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a b s t r a c t
This paper investigates the effects of the ﬁnancial system on a ﬁrm's
investment decisions using data from 404 Brazilian ﬁrms over the
1998–2006 period. We also use country-level data and classify ﬁrms as
ﬁnancially constrained and unconstrained according to the KZ and
WW indexes. The results show that ﬁnancial development has a significant impact on a ﬁrm's investment. Furthermore, the ﬁnancial structure
has an effect on the investment behavior of constrained ﬁrms even after
controlling for the level of ﬁnancial development. This ﬁnding points to
a market-based ﬁnancial system in order to reduce the constrained
ﬁrms' dependence on internal resources.
© 2015 Elsevier B.V. All rights reserved.
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1. Introduction
Finance and growth theories have shown that ﬁnancial functions provided by banks and capital markets
play an important role to enhance economic activity. This suggests a strong relationship between the development of ﬁnancial markets and the real economy (King and Levine, 1993; Levine et al., 2000; Loayza and
Rancière, 2006; Rajan and Zingales, 1998). According to these theories ﬁnancial development may be characterized as the ability of ﬁnancial actors to provide mechanisms that facilitate and intensify economic
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transactions in the economic system. This is an extremely important matter, especially to emerging economies, since it makes it possible to understand the ﬁnancial constraints observed in credit and capital markets.
Likewise, this topic is directly related to investment issues. Understanding the factors that inﬂuence and constrain investment decisions is a key issue because of its close relationship with macroeconomic factors, public
policy and economic growth. According to economic theory, the development of ﬁnancial markets provides
reductions in transaction costs and information asymmetries, thus affecting the cost of ﬁnancing in investment decisions.
Lately, a complementary stream of literature has been devoted to investigate whether the structure of the
ﬁnancial system matters for the advancement of economic activity. The debate has evolved around the merits
of banks versus stock markets for boosting growth (Baum et al., 2011; Beck and Levine, 2002). Nevertheless,
most of these studies are based on aggregate data, which can cause worries about the unobserved data heterogeneity. This encourages a microeconomic analysis of a ﬁrm's behavior to understand the channels
through which the ﬁnancial system affects economic growth. As pointed out by Gross (2001) economic
growth as a macroeconomic phenomenon has microeconomic foundations and arises as a consequence of entrepreneurial activities. So, it is appropriate to investigate the role of ﬁnancial agents at an individual level.
Considering that economic growth emerges from microeconomic activities, it is important to highlight the
role of private investment in growth promotion. Understanding the factors that inﬂuence and constraint
these decisions is highly relevant, especially for developing economies such as Brazil, where most ﬁrms still
rely on internal funds to invest. Thus, economies such as this one require a better understanding regarding
the effects of the ﬁnancial system on investment decisions. Our paper is based on this context.
The principal contribution of this paper is to assess the effects of the ﬁnancial system on investment decisions and ﬁnancial constraints of Brazilian ﬁrms. Herein the ﬁnancial system is characterized both in terms of
its level of development and its structure. As far as we know, no other studies have investigated the role of the
Brazilian ﬁnancial system on a ﬁrm's investment decisions considering the presence of ﬁnancial constraint. In
particular, we investigate how the ﬁnancial development affects a ﬁrm's investment behavior and which kind
of ﬁnancial structure, i.e., market-based or bank-based, is more efﬁcient to alleviate ﬁnancial constraints. Although the understanding of how ﬁnancial development is associated with a lower degree of ﬁnancial constraints seems to be an important topic in the literature, there are only few international studies dealing
with this subject at ﬁrm-level. By adding the role of the ﬁnancial structure on investment decisions, these
studies become scarcer and most report contradictory or inconclusive results. In such cases, those studies
have been conducted using US or cross-country data and nothing is known about Brazil. Moreover, doubts
are cast on cross-country studies, since they do not address the heterogeneity between countries, which
may mask relevant cross-country differences in the relationship under analysis. This work intends to shed
some light on these questions.
This study also contributes to the literature of emerging markets because Brazil has a ﬁnancial system with
characteristics that make it unique. These characteristics require special attention and should be taken into
account. For instance, Brazil is an ideal scenario to check for the interaction of ﬁnancial development, ﬁnancial
structure and ﬁnancial constraints because it is a typical case of low credit supply in a modern ﬁnancial environment which is able to move large amounts of resources. Although the Brazilian ﬁnancial system presents a
complex operational structure, the volume traded in capital markets is still low, reﬂecting a low level of activity1. Notwithstanding Brazil's banking tradition, ﬁnancial intermediaries are still not able to ﬁnance long-term
investment, leaving the Government as the main long-term credit provider of companies. The consideration
of these aspects is important as they allow a better understanding of the ﬁnancing constraints observed in ﬁnancial markets. Accordingly, understanding the Brazilian ﬁnancial structure characteristics may help in the
search for alternatives to overcome its limits and to make external resources less costly for investment purposes. Because of these reasons, to better understand the relationship between the ﬁnancial system and a
ﬁrm's investment in Brazil, more in-depth investigations should be carried out. This paper is the ﬁrst attempt
to ﬁll this gap in the literature through a proper analysis on this issue.

1
For developed countries such as Germany, Canada and USA the credit represents more than 100% of GDP. Even for some developing
economies such as Chile this rate was about 74% in 2006. In the same year, the credit to GDP ratio for Brazil was only 34%. Regarding the
value traded in the stock market it was about 24% of GDP for Brazil in that year, whereas for South Africa this indicator represented 123% of
GDP in 2006. Data are from the Financial Structure Database of Beck et al. (2000), updated in November 2013.

