Investment and Growth: The Role of Corporate Governance

Colin Mayer

Peter Moores Professor of Management Studies
Said Business School
University of Oxford

1. Introduction

There is accumulating evidence of a relationship between financial
development and economic growth. Several studies report a
relation between the size of financial systems at the start of a period
and subsequent economic growth. Controlling for other
considerations, financial development appears to contribute to
growth. A range of measures of financial development are relevant
- the volume of monetary assets, the size of banking systems and
the size of stock markets.

To the extent that it is possible to establish the channel by which
financial development contributes to growth, it appears to be
through the external financing of firms. Comparing the growth of
different industries across countries or different companies suggests
that there is an inter-relationship between their growth rates, the
extent to which they are dependent on external finance and the
development of financial systems in which they are operating. In
other words, financial development confers particular advantages
on industries and companies that are especially dependent on
external finance.

These results are clearly consistent with the view that a primary
function of financial institutions is to improve the allocation of
funds within an economy. Corporate, industrial and economic
growth are assisted by institutions that direct financing to activities
that are most dependent on external finance. The studies therefore
provide empirical confirmation at an aggregate economy or
industry level of the theoretical underpinning of financial
institutions.

However, the question that these studies leave unanswered is
which institutions are particularly well suited to performing these
functions. Do all institutions serve companies equally well?

The second set of issues concerns the policies that can be used to
influence the development of institutions. Over the last few years a
literature has emerged emphasizing the important role that legal
and regulatory structures play in influencing institutional
development. This literature has emphasized the protection of
investors as being a crucial determinant of the development of
financial systems. Since, as noted above, the development of
financial systems is in turn related to the external financing of firms,
this points to a key role for investor protection in promoting the
external financing and growth of firms. The policy message that
appears to emerge from these studies is clear: improve investor, in
particular minority investor, protection, and financial development,
investment and growth will follow.

This raises the question of what precisely is the relation between
legal systems, regulation and the structure of financial institutions.
Is there, as the above literature suggests, a straightforward relation
between regulation and the development of institutions?

2. Comparative financial systems

There has been extensive comparison of the performance of
different financial systems. These analyses have focused on the
contrast between bank oriented and market oriented systems.

Most of the studies compare a small number of countries, focusing
in particular on the UK and US on the one hand, and Germany and
Japan on the other.

The criteria by which systems are categorized include corporate
financing, bank ownership of corporate equity and the exercise of
corporate control by banks. Bank oriented systems are thought to
display high levels of bank finance, equity holding by banks, long-
term relations, close monitoring and active corporate governance
by banks.

In practice, the distinction between bank and market oriented
systems is fragile. While bank lending to corporations has been
high in Japan in comparison to the UK and US, it has not in
Germany. Bank holdings of corporate equity are modest in most
countries. While banks are thought to have been actively involved
in corporate activity and in particular restructurings in Japan, they
have not in Germany. In addition, although early studies of Japan
pointed to the advantages of close bank-firm relations, more recent
ones have noted their defects in displaying excessive conservatism
in corporate lending and inhibiting restructuring.

The influence of financial systems on measures of corporate
governance is also unclear. Close relations between financial
institutions and companies might have been thought to influence
incentives and disciplining of management. Systems with close
relations have better information flows and thus a firmer basis on
which to reward and discipline management. But they might lack
the powerful incentive and disciplining devices of stock markets. In
fact, to the extent that there is evidence on this, it does not point
to a clear difference in either incentive arrangements or disciplining
across financial systems.

3. Ownership and control

The standard bank-market orientation distinction is neither
particularly robust nor insightful. In contrast, there are striking
differences in the ownership and control of companies that do bear
close scrutiny. This is normally discussed in terms of comparisons of
concentration of ownership in the UK and US on the one hand, and
Continental Europe and the Far East on the other. For example, in
France and Germany, in more than 80% of the largest 170 listed
companies, there is a single shareholder owning more than 25% of
shares and in more than 50% of these companies, there is a single
majority shareholder. In contrast in the UK, in only 16% of the
largest 170 listed companies is there a single shareholder owning
more than 25% of shares and in only 6% is there a single majority
shareholder. Concentration of ownership is appreciably higher on
the Continent of Europe than in the UK. High levels of ownership
concentration have also been reported for the Far East and South
America and ownership is as dispersed in the US as in the UK.

