revelation
of exclusively soft (hard) information and the likelihood of single (multiple)
banking relationships, pointing to the validity of the relationship banking
hypothesis. Despite the inconclusiveness of the evidence on soft information
(Hernandez-Céanovas & Koéter-Kant, 2010), these results are in tandem with
von Rheinbaben and Ruckes’ (2004) proprietary information disclosure model
prediction of a negative (positive) nexus between firms’ penchant for multiple-
bank relationships and confidential information disclosure restriction (latitude).

Conditional on irreparable deterioration of relationship quality (via, for
example, dishonest information disclosure or/and leakage, moral hazard and/or
complete breakdown of all/key sub-dimensions of relationship quality) without
the incentive for establishing multiple banking relationships, bank switching
(involving the simultaneous termination of an existing bank relationship and
establishment of a new one with another bank) remains the optimal alternative.

Even though both bank switching and initiation of multiple relationships are
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exclusive firm-bank relationship value-dissipating alternative mechanisms for
averting ex post hold-up rent extraction, Farinha and Santos (2002) document
an increasing likelihood of substituting single with multiple relations with the
frequency of bank switching, debunking the substitutability hypothesis.

In sum, previous studies’ emphasis on the independent NBR choice
effects of the afore-discussed sub-dimensions of relationship quality (i.e.,
duration, distance, frequency of information sharing, and trust) grossly overlook
the impacts of other determining factors/dimensions of relationship quality
(e.g., communication quality, commitment, and firm satisfaction). Besides, an
overemphasis on sub-dimensional effects discounts the mutual inclusivity of
these highly interactive factors and their “omnibus effect” on firms’ propensity
for strategic banking relationship formations. The need to address this oversight
with methodological rigour incites the construction of a comprehensive firm-
specific composite of all the qualitative evaluations—banking relationship
quality indices—and the testing of their respective impacts on the propensity

for the formation of strategic banking relationships.

Organisational Form and Locational Footprint

Differences in firms’ organisational and/or legal form may translate into
differences in the quality of corporate governance practices, the severity of
agency conflicts among (internal/external) stakeholders, degrees of information
opacity/transparency, exposure to hold-up frictions and, therefore, differential
access to financial markets that ultimately defines differences in banking
relationship choices. However, the relative sparsity of this genre of research is

not bereft of conflict. For example, Ferri and Messori’s (2000) conjecture about
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cooperative firms’ traditional affinity to reputable local/cooperative banks with
whom they establish close long-term relationships has attracted mixed empirical
reactions. Whiles Cosci and Meliciani (2006) uphold this conjecture with a
significant negative impact of firms’ cooperative statuses on both the
probability of engaging in multiple banking relations and the number of banking
relationships, Nifo et al. (2018) assert both statistical and economic irrelevance
of this nexus. With regard to firms’ legal form, differences in firm type (e.g.,
private versus public) also reflect on differences in NBR choices, as private
firms have a lower probability of maintaining relations with multiple banks
(Mercieca et al., 2009). Thus, public non-financial firms leverage their easy
direct and/or indirect access to external finance, by courtesy of implicit
government guarantee, large size and multiple locational footprints, to engage
multiple banks to meet their credit supply needs (Berger et al., 2008). However,
Ongena et al. (2012) furnish contrary evidence on the relevance of firms’ legal
form to explaining the number of banking relationships.

Other enquiries that corroborate the NBR effect of firms’ organisational
form but also shed insightful light on the implications of its locational or
geographical footprint include Farinha and Santos (2002), Guiso and Minetti
(2004, 2010), Berger, Miller, Petersen, Rajan and Stein (2005), and Ongena and
Yu (2017). In particular, Farinha and Santos, for example, posit that
independent firms belonging to industrial conglomerates have a lower penchant
for initiating multiple banking relationships. However, true to their model
predictions, Guiso and Minetti contend that the geographical dispersion of
firms’ multiple operational plants, a proxy for asset heterogeneity, has a positive

and significant impact on borrowing differentiation to maximise the benefit of
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bank proximity and production assessment expertise. Consistently, Ongena and
Yu also document a significant positive correspondence between the number of
firms’ banking relationships and the number of subsidiaries under their direct
control. These results capture the simple logic that, regardless of independent
subsidiaries’ banking autonomy, the configuration of the local banking market,
for example, asymmetric bank branch presence in subsidiaries’ operational

location, plays a key role in firms’ multiple banking decisions.

