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EDITORS” FOREWORD

This volume reports the outcome and associated work of “Challenges for a Fi-
nancial System in an Era of Technological and Industrial Change”, a research pro-
ject of Etlatieto Ltd (a subsidiary of The Research Institute of the Finnish
Economy, ETLA) that has been initiated and funded by Tekes (The National
Technology Agency) and Sitra (The Finnish National Fund for Research and
Development). The project was launched in summer 2001 and completed by
spring 2003.

Both the project and this volume have focused on long-term financial
development in Finland. By the term financial development we mean the
general advance of the Finnish financial system during the past twenty years
and particularly since the economic crisis of the early 1990s. We have consid-
ered, in particular, what challenges there are for Finland, a country amidst an
era of technological and industrial change but with a long-lasting concern of
having an Achilles heel of insufficient supply of capital. To identify these
challenges, we have addressed the following kinds of questions: How has the
Finnish financial system advanced during the past two decades? How has the
overall availability of external finance to Finnish firms and especially to small
and medium-sized enterprises (SMEs) changed as a result? What are the
main sources of capital to Finnish SMEs? Is there a sufficient amount of capi-
tal available for Finnish firms at the various stages of their financial growth
cycle? What are the roles of private and public sources of capital in a con-
stantly developing financial system? It is our hope that this volume provides
the reader with tools for thought and insights to these challenging questions.

We researchers have benefited enormously from the comments and in-
sights of the research project’s steering group. Members of the group have
been Markus Koskenlinna (Executive Director, Tekes), Eija Ahola (Head of
Unit, Tekes), Anu Nokso-Koivisto (Director, Sitra), Otto Toivanen (Professor,
Helsinki School of Economics), Eva Liljeblom (Professor, Swedish School of
Economics), Vesa Puttonen (Professor, Helsinki School of Economics), Erkko
Autio (Professor, Helsinki University of Technology), Pekka Yla-Anttila (Re-
search Director, ETLA), and Petri Rouvinen (Research Director, Etlatieto Ltd).
The outcome and associated work of the research project, and particularly



iv - Editors’' foreword

the Chapters of this volume, have also benefited from comments of partici-
pants at different workshops and seminars, such as those held at Tekes in
February 2002, at the Ministry of Trade and Industry in December 2002, and
at the Bank of Finland in January 2003. We would also like to thank likka
Kuosa, Johanna Liukkonen, and Lotta Vaandnen, who have worked as pro-
ject researchers at Etlatieto, as well as Lasse Luoma and Jarmo Huttunen
from Tietoykkonen Ltd, Sirpa Hautala from the Ministry of Trade and Indus-
try, Pasi Holm from the Federation of Finnish Enterprises, Harri Laajarinne
from Tekes, Eija Korhonen from the Bank of Finland, and the people in firms,
venture capital industry and Statistics Finland who have accepted our re-
quests for interviews, research material and data during the various stages of
this research project, for their help.

Finally, we editors to this volume would like to thank Jyrki Ali-Yrkko
(Head of Unit, Etlatieto Ltd), Timo Kaisanlahti (Legal Consultant, Klegal),
Vesa Kanniainen (Professor, University of Helsinki), likka Kuosa (Researcher,
Helsinki School of Economics and LTT Research Ltd), Johanna Liukkonen
(MPhil Candidate, Graduate Institute of International Studies in Geneva),
Markku Maula (Senior Researcher, Helsinki University of Technology), Mar-
kus Mékeld (Researcher, Helsinki University of Technology), Petri Rouvinen
(Research Director, Etlatieto Ltd), Tuomas Takalo (Research Supervisor, Bank
of Finland), Otto Toivanen (Professor, Helsinki School of Economics), Lotta
Vaananen (Project Researcher, Etlatieto Ltd), and Pekka Yla-Anttila (Research
Director, ETLA) for their contributions to this volume.

Helsinki, March 2003
Ari Hyytinen Mika Pajarinen
Research Supervisor Researcher

Etlatieto Ltd. Etlatieto Ltd.
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INTRODUCTION

Ari Hyytinen and Mika Pajarinen’

1.1. SETTING THE AGENDA

Lack of capital has for long if not always been perceived as one of the most
important impediments to economic activity in Finland — the Achilles heel of
the Finnish economy. In the early 1990s, amidst one of the deepest economic
and banking crisis Finland has ever experienced, the concerns were more real
than ever. The National Industrial Strategy for Finland — published in 1993 by
the Ministry of Trade and Industry (MTI) — concluded for example that while
developing new technology that promotes economic growth is known to be
difficult, it is especially difficult for Finnish firms because

“[I]n Finland, the greatest shortcomings are in financing” (ibid, p. 137).
The report moreover noted that

“Financing is one of the most difficult problems of small and medium-sized en-

terprises” (ibid, p. 138).

No one disagreed with the view that the shoring up of the banking
system and development of capital markets was then key to stabilizing the
economy and to promoting the country’s long-term economic growth. Devel-
oping capital markets was key not so much because of the then acute crisis
but because high-technology industries and R&D started at about the same
time to play an increasingly important role in the Finnish economy. Parallel-
ing this development, unemployment, which had increased rapidly during
the crisis, turned to a persistent characteristic of the Finnish economy. Mo-
mentum was therefore gathering also for entrepreneurs and small and me-
dium-sized enterprises (SMEs) to become another instrumental determinant
of economic growth and source of employment. These changes combined
with rapid advances in technology created demand for new forms of financ-
ing and, as some argued, for a restructuring of the whole financial system.

" Ari Hyytinen and Mika Pajarinen are both at The Research Institute of the Finnish Economy (ETLA) and Etla-
tieto Ltd. The authors are indebted to Petri Rouvinen, Otto Toivanen and Pekka Yl&-Anttila for their careful
comments and suggestions.