Not only does the level of ownership differ appreciably between
the UK and US and most of the rest of the world but so too does
the nature of that ownership. In the UK and US, the shares of listed
companies are primarily held by institutions, such as pension funds,
life insurance firms and mutual funds, and individual investors.
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Ownership is dispersed in the sense that no one institution or
individual holds a large stake in a single company. This is described
as an "outsider system".

On the Continent, the large share blocks are primarily held by
families (or family holding companies) and other firms. Inter-
corporate holdings of large blocks of shares are commonplace,
frequently in the form of pyramids of shareholdings, cross-
shareholdings or complex webs. As noted above, in most countries,
bank holdings of shares are modest and holdings by the
government vary appreciably across countries. This is described as
an "insider system".

4, Comparative institutional advantage

A theoretical literature is emerging suggesting a relation between
the institutional structure of countries and the types of activities
that are undertaken in those countries. There are several strands of
theory pointing in that direction. These can be classified under the
headings of information, commitment and control. In the
information theories (see, for example, Allen (1993)) new
technologies, where there are legitimate grounds for diverse
expectations, benefit from securities markets; more traditional
investments, which are prone to asymmetries of information
between borrower and lender benefit from the economies of
monitoring that banks can provide. In commitment theories (see,
for example, Franks and Mayer (1994)), concentrated ownership, as
is widely observed on the Continent in Europe, is associated with
activities that involve investments by other stakeholders and
dispersed ownership with the adoption of new technologies that
would be resisted by other stakeholders. In the control theories
(see, for example, Dewatripont and Maskin (1995)), fragmented
banking systems are associated with short-term investments and
concentrated banking systems with long-term investments.
Similarly, dispersed ownership systems is associated with high-risk
R&D investments and concentrated ownership systems with lower
risk, more imitative investments.

All of the above observations and theory therefore suggest a
relation between financial systems and the ownership and control
of companies and the types of activities that they undertake. As
Carlin and Mayer (2000) argue, they point to a thesis of
comparative institutional advantage: institutional endowment of a
country confers comparative advantage on activities that are
relatively dependent on the institutional input in which the country
is well endowed. Carlin and Mayer (2000) provide a first empirical
assessment of this thesis. They examine the relation between
growth and investment in 27 industries in 14 OECD countries over
the period 1970 to 1995 with the interaction of the institutional
structure of the countries and the characteristics of the industries.
They find a close relation between growth and investment of
different industries in different countries and the interaction of the
structure of countries” financial institutions with the dependence of
industries on a variety of financial and other inputs. The relation is
particularly significant in the case of R&D. Investment in R&D is
closely related to the dependence of industries on equity finance
and highly skilled labour and is large in countries with good
information disclosure, as measured by accounting standards.

The case of high tech and the financing of new economy
illustrates how this relation between financial systems, governance
arrangements, legal systems and investment and growth might
operate. Germany has a large banking system, a two-tier board
structure and a civil law code. The USA has a large stock market, a
unitary board and a common law system. The rankings of
industries by the intensity of patent registrations for Germany
(relative to a twelve-country average) are almost inversely related to

those for the USA. Information technology, semi-conductors and
biotechnology, for example, are in the top six (of 30) industries by
patent registrations for the USA and in the bottom four for
Germany.  Germany's patent specialization is highest in civil
engineering and transport equipment, which are in the bottom
three industries for the USA2.  The question that this raises is
whether the difference in patent activity in the two countries is
related to institutional differences between Germany and the USA.
Does the concentration of patent activity in "science based"
industries reflect the advantage of, for example, funding these
activities through stock markets and does the more production
oriented patenting activity in Germany relate to its highly
concentrated ownership and large banking system? A detailed
consideration of the way in which high tech firms are financed and
governed provides some evidence on this.