Decision Factors

Following Ongena et al. (2011), Aristei and Gallo (2017) furnish fresh
evidence on the relevance of decision-making factors related to firms’ choice of
banks as influential determinants of multiple banking. First, the competitiveness
or affordability of services offered by firms’ main banks is positively related to
the tendency of relationship exclusivity. However, firms’ emphasizing the
importance of bank proximity (i.e., short inter-party distance) are characterised
by a lower likelihood of relationship multiplicity and, hence, a lower number of
banking relationships. This is suggestive of the relevance of convenience of
bank location, information transparency and search cost-reducing incentive to
creditor concentration decisions. Furthermore, firms’ preference for banks
implementing flexible procedures (e.g., handling and processing speed and ease
of negotiation) increases the number of banking relationships, confirming the
notion that firms with informational limitations are associated with a greater
number of banking relationships as a mechanism for diversifying external

financing sources to alleviate credit constraints.
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Firms’> Demographics

The empirical relevance of firm-specific demographic characteristics to
explaining the NBR is so deeply rooted in the variety of theoretical models that
the ever-expanding empirical literature is generally characterised by their
regular indisputable inclusions as statistical controls for the demand for
financial services and credit risk. Such inclusions also derive inspiration from
earlier studies unrelated to the determinants of firms’ NBR choices, but that
incorporate the number-of-creditor aspect of banking relationship structure as a
proxy for the intensity of banking competition into investigations of the value
of banking relationships (e.g., Cole, 1998; Harhoff & Kdorting, 1998; Houston
& James, 1996; Ongena & Smith, 2001; Petersen & Rajan, 1994). For example,
Petersen and Rajan document a positive relationship between the number of
creditors and firm size. Studying the association between firm characteristics
and different types of debt finance (including multiple versus single banking)
for a sample of large publicly traded U.S. firms, Houston and James find that
firm size and age are positively correlated with multiple banking and so is the
share of bank debt in total debt (i.e., asymmetric multiple-bank financing).
Harhoff and Korting also find that, in their sample of smaller German
companies, the number of creditors increases in firm age and firm size. The next
two sub-sections are, therefore, dedicated to a succinct discourse of the

empirical evidence on the firm demographic effects on the NBR.

Firm Size
There is overwhelming cross- and within-country empirical evidence of

a significant positive relationship between firm size (regardless of its
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operationalisation) and the NBR, justifying the contemporary argument that
firm size is the single most important determinant of firms’ NBR choices. The
premier set of empirical papers on this aspect of firm demography in relation to
the NBR includes Harhoff and Koérting (1998), Detragiache et al. (2000),
Machauer and Weber (2000) and Ongena and Smith (2000b). Detragiache et al.
confirm Harhoff and Korting’s ground-breaking evidence of a positive
correlation between the number of bank relationships and micro/small German
firms’ size, finding that firm size has a statistically significant negative
(positive) impact on the likelihood of the single-bank financing regime choice
(the number of banking relationships) of Italian SMEs. Corroborating consistent
findings by Machauer and Weber for medium and large German firms are
contemporaneous results from a European cross-country study by Ongena and
Smith. They assert that, overall, there is a positive and statistically significant
correlation between firm size and the (choice of the) number of banking
relationships—Ilarger firms tend to maintain more bank relationships and have
a greater number of banking relationships than small firms.

Several other confirmatory findings have emerged from enquiries in
Argentina, Belgium, India, Italy, France, Germany, Portugal, Switzerland,
Thailand, and the U.S. (see, e.g., Berger et al., 2001, 2005, 2008; Cosci &
Meliciani, 2002; Degryse et al, 2004; Dietsch, 2003; Guiso, 2003; Guiso &
Minetti, 2004; Farinha & Santos, 2002; Hommel & Schneider, 2003; Neuberger
& Réthke, 2009; Neuberger et al., 2006; Ongena et al., 2012; Ziane, 2003).
European cross-country studies by Volpin (2001), Hernandez-Canovas and
Koéter-Kant (2010) and Ongena and Yu (2017) have also confirmed this

statistically and economically significant correspondence between firm size and
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the likelihood of the multiple-banking financing regime choice. The newest
pieces of in-country evidence by Agostino et 