2 - Ari Hyytinen and Mika Pajarinen

A great deal of attention has recently been paid to the financing of
start-up firms and SMEs also in countries other than Finland. The topic has
been of particular policy relevance in the Continental Europe and in the Nor-
dic countries, where banks have historically played a pivotal role as a source
of funds to firms and where the activities of entrepreneurs and SMEs have
been somewhat subdued. Unlike in these countries, private risk capital and
stock markets have in the US been among the most important driving forces
behind a good number of the most dynamic sectors at least since the 1980s.
Private equity has for example been used to finance both the emergence of
new businesses and their growth (“venture capital”) as well as the restructur-
ing of matured firms and sectors (i.e. management and leveraged buy-outs
and buy-ins). Consistent with these views, Kortum and Lerner (2000) have
estimated that increases in venture capital activity in an industry are associ-
ated with significantly higher patenting rates and that venture capital may
have accounted for as much as 8% of industrial innovations over 1983-1992
even though the ratio of venture capital to R&D averaged less than 3% in that
period.

Partly due to the recent success of the US in developing new technol-
ogy with the help of venture capital, there have been a number of intense
academic and policy debates of whether bank-based and stock market-based
financial systems support the development of new technology differently,
and produce different growth patterns, and if so, which one is better. The su-
periority of one system over another depends on the system's ability to mobi-
lize resources for investment, select best ventures to be funded, and to pro-
vide incentives for the monitoring of the ventures that have received external
funding. There is, for example, some evidence — and certainly strong views —
that especially innovative and technology-oriented SMEs with above average
and informationally opaque risks, negligible cash flows, and intangible assets
are prime candidates for facing financial constraints in financial systems
where banks and debt play a dominant role. The question of whether a stock
market-based system performs these tasks more or less efficiently than a
bank-centered system in which financial intermediaries of various types have
a significant role, remains nevertheless unanswered. Some even argue that
the distinction between bank-based and stock market-based systems is of
second-order importance because it is the legal system of a country, i.e., the
character of legal rules and the quality of law enforcement, that is the pri-
mary determinant of the ability of financial systems to allocate capital effi-
ciently.
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At the end of the 1990s increasing amounts of private risk capital be-
gan to flow into new ventures and firms in need of restructuring both in the
Continental Europe and in the Nordic countries. Simultaneously, the relative
importance of stock markets started to increase, partly of course due to the
growth of information and communications technology (ICT) sector and
emergence of (what many call) the ‘New Economy’.

In this volume we look at these recent trends in financial development
from a Finnish perspective. We consider, in particular, what challenges there
are for Finland, a country amidst an era of technological and industrial
change but with the concern of having an Achilles heel due to insufficient
supply of capital. Because changes in capital market conditions that result
from changes in overall macroeconomic fluctuations are typically not an in-
dication of financial development or contraction, this volume takes explicitly
a long-term look at the recent developments and provides a detailed analysis
of the main structural changes in the Finnish financial markets and in the
roles of various actors.

Why a long-term view? There are many reasons why it is important to take a long-
term perspective when analyzing financial development and its consequences to
the availability of capital. First, even though the latest research shows that fi-
nance may lead to growth, it is a long-standing view that where real economy
goes, finance follows. If that were the case, one should probably just wait pa-
tiently and see how financial development comes to meet the financing demand
of firms. Second, the ability of market participants, policy-makers and research-
ers to differentiate between demand and supply factors is likely to be increasing
with the length of the observation window. Therefore, the longer the perspective,
the likelier that one can genuinely distinguish real financial development (or
contraction) from changes in capital market conditions that are due to normal
macroeconomic fluctuations (which are integral to market economies). Finally,
an apparent contradiction in the views of some contemporary observers makes
the case in point: In a recent evaluation report by the Nordic Industrial Fund,
dated November 2001, it is concluded (p. 161) that “[I]n the Nordic region,
Finland has the best functioning seed capital market, both quantitatively and
with respect to publicly initiated programmes stimulating the growth of the
market.” About a year later in early 2003, Maula and Murray (2003) conclude in
the executive summary of their evaluation of the Finnish Industry Investment Ltd —
one of the publicly initiated programmes to support the development of the Fin-
nish early stage venture capital — that “In terms of market failures, the limited

availability of seed and startup stage venture capital is the most persistent and
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urgent market failure in the Finnish venture capital market” and that "[A]t the
margin, there is real confusion expressed by industry observers as to the proper
authority, roles and relations of the main [governmental] actors...”. Taking a suf-
ficiently long-term view and focusing on structural developments is a means to
solve this contradiction — and to show that it may indeed be more apparent than

real.
The key questions that are addressed in this volume are:

e How has the Finnish financial system advanced during the past two dec-
ades? How has the overall availability of external finance to Finnish firms
and especially to SMEs changed as a result? What are the main sources of
capital to Finnish SMEs? Is there a sufficient amount of capital available
for Finnish firms at the various stages of their financial growth cycle?

e What are the roles of private and public sources of capital in a constantly
developing financial system? To what extent should the government in-
tervene in the Finnish capital markets and on what grounds? What impli-
cations, if any, does financial development have for industrial policy at
large and innovation policy in particular?

1.2. OVERVIEW OF THE VOLUME

This volume consists of eleven Chapters, each of which addresses the relation
between financial systems and firm performance from different perspectives.
The Chapters are outputs of and associated work to “Challenges for a Financial
System in an Era of Technological and Industrial Change”, a research project that
was done at Etlatieto Ltd, a subsidiary of The Research Institute of the Fin-
nish Economy (ETLA) between summer 2001 and spring 2003.!

The volume is organized in three parts. Part One takes a look at the
overall financial development in Finland from a macro perspective during
the past twenty years and especially since the economic crisis of the early
1990s. Part Two investigates financial development and current corporate fi-
nancing patters in Finland from a micro perspective. It contains, for example,
an extensive descriptive study of the capital structure of Finnish SMEs. Part
Three of the volume is policy-oriented. It focuses on government funding of
Finnish firms and considers the implications of the recent financial develop-
ment in Finland for the public policy towards capital markets and innovation
policy. In what follows, we provide an overview of each of these parts:
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Part one begins with Financial Systems and Venture Capital in Nordic
Countries: A Comparative Study (Chapter 1) written by A. Hyytinen and M. Pa-
jarinen. The Chapter presents a comparative analysis of Nordic countries’ fi-
nancial systems and considers in particular the recent growth of Nordic pri-
vate equity (venture capital and restructuring capital). The authors document
that the Nordic countries’ financial systems display several similarities that
have characterized their evolution over the past decades. For one, it is shown
that during the past decade the Nordic countries’ financial systems have not
necessarily grown larger overall but they have become more stock market-
centered. This characterization seems to apply particularly to Finland. It is
moreover found in the Chapter that despite the growth especially at the end
of the 1990s, only the Swedish private equity market has reached the scale of
fundraising and investment activity that the country’s GDP share in Europe
predicts. This suggests that the Finnish venture capital industry may lack a
degree or two of maturity when compared to the other European countries.

It has been convincingly documented in the so-called law and finance
research program in financial economics that the size and effectiveness of fi-
nancial systems around the world can at least partly be traced to the differ-
ences in how the legal system (legal rules and the quality of enforcement) of
a country protects investors against expropriation by corporate insiders. In
Investor Protection and Financial Development in Finland (Chapter 2), A. Hyyti-
nen, I. Kuosa and T. Takalo take a closer look at the recent Finnish financial
development in the spirit of this growing and influential research program.
Building on Hyytinen, Kuosa and Takalo (2003a), they show that during the
period of 1980-2002 shareholder rights have been strengthened whereas
creditor rights have been weakened in Finland. As reflected in the indices
used in the study, the shareholder rights are currently in many ways compa-
rable to their US counterparts. Enhancing the stock market’s overall integrity,
including its liquidity, has been one of the most important drivers of the im-
provements in shareholder protection. The outcome of the Finnish reforms is
a financial system where the rights of shareholders are not so undeveloped as
they used to be. T. Kaisanlahti reviews in The Role of Shareholder Protection
Rules in Financing Finnish Companies (Chapter 3) — again in the spirit of the
law and finance research program — the legal landscape that minority share-
holders face in Finland. He takes a look at the material provisions of the Fin-
nish legislation (beyond the indices used in Hyytinen et al.) and concludes
that they are in many ways comparable to their US counterparts and not so
undeveloped as some recent studies suggest. More worrisome than the mate-
rial provisions are the Finnish ex post remedies against actual minority op-
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pression. There are several procedural features that can be interpreted to be
biased against a minority shareholder. Without effective remedies potential
local and foreign financiers have a lesser incentive to place equity capital in
Finnish companies than otherwise. Kaisanlahti concludes that this deficiency
can lead to a higher required rate of return for capital, or reduce its supply al-
together.

The remaining two chapters of Part One examine two specific parts of
the Finnish financial system that have previously received relatively little, if
any, attention. In Exiting Venture Capital Investments: Lessons from Finland
(Chapter 4), J. Ali-Yrkko, A. Hyytinen and ]. Liukkonen pay attention to the
fact that because the exit stage of venture capital process may have several
feedback effects on the earlier stages (i.e., fundraising and investing) in the
process, the long-run development of the venture capital industry is depend-
ent on the exit possibilities the financial system (in which the venture capital
firms operate in) generates. In this Chapter, the authors consider the Finnish
financial system from this perspective. The analysis suggests that despite its
favorable development during the 1990s and success in serving the needs of
larger firms, the Finnish stock market does not fully meet the exit needs of
Finnish venture capitalists. This is because of the strong clustering of initial
public offerings (IPOs) and the volatility and certain other documented char-
acteristics of the Finnish stock market. The market for mergers and acquisi-
tions (M&As) has provided a substitute route for exits (trade sales) for the
Finnish venture capitalists. The analysis indicates the development of Finnish
venture capital industry may slow down because the structure of the Finnish
financial system is such that it only imperfectly supports successful exiting,
something that lies at the heart of the venture capital process. J. Ali-Yrkko
takes a more detailed look at the Finnish M&A activity in Patterns of the Fin-
nish Merger and Acquisition Activity (Chapter 5). The Chapter considers the
key motives behind M&A activity and provides an analysis of the Finnish
market for M&As. A main finding of the Chapter is that after taking into ac-
count the size of the economy, Finland ranks first out of all EU member states
during the 1990s in terms of M&A activity. This high level of activity is not
only due to domestic deals but also due to a high number of outward and
inward cross-border M&As.

Part Two begins with Small Business Finance in Finland — A Descriptive
Study (Chapter 6) by A. Hyytinen and M. Pajarinen. Using new data originat-
ing from a recently conducted survey, the authors examine the financing of
SMEs in private debt and equity markets in Finland. They find that the three
most important sources of funds are the principal owner’s equity, trade credit
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provided by non-financial firms and debt provided by financial institutions
(FIs). These account for about 2/3 of total debt and equity. The Finnish SMEs
run a debt ratio of 54%, but it is lower for small than for large SMEs. The debt
ratio also varies non-monotonically with the age of firms. Overall, the capital
structure of the Finnish SMEs does not seem to fundamentally differ from
that in the US (when the study of Berger and Udell (1998) is used as the US
benchmark). There is, however, some evidence that as the Finnish SMEs age,
they increase indebtedness slowly compared to the US SMEs. The young
SME:s also utilize less debt provided by financial institutions in Finland than
in the US. The authors also find that the financing of innovative and Ré&D-
intensive SMEs differs in several aspects from that of other SMEs. The data
shows, for example, that innovative firms, firms with R&D-activities and
firms that own patents and/or intangible assets run a lower debt ratio than
their counterparts and that the difference is most notable for the most R&D-
intensive SMEs. It also turns out that outside equity is heavily concentrated
on few firms within the subset of SMEs doing R&D.

While the studies by Hyytinen and Pajarinen (Chapters 1 and 6) pro-
vide a comprehensive descriptive overview of the financial development and
the financing patterns of SMEs in Finalnd, one important issue they leave un-
touched is the role of foreign investors in the Finnish financial system. In
Globalization of Business in a Small Country — Does Ownership Matter? (Chapter
7), J. Ali-Yrkko and P. Yla-Anttila take as a starting point that the ownership
structures and corporate governance systems of many small countries have
recently changed because of globalization. The authors investigate the impli-
cations of these changes by examining the effects of ownership nationality on
the goals and performance of large firms in Finland. The empirical analysis
shows that large Finnish firms adopted the maximization of shareholder
value as a major goal during the 1990s. The change coincided with increases
in foreign ownership. Furthermore, the results suggest that the foreign-
owned companies have performed better than the domestically owned ones.

The findings in Cross-border Venture Capital (Chapter 8), written by M.
Maula and M. Mikela, echo these views. The focus of that Chapter is on the
role of cross-border venture capitalists in supporting the internationalization
of Finnish firms as well as in the development of venture capital markets.
Based on received literature, new Finnish data, and interviews conducted in
summer 2002, the authors argue that well-connected foreign venture capital-
ists open doors and improve the credibility of their portfolio companies, thus
helping young firms in establishing operations in foreign markets. Market
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knowledge of experienced foreign investors may help ventures avoid expen-
sive mistakes in the internationalization process.

Venture Capital Finance: What is Different? (Chapter 9), a theoretical in-
quiry by V. Kanniainen closes Part Two. Kanniainen asks some fundamental
questions about venture capital finance, which he considers as a recent phe-
nomenon in the long history of financial innovations. Why has venture capi-
tal finance emerged? What are the efficiency gains involved? What are the
limits to venture capital financing? Understanding the basic problems of cor-
porate finance is key to addressing these questions. Kanniainen concludes
that venture capital finance is a particular form of “informed finance” that has
mainly emerged to address the commercial inexperience of start-up firms by
advising them on how to grow. However, venture capital may also cause
negative external effects on the quality of projects financed by “uninformed fi-
nance” (such as ordinary banks). Kanniainen’s analysis suggests that relative
to many other sources of capital, venture capital remains a marginal source
of funds. It tends to focus on a few sectors at a time and its availability may
be restricted by risk aversion of investors and lack of the expertise required
in project evaluation and advising start-up firms.

Part Three begins with Government Funding of Small and Medium-Sized
Enterprises in Finland (Chapter 10) by A. Hyytinen and L. Vaanénen. This
Chapter reviews, in the light of the economic rationales for public efforts to
finance SMEs, all of the government institutions providing SME funding in
Finland and the objectives and tasks assigned to them. Using recently col-
lected data on SMEs, the authors then explore what kinds of SMEs apply for
and receive government funding in Finland. It is found i) that the “rhetoric”
on what the institutions are set to do is not fully in line with what the eco-
nomic rationales suggest; ii) that the total amount of government funding
awarded to SMEs has over the past four years grown quite rapidly and cova-
ried with the availability of external finance on the marketplace; and iii) that
every third SME has applied for and received at least one type of government
funding. The econometric results suggest that overall, the characteristics of
SMEs applying for and receiving different types of government funding are
consistent with the official rhetoric and the general idea of what the different
institutions are set to do. Some of the results of the Chapter highlight never-
theless the importance of emphasizing selectivity in the provision of gov-
ernment funding to SMEs. Finally, in the Chapter that closes this volume and
is titled Does Financial Development Matter for Innovation and Economic Growth?
Implications for Public Policy (Chapter 11), A. Hyytinen, P. Rouvinen, O.
Toivanen and P. Yla-Anttila consider why financial development might mat-
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ter for innovation and economic growth, and what implications the recent fi-
nancial development in Finland has for public policy towards the financing
of Finnish firms, especially that of SMEs, as well as for innovation policy. The
Chapter also focuses on the needs, if any, to redirect the public policy to-
wards capital markets and innovation policy. The main message of the Chap-
ter is essentially what is presented next — the main findings of the research
project.

1.3. SUMMARY OF MAIN FINDINGS?

An important starting point for the conclusions of the research project — the
outcome and associated work of which is reported in this volume - is that
domestic financing still matters. In particular, the available evidence from eco-
nomic research shows that domestic financial institutions are not becoming
irrelevant for innovation and economic growth despite the financial systems
becoming increasingly integrated throughout the world. Local financial de-
velopment disproportionately matters for the economic success of the smallest
firms and entrepreneurs of an area.

Do financial constraints hold back innovation and growth in Finland?

The first major conclusion of ours is that the recent financial development in
Finland, by which we mean the advance of the Finnish financial system dur-
ing the past twenty years and particularly since the economic crisis of the
early 1990s, has had profound consequences on the Finnish corporate financ-
ing environment. It is difficult not to agree with the view that the overall availabil-
ity of external finance to Finnish firms has improved a great deal. The recent finan-
cial development has enhanced both the accumulation of capital and the rate
of technological innovation, not least because the Finnish financial system is
more diversified and stock market-oriented than it has been in the past.

In particular, it is very difficult to make a case that larger Finnish firms
are constrained by the unavailability of external finance, despite their (poten-
tially) large financing needs. The availability of finance is not likely to be an
issue for a representative Finnish SME either, not least because the need for
external finance by such an SME seems to be rather negligible. The situation
is therefore quite different from the times when, for example, many of the
government institutions providing funding to Finnish firms were initially
established.
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Despite the recent favorable financial development, the availability of
financing at the various stages of some SMEs’ growth-cycle may still be an is-
sue. First, the available evidence is in harmony with the view that the market for
capital that certain types of Finnish SMEs face is characterized by various “black
spots”, or market imperfections. In SMEs’ view, the (private) debt market func-
tions better than the (private) equity market, but the remaining problems in
the debt and equity markets are related to unwillingness and inability of the
private financiers to assume risk. These views are echoed both by our analy-
ses of the current state of the Finnish financial system, i.e., the limits of Fin-
nish venture capital and stock market, the willingness and ability of Finnish
credit institutions to assume risk, and the role of foreign investors and by our
empirical findings suggesting that the growth-oriented and innovative sub-
segments of the SME sector are held back by financial constraints. It therefore
seems warranted to conclude that such Finnish firms would benefit above all
from having a continuum of strong markets for external equity capital. In par-
ticular, the Finnish economy would benefit from having i) more risk capital
available for seed stage firms, ii) a more mature venture capital industry and
iii) a stronger stock market for growth companies. Despite the steps taken
towards a more stock market-oriented financial system, these different mar-
kets for equity capital are the black spots of the Finnish financial system from
the perspective of the financial growth-cycle of technology entrepreneurs and
“equity-dependent” innovative and technology-based new firms.

“Equity-dependent” SMEs and credit institutions: Finnish credit institutions are a
very important but potentially cautiously behaving source of finance to SMEs.
There is therefore a possibility that SMEs in need of external finance that are
likely to be equity-dependent, e.g., those with no established relationship with a
financial institution, those that are growth-oriented or innovative but currently
not “eligible” for venture capital and those with few assets that can be pledged
as collateral, are held back by the imperfections in the market for external equity
capital and, to the extent that they could consider loans as a substitute, by the

cautious behavior of Finnish credit institutions.

Foreign investors: Albeit the role of foreign investors in Finland has become in-
creasingly important since the early 1990s, there is some evidence that the most
important contribution of the foreign investors investing in Finland may be their
positive effect on existing firms’ performance rather than their role as a source of

new capital to the most risky SME sectors or very small firms.
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Second, not all growth-oriented or innovative SMEs are equally constrained
by the availability of finance, as there seem to be differences in the allocation of
finance to SMEs also within these sub-segments of the SME sector. We have,
for example, found that very R&D-intensive SMEs in industries other than
the ICT may suffer more from lack of capital than otherwise identical SMEs
in the ICT sector. We have also found that within the SME sector, the smallest
SMEs and entrepreneurs face more severe financial constraints than other
SMEs. In particular, despite the overall favourable financial development that
has continued since the early 1990s and the government’s involvement in the
market for seed capital, the unavailability of capital as an impediment to entrepre-
neurship should not be overlooked (see also Figure 1).

Figure 1. Self-employed and capital market tightness
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Note: This figure is taken from Hyytinen, Rouvinen, Toivanen and Yla-Anttila (Chapter 11 in this volume).
Data sources are the various surveys by Finnvera Ltd and The Federation of Finnish Enterprises and Sta-
tistics Finland. The correlation between the two series is -0.87 between 1989/1 and 2002/2 and still as
low as -0.76 between 1995/1 and 2002/2.

Implications for public policy

The financial development has several implications for the public policy to-
wards the financing of Finnish SMEs, as well as for innovation policy. Be-
cause of the improved overall availability of external finance to Finnish firms,
omnipresent government intervention in the Finnish capital markets is increasingly
harder to justify purely on the basis of the existence of market failures in these mar-
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kets. As a result of this, selective capital market intervention is called for. Because
changes in capital market conditions that result from changes in overall mac-
roeconomic fluctuations are typically not an indication of market failures, se-
lective capital market intervention calls for taking a long-term view on capital
availability and addressing structural problems in the capital markets. More-
over, the risk of crowding out potentially profitable businesses of private finan-
ciers or distorting their investment incentives increases as the Finnish financial
system develops and matures. Conditions providing or enabling policies could
therefore be adopted as another major guideline in the public policy toward
the financing of Finnish firms.

Would Finland benefit from having Venture Capital Trusts (VCT5)? Introducing an
appropriately tailored version of (partially) tax-exempt VCTs (such as those that
operate in the UK) might be a conditions-providing means to strengthen the con-
tinuum of markets for external equity in Finland. Besides being a direct source of
capital to some growth-oriented and innovative SMEs, they would have positive
effects also indirectly: First, they would increase the availability of capital to yet
unlisted, private entrepreneurial projects and firms indirectly by enhancing the
exit opportunities of Finnish venture capitalists and early-stage equity investors
(such as business angels). Second, their activity would support the development
of the stock markets for growth-oriented and innovative SMEs. The existence of
specialized stock markets has at least three potential benefits: Such markets i)
provide a platform for high-technology SMEs to raise capital for further growth;
ii) have positive spillover effects on the availability of capital to earlier stage ven-
tures; iii) may be a means to ensure that promising high-technology companies
are not sold to foreign (industrial) buyers at a discount (as has recently been ar-

gued for example in the financial press).?

The recent financial development in Finland does not mean, however, that the
current magnitude of the government intervention in the Finnish “market for inno-
vation” would be harder to justify. The case for innovation policy may have
even become stronger due to it being — at least potentially — complementary
to financial development. The case could become stronger if social returns to
innovation policy increase with the financial system’s ability to commercial-
ize innovations and new technologies and support Finnish firms’ growth.
Public policy towards the capital markets is for this reason becoming secon-
dary to innovation policy. The wedge between social and private returns that
arises due to positive spillover effects of R&D and innovation activity grows
thus to be a primary rationale for the government to provide funding to Fin-
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nish firms. This increases the need to identify and measure the wedge and
spillovers.

Even though domestic financing matters, increasing the availability of
capital is not an all-curing medicine. Increasing the availability of capital will
probably not suffice to enhance entrepreneurship, services production, ICT
adoption and development of biotechnology, which are (some of the) areas
that have been regarded as “black spots” in the current Finnish economic de-
velopment. It will not suffice even if the availability of capital was an im-
pediment to progress in these areas. The reason for this is that we are in each
case talking about a complementary system. Reforming such systems re-
quires a simultaneous reform of its major components. In the case of entrepre-
neurship that might for example mean improving in a coordinated fashion
both the availability of capital and also the other determinants of entrepre-
neurship, such as the labor market conditions for failed entrepreneurs and
entrepreneurial opportunities for the employees of established companies,
which could be a means to enhance the supply of high-quality entrepreneurs.
More economic research is called for to understand what should be done to
better identify and to rectify the perceived black spots.

The Achilles heel of the Finnish economy has so long been the lack of
capital that it may be difficult to see that the lack is gradually disappearing.
To see it requires taking a sufficiently long-term view, preferably over the
most recent and next foreseeable periods of macroeconomic turbulence. If the
market-driven financial development continues, which is something that pol-
icy-makers should support by providing enabling conditions for the private
financial sector to mature, the lack of capital will soon stop being the Achilles
heel. On the other hand, if this development does not continue, we face the
risk of not being able to exploit all the growth opportunities that we currently
have as one of the most competitive countries in the world.
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ENDNOTES

' Not all outputs of the project are published in this volume. Besides the Chapters of this volume, altogether
five research papers have been published as ETLA Discussion Papers. Of these papers, all have been submit-
ted for publication elsewhere (e.g. in academic journals). The views and research findings of these papers
are however duly reflected in the writings and conclusions of this volume. See also the list of publications of
the research project at the beginning of this volume.

2This Section builds to a significant extent on Hyytinen et al,, Chapter 11 in this volume.

? See Hyytinen, Rouvinen, Toivanen and Yl&-Anttila (Chapter 11 in this volume) for further discussion.
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1. FINANCIAL SYSTEMS AND VENTURE
CAPITAL IN NORDIC COUNTRIES: A
COMPARATIVE STUDY

Ari Hyytinen and Mika Pajarinen’

Abstract:

In this Chapter we present a comparative analysis of Nordic countries’ financial sys-
tems and consider in particular the recent growth of Nordic venture capital indus-
tries. We document that the Nordic countries’ financial systems display several simi-
larities that have characterized their evolution over the past decades. These include
the liberalization of financial markets in the 1980s, the banking crisis in the early
1990s and the renaissance of stock markets in the second half of the 1990s. It seems
that during the past decade the Nordic countries’ financial systems have not neces-
sarily grown larger overall. However, the financial systems have become more stock
market-centered. This characterization seems to apply particularly to Finland. We
also show that the Nordic private equity industries have evolved in tandem with the
overall macroeconomic and stock market developments. Despite the growth in recent
years, only the Swedish venture capital market has reached the scale of fundraising
and investment activity that the country’s GDP share in Europe predicts. For the
scale of activity achieved, the Nordic countries are also laggards compared to the
stage of the private equity cycle in Europe. Our results suggest that the Nordic ven-
ture capital may lack a degree or two of maturity when compared to the other Euro-
pean countries.

" Ari Hyytinen and Mika Pajarinen are both at The Research Institute of the Finnish Economy (ETLA) and Etla-
tieto Ltd. This chapter is based on Etla Discussion Papers, nr. 774 (dated 14/11/2001). The authors would like
to thank Markus Koskenlinna, Eva Liljeblom, Anu Nokso-Koivisto, Vesa Puttonen, Petri Rouvinen, Otto Toiva-
nen and Pekka Yla-Anttila for helpful comments. The views expressed in the Chapter are those of the au-
thors. The usual caveat applies.
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1.1. INTRODUCTION

Financial development can accelerate economic growth by enhancing sav-
ings, by channeling the savings into real investments efficiently and by di-
recting the real investments to the most valuable uses. The availability of pri-
vate risk capital is regarded as a key part of the financial development be-
cause such capital often backs economies’ most dynamic sectors. In the US for
example, private equity has at least since the 1980s been one of the most im-
portant sources of external finance for new innovative businesses (“venture
capital”) as well as for the restructuring of matured firms and sectors (i.e.
management and leveraged buy-outs).! The availability of venture capital has
been of particular policy relevance in the continental Europe and in the Nor-
dic countries, because the activities of innovative small and medium-sized
firms have traditionally been subdued in many of these countries. Moreover,
the trend of increasing inflow of risk capital into new ventures is in Europe a
much more recent phenomenon than in the US.

Even though the on-going trend is toward market-based financial sys-
tems, many of the European countries nonetheless have bank-oriented sys-
tems. There is some evidence and certainly strong views that innovative sec-
tors are the prime candidate for facing financial constraints in such financial
systems.? Albeit venture capital industry often remains small in relation to
the overall size of the financial system, its growth is welcomed, because ven-
ture capital firms specialize in financing firms with informationally opaque
risks, negligible cash flows and intangible assets. The venture capital indus-
try therefore has potential to eliminate the financing constraints that the in-
novative sectors may face in bank-centered financial systems.

The question how private risk capital may emerge and prosper in
countries with distinct institutional arrangements has recently received
growing attention by academics (see, Florida and Kenney 1988, Black and
Gilson 1998, Gompers and Lerner 1998, Milhaupt 1997, Jeng and Wells 2000,
Becker and Hellman 2000) and by policy makers (see, e.g., OECD 1993, 1996,
Communication from the European Communities 1998, 2000). The emerging
academic literature suggests, above all, a strong link between the develop-
ment of private equity and the structure of the financial system (Black and
Gilson 1998, Jeng and Wells 2000, and Johnson 2000).

In this Chapter, we analyze financial development and particularly the
emergence of the market for private risk capital in the Nordic countries, i.e.
in Denmark, Finland, Norway and Sweden. Like the large continental Euro-
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pean countries such as Germany and France, the Nordic countries have tradi-
tionally had strong banking sectors. It is therefore of interest to compare the
importance of private equity as a source of funds in the Nordic countries to
the role it plays elsewhere in Europe. To these ends, the analysis has two
strands. The first documents general financial market trends in the Nordic
countries and weights the recent upsurge of private equity against them. The
aim is to compare the progress achieved in creating the market for risk capi-
tal to the overall changes in the structure of the financial systems. The second
strand of analysis consists of a comparison of the stage of the Nordic coun-
tries’ private equity market to that of the other European countries.

The organization of the remainder of this Chapter is as follows. In Sec-
tion 1.2 the evolution of the Nordic financial systems is described. The emer-
gence of Nordic private equity is analyzed in Section 1.3. Finally, we summa-
rize the Chapter in Section 1.4.

1.2. FINANCIAL SYSTEMS IN NORDIC COUNTRIES

Recently, there has been a very intense discussion of whether bank-based and
market-based financial systems produce different growth patterns and if so,
which one is superior (see, e.g. Allen and Gale 2000, Levine 2000).> The supe-
riority of one system over another depends on the system’s ability to mobilize
resources for investment, select best ventures to be funded, and to provide
incentives for the monitoring of the ventures that receive external funding.
Whether a market-based system performs these tasks more (or less) effi-
ciently than a bank-centered system, in which financial intermediaries of
various types play a significant role, is yet to be answered (Levine 2000;
Demirgii¢-Kunt and Maksimovic 2001).

The division between market-based and bank-centered financial sys-
tems can have important implications for the economy because there might
exist a relation between the structure of the financial system, including the
ownership and governance of companies, and the types of activities that the
companies undertake (Carlin and Mayer 2002). The argument is that institu-
tional endowment of a country may confer comparative advantage on activi-
ties that are relatively dependent on the institutional input in which the
country is well endowed. The financing of innovative ventures is a prime ex-
ample of an instance where such a comparative advantage might lie.

A second approach to the analysis of financial systems has been advo-
cated by La Porta et al. (1998, 1999, 2000). The approach posits that the legal
system of a country, i.e. the character of legal rules and the quality of law en-
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forcement, is an important if not the primary determinant of financial sys-
tems’ efficiency and corporate financing patterns. La Porta et al. (1998) for ex-
ample documents that countries with poorer investor protection have smaller
and narrower capital markets. The finding is consistent with the view that if
a country’s legal system is weak, financial transactions are intermediated
through established institutions or agents with bargaining power (see, e.g.,
Modigliani and Perotti 1999). The reason is that in such an environment,
there is a need to enforce financiers’ rights privately. Recently, Demirgiic-
Kunt and Maksimovic (1998) and Levine (1998, 1999, 2000) have provided
empirical evidence on the effects of the legal system on firm financing and
firm growth as well as on macroeconomic growth.4

These findings and arguments have important implications for the fi-
nancing of innovative and growing firms. On the one hand, a market-based
financial system may be more effective in moving capital from declining in-
dustries to emerging ones.> On the other hand, a distinguishing characteristic
of the financing of growing firms is the evolving pattern of their control
structures. New investors (starting from the founding entrepreneurs, to fami-
lies, individual investors, small groups of investors and to venture capitalists)
are sequentially approached to finance the growth. As a result, different in-
vestor groups are at different stages interested in exercising control over the
growing firm, suggesting that efficient corporate governance is at the heart of
an innovative firm’s fundraising ability (Mayer 2002).

1.2.1. THE NORDIC FINANCIAL SYSTEMS: RECENT TRENDS

The Nordic financial systems have traditionally been bank-centered. Particu-
larly in Finland and Sweden, banks have served as house banks for numer-
ous of the countries” important corporations and held either directly or indi-
rectly large ownership blocks in many of their client firms (see, e.g., Nis-
kanen 1999, and Agnblad et al. 2000). The banks have been influential in
Norway, too, albeit they are precluded from having significant ownership
stakes in the client firms. This traditional Nordic financial landscape has,
however, changed over the past twenty years.

Liberalization of financial markets and lending boom

At the beginning of the 1980s, the financial systems of the Nordic countries
were relatively heavily regulated. The authorities limited for example both
the quantities and rates at which banks could lend, as well as foreign capital
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flows. Following the lead of other countries, such as the UK, the Nordic
countries liberalized their financial markets and capital movements quite
rapidly in the 1980s.¢ In Norway the financial markets were effectively liber-
alized between 1984 and 1986. In Finland and Sweden the liberalization took
place about the same time, or lagged Norway somewhat, while in Denmark,
most of the major steps towards a deregulated financial system had been
taken a bit earlier. Some restrictions concerning e.g. foreign direct invest-
ments and certain cross-border capital movements remained however in ef-
fect until the beginning of the 1990s, particularly in Finland.

The deregulation of the financial markets led to increased competition
between financial institutions and to very rapid lending growth. As Figure
1.1 reveals, the lending growth was rapid also relative to GDP, especially in
Finland. Even in real terms, the maximum annual lending growth rates were
of order 25-30% (Koskenkyla 2000, p. 4). The figure speaks for a sequential
expansion of intermediated finance in the Nordic countries. In particular, the
amount of bank lending relative to GPD reached its peak first in Denmark in
1986, then about the same time in Norway and Sweden in the late 1980s, and
last of all in 1992 in Finland.

The growth of the lending reflected both increased supply of credit
and the willingness of firms and households to accumulate debt. There are
several reasons why the rapid lending growth was in most cases not consid-
ered problem. First, the level of bankruptcies and loan losses had been very
low in the 1970s and the early 1980s. From Figure 1.1 we can see for example
that only in Sweden the number of bankruptcies exceeded 0.5 per thousand
of inhabitants in the early 1980s. Combined with quantity rationing, the low
regulated interest rates created kind of “favorable selection” among loan ap-
plicants (Drees and Pazarbasioglu 1995); the most risky projects were
crowded out from the market by the safe ones. Second, it was perceived that
the growth of the lending was just reflecting the discharge of the excess de-
mand for loans that had been accumulating during the era of the regulated
financial markets. Finally, the tax regimes of the 1980s enhanced the incen-
tives of Nordic firms and households to borrow (Berg 1994).
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Figure 1.1. Bank lending and bankruptcies in Nordic countries (1982-2001)
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Note: Data sources are IMF(2002), Pesola (2001) and Suomen Asiakastieto. Because of certain institu-
tional differences in lending and changes in definitions, the figure should be interpreted with caution.

Banking crisis and collapse of bank lending

As economic conditions began to weaken and bankruptcies increase, the
banking sectors of the Nordic countries experienced severe problems in the
late 1980s and in the early 1990s. In Norway for instance, total bankruptcies
increased from 1426 establishments in 1986 to 4536 in 1989. Bank loan losses
followed suit and began to accumulate rapidly. In terms of loan losses and
bankruptcies, the worst years were 1992-1994 in Finland, 1990-1992 in Nor-
way, 1991-1993 in Sweden and 1991-1993 in Denmark (see e.g. Koskenkyla
2000, Pesola 2001, and Figure 1.1).

Albeit there are differences between the Nordic countries, a common
underlying cause of the crises was, as we now with the benefit of hindsight
know, ‘bad’ monitoring practices by banks, ‘bad policies’ as well as ‘bad
luck’. The first of these refers to the very rapid lending growth during the
1980s and the market share competition that led to “built-in” fragility within
both debtor and creditor sectors. The second one stems from the fact that al-
most no attempts to control the expansion were made by government, mone-
tary authorities and bank supervisors during the years of rapid lending
growth. “Bad luck” was a crisis trigger; the fragile systems began to experi-



Financial systems and venture capital in Nordic countries: A comparative study - 25

ence increasing problems because of the occurrence of certain negative
shocks. The shocks were in each country external to the banking sector: In
Norway, perhaps the most important factor affecting the economy was the
decline in oil prices in 1985-1986, whereas in Finland the collapse of the trade
with the former Soviet Union at the beginning of the 1990s provided a start
for deteriorating economic performance. In Sweden the general decline in the
growth of export markets and the 1991 tax reform (leading to higher post-tax
interest rates) have been mentioned as factors that contributed to the emer-
gence of the crisis.

As can be seen from Figure 1.1, the banking problems led to a sharp
fall in the amount of bank lending relative to GDP. They also resulted in a
systemic-wide crisis in the other Nordic countries except in Denmark. During
the crisis years, most of the Nordic banks and banking groups experienced
severe problems. Public support was needed in each country to prevent the
banking sectors from collapsing and to limit the perceived adverse impact of
the financial sector problems on the real economy. Despite the severity of the
problems, only very few of the distressed banks were actually allowed to fail
(see, e.g., Koskenkyla 2000).

The crises have had a long-lasting impact on the Nordic banking sec-
tors. In Norway for example, the Norwegian government was still as late as
in 2000 a large owner in Norway’s two largest commercial banks. Perhaps
more importantly, the banks with severe problems began to consolidate both
voluntarily and involuntarily, with the authorities forcing a number of banks
to merger. In 1987, there were 609, 227, 202, and 527 deposit banks in Finland,
Denmark, Norway, and Sweden, respectively. By the end of 1998, the number
of banks had reduced to 344, 191, 154 and 104 in the four countries, respec-
tively. The consolidation tendency has continued and, in fact, intensified to
include cross-border mergers recently (see, e.g., Andersen et al. 2000). The
mergers have resulted in more concentrated banking industries and larger
banks (banking groups) relative to the firms they finance.

Economic growth and rise of stock market

Besides government intervention, the recovery of the financial systems was
supported by favorable macroeconomic development during the 1990s. The
Nordic economies have, in terms of real GDP, been growing steadily since
1993/94, Norway to some extent notwithstanding. As Figure 1.2 illustrates,
the growth has been very rapid, particularly in Finland in the latter half of
the 1990s. Not least because of Norway’s abundant oil resources, the Norwe-
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gian economy grew essentially the entire 1990s, albeit at a lower rate during
the first and last years of the decade. Paralleling the economic growth, the
number of bankruptcies dropped off fast (cf. Figure 1.1).

The economic problems of the early 1990s were associated with very
high real lending rates (Figure 1.2). In 1992 for example, the real rates of lend-
ing were above 9% in all Nordic countries. For comparison it is useful to note
that the European real interest rate was, on average, in the range of 4.6-5.2%
over the 1991-1998 period (ECB, 2001, p. 18). Since the early 1990s, the rates
have decreased, even though the rate of inflation has in each country re-
mained at moderate levels. Given that Finland is a member of the EU and the
other Nordic countries are not, it is of interest to note that its real rate of lend-
ing have in recent times been the lowest.

Figure 1.2. GDP growth and real lending rates in Nordic countries (1990-2001)

GDP volume index Average lending rates deflated by CPI
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Note: Data sources are IMF(2002) and ETLA Database — OECD Main Economic Indicators.

Another similarity in the financial development of the Nordic coun-
tries is the recent growth of the stock markets, particularly during the late
1990s. The Nordic countries’ stock market capitalization represented only
1.5% of the total market capitalization of the advanced countries when aver-
aged over 1982-1989.” Due to the Nordic countries” economic problems at the
beginning of the 1990s, their share increased only moderately to 1.6% when
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measured over 1990-1994. Since then, the situation has somewhat improved
in relative terms; the Nordic countries’ share of the advanced countries’ mar-
ket capitalization was between 1995-1999 on average 2.2%.

Another way of looking at the development of the stock markets is to
compare their size to the size of the overall economy (i.e., GDP). To this end,
the development of the nominal market capitalization relative to GDP is pre-
sented in Table 1.1. As the table reveals, the stock market capitalization has
increased relative to the size of the economy in each country particularly to-
wards the end of the 1990s. The increase reflects above all the asset price cy-
cles associated with the recent economic development.® The Nordic trend is
by no means unique; the favorable economic development similarly sup-
ported the development of asset prices in other countries, such as Germany
and the U.S, in the late 1990s. In Finland, the (positive) impact of Nokia on
the nominal market capitalization has been substantial. Without Nokia, the
ratio of market capitalization to GDP lagged over 1996-2001 clearly that of
Sweden and exceeded only slightly that of Denmark and Germany. Since the
early 2000, the stock prices have been volatile and decreasing.

Table 1.1. Nominal market capitalization to GDP (annual averages)

Denmark Finland Norway Sweden
1990-1995 30 % 23 % 23 % 50