5. The financing of high technology industries:
The pre-IPO stage

The development of high tech firms involves several phases (see
Figure 1). The first is the seed stage when a concept has still to be
proven and developed. The second is the start-up phase when
products are developed and initial marketing takes place. The firm
may be a year old or younger at this stage. The third is the early
stage development when the firm is expanding and producing but
may well remain unprofitable; it is often less than five years old at
this stage. During the fourth stage of expansion it might go public
after six months or a year.

Figure 1: The Development and Financing of
Entrepreneurial Firms
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Source: Van Osnabrugge and Robinson (2000).

The Oxford Financial Research Centre has been involved in
analyses of the financing of the different stages of firm
development. The initial development almost invariably comes from
savings and relatives. Initial external equity financing does not
generally come from venture capital firms but from business angels.
In the US it is estimated that the venture capital industry invested
around $5 billion in 1998 in 1,000 early stage firms. In comparison,
business angels (wealthy or reasonably wealthy private investors) are

2 Patent specialization indices for 30 industries are calculated from patents registered at the European Patent Office. The correlation between the German and US indices is

—0.78 (Cusack and Soskice, 2000).
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estimated to invest $15 billion annually in 60,000 early stage firms.
In the UK, it is estimated that about 5% of small firms receive
business angel support as against 1% receiving venture capital
finance (quoted in Osnabrugge (1998)).

What accounts for the different contribution of business angels
and venture capitalists to start-up financing? One of my former
doctoral students, Mark van Osnabrugge, undertook a detailed
comparison of the way in which venture capitalists and business
angels operate. He compared the initial screening, due diligence,
investment criteria, contracts, monitoring and exit routes employed
by the different types of investor.

The results were striking.  Venture capitalists are highly rule
based using careful screening of applicants and due diligence.
Business angels place more emphasis on ex post involvement in
investments to reduce risks, such as their ability to contribute to the
management of the business. Venture capitalists therefore act like
institutions following principal-agent relations of limiting risks
through monitoring. Indeed, since in the UK they are frequently
subsidiaries of institutions, such as pension funds, that is not
surprising.  Business angels are more actively involved in the
subsequent management of activities, exerting more direct control.

From the outset, venture capitalists are focused on exit, business
angels much less so. Venture capitalists in general look for rates of
return of between 30-40%, business angels in the UK between 20
and 30%. Initial public offerings are the preferred route of exit for
investors, since they yield the highest return, but they are not the
most common. It is estimated that fewer than one in a thousand
new ventures have an IPO. However, entrepeneurs are much more
optimistic than this record would warrant. One study estimated
that 70% of new technology firms believed that a public stock
offering was "highly likely" or "probable". Trade sales are the most
common exit route of business angels, accounting for over 40% of
exits, followed by sales of shares to other shareholders and sales to
third parties. IPO’s account for just over 10% of business angel
exits.

In the US, around 25% of venture capital funds are invested in
early stage firms. In the UK, start-up and early stage investments
also accounted for around a quarter of venture capital investments
in 1984 but this has fallen to a figure of around 4% at present.
MBOs and MBIs have substituted for start-up financing increasing
from 20% to 70% of UK funds’ investment.

An important reason for the greater success of US venture capital
in funding start-up businesses is the structure of the US industry.
Venture capital comprises two parties (see figure 2) — the limited
partners which are the institutional and individual investors and the
general partners which are the venture capital firms investing in
individual companies and entrepreneurs. The general partners
manage portfolios of companies and are frequently successful
entrepreneurs themselves who want to manage larger portfolios of
investments.  They therefore provide intermediate technical
expertise between the investing institutions on the one hand and
the entrepreneurs on the other. Venture capital industries in other
countries, including the UK, frequently lack the pool of
entrepreneurial scientists on which to draw to provide this
intermediary function.

Figure 2: The Structure of the US Venture Capital
Industry
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The picture that emerges is that the financing of new high tech
firms is highly reliant on own funds, families and friends. Once
these are exhausted, external equity initially comes from private
investors who are actively involved in the management of the
investment. Venture capitalists come in at a later stage, acting at
more arms-length than business angels and seeking higher returns
over short periods. A small fraction of the most successful firms are
floated on stock markets; most are sold as trade sales and sales to
other investors. Much venture capital finance in particular in the UK
is not associated with funding new investments but management
buy-outs.

To understand high tech finance, it is therefore important to
appreciate it as being intimately connected to the control of firms
(figure 3). The transition from personal to business angel to venture
capital to stock market finance involves a gradual broadening of the
investor base. This moves rapidly from the entrepreneur to single
outside investors who are active managers, to financial institutions
who use intermediary venture capital firms to screen and manage
their investments, to stock markets with largely passive investors.

Figure 3: Stages of Entrepreneurial Finance
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The financing of Amazon.com illustrates this (see figure 4). The
firm was initially funded out of Jeff Bezos' own savings and some
borrowings. The family then invested a quarter of a million dollars.
Two business angels then came in followed by a larger business
angel syndicate. There was a further small family investment
followed by a substantial venture capital injection of $8 million. A
year later the firm went public with an IPO of $49 million.
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Figure 4: The Financing of Amazon.com (1994-1999)

Time Line Price/ Share Sources of Funds

1994 - Julyto Nov  $.001 Founder: Jeff Bezos starts Amazon.
com with $10,000, borrows $44,000

1995 - Febr to July  $.1717 Family: Founder’s father and mother
invest $245,500

1995 - Aug to Dec  $.1287-3333  Business Angels: 2 angels invest
$54,408

1995/6 - Dec to May $3333 Business Angels 20 angels invest
$937,000

1996 - May $3333 Family: Founder’s siblings invest
$20,000

1996 - June $2.3417 Venture Capitalists. 2 venture capital
funds invest $8 million

1997 - May $18 IPO: 3 million shares issued raising

$49.1 million

\

f 1997/8 - Dec to May $52.11 Bond issue $326 million bond issue

Source: Smith and Kibolm (2000).
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6. The post IPO stage

What happens after the IPO? Another former doctoral student of
mine, Marc Goergen, has undertaken a very interesting comparison
of the changing pattern of control of UK and German firms after
they have gone public. Goergen notes that historically the average
age of a firm coming to the German stock market has been 50
years. In the UK it is around 12 and in the US around 6 years.
German firms have typically been about twice as large as UK firms
on coming to the stock market. At the time of the IPO in general
there is either no change in control in Germany with the original
investors retaining control or control is transferred as a block to a
new investor. Even six years after the IPO, families hold majority
stakes in nearly 50% of German firms. In the UK families control a
majority of votes in only 11% of firms; most are either taken over or
become widely held.

This further emphasizes the important control differences
between old and new economy firms.  There is a much more
rapidly changing control structure in new than old economy firms.
Dominant control structures in old economy firms are concentrated
and slowly evolving. Dominant control structures of new economy
firms shift rapidly between entrepreneurs and different investor
groups as the production process and financing needs of firms
change.

Examining what happens once firms are established on the stock
market further reinforces this observation. Work that | have been
doing with Marc Goergen has compared the characteristics of
companies listed on the UK stock market with equivalent sized firms
that are privately owned. Consistent with the above observations
on the importance of stock markets for high tech firms, listed firms
are concentrated in R&D intensive sectors of the economy. Listed
firms obviously raise much more equity finance but this is not used
to fund internal investment. Instead, what clearly distinguishes
listed from unlisted firms is the extent to which they engage in
acquisitions. Access to stock markets primarily provides firms with
the opportunity to expand through acquisition. Stock market
listings and dispersed share ownership are important not only in
making firms subject to the discipline of the takeover market but in
providing them with the opportunity of expanding through
acquisitions themselves. Again it is the potential for rapidly evolving
patterns of control that mark out the new economy firms.

7. Policy implications

What are the policy implications of this? Is there, as the literature
in the introduction suggests, a straightforward relation between
regulation and the development of institutions? Becht and Mayer
(2000) have recently argued in the context of an analysis of the
ownership and control of European corporations that regulation
affects the structure of financial and corporate systems. There is
evidence that regulatory differences across European countries and
between the UK and US bias institutional arrangements in particular
directions.

The regulation of the high tech sector illustrates this well. One of
the important contributors to the development of venture capital in
the United States was the elimination of the "prudent man" rule on
pension funds at the end of the 1970s. This stimulated a substantial
expansion in investment in venture capital activities during the
1980s. In the UK, pensions have been dominated by defined benefit
schemes that impose low risk-return relations on investing
institutions. In addition to protect pensioners from the types of
losses that were incurred in the Maxwell pension fund scandal,
minimum funding requirements have been required of pension
funds. Their main effect has been to bias pension fund portfolios in
the direction of holdings of UK government securities and away from
more risky investments such as venture capital funds.

The way in which other financial institutions are regulated can

bear heavily on risk taking. Another example is the regulation of UK
banks.  Since the 1840s, Britain has opted progressively for
protection of depositors over competition. In the first half of the
19th century, Britain was populated with a large number of local
banks.  However, the existence of 800 small, private banks,
empowered to engage in note issuance, caused serious stability
problems.  Over the period 1809 to 1830 there were 311
bankruptcies of country banks. Large banks are less exposed to
local disturbances and have more resources available to them than
small, local banks. In response, banks withdrew from the illiquid
investments in which they had been engaged and began to spread
their activities geographically. A convenient relation between the
Bank of England and the banks therefore gradually emerged by
which the clearing banks faced little competition and the Bank of
England faced little failure. As a consequence, there is an absence
of local banking in Britain and higher levels of concentration in
lending to small and mediums companies than in most countries.
On the other hand, there has been much less failure than, for
example, in the US. The critical question that this raises and has not
been adequately addressed is how should an appropriate point on
the trade-off be determined.

But it is not just the balance between investor protection and
competition that affects the composition of financial institution
investments. The type of regulation is also important. The
regulation of investment management illustrates this. Continental
Europe for the most part regards investment managers as parts of
banks. They have large amounts of capital and are integrated into
large financial groups. The UK has a large number of small
investment management firms but imposes detailed conduct of
business rules on them. In the US, there are few capital
requirements, little prescriptive regulation but extensive disclosure
requirements and active auditing and enforcement. In other words,
for a given level of investor protection, the US permits the greatest
diversity in types of firms and activities, Continental Europe
encourages the least diversity and the UK is somewhere in between.
A thriving economy in new technologies requires a high degree of
diversity in institutions, investments and forms of control. The US
system of regulation of investment managers encourages this; the
European systems do not.

8. Conclusions

This paper has argued that there is a close relation between the
types of activities undertaken in different countries and their
institutional structures. Certain types of institutional arrangement,
in particular information disclosure, appear to be related to growth
of R&D activities. More generally, there is a relation between the
structure of institutions and the types of high tech activities
undertaken. The contrast between German and US patenting is
illustrative of this. So too is the greater success of the general-
limited partnership arrangements in the US than the captive funds
in the UK in funding start-up activities.

A distinguishing characteristic of the financing of new economy
firms is its evolving pattern of control by different investor groups.
Participation in successful firms moves rapidly from own
investments, to families, individual investors, small groups of
investors and to venture capitalists funded by financial institutions.
While stock markets are an important component of the
development of the most successful firms, they are not by any
means the most common. Where initial public offerings occur they
involve rapid changes in control from original to new investors and
dispersed ownership. Stock market finance is important in allowing
control of and by high tech firms to alter.

Regulation is a significant influence on institutional structure.
The degree of risk taking by financial institutions and the diversity
of their investments are affected by the way in which competition
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and stability in financial systems are traded off and the form in
which investor protection is provided. Risk taking by institutional
investors is affected by the emphasis placed by regulation on, in
particular minority, investor protection. In addition, for a given level
of investor protection, the nature of regulation may influence the
degree of competition and diversity in financial systems. For the
most part, Europe has opted for high levels of investor protection
and low levels of diversity. If it wishes to stimulate a new economy,
it may have to change this balance.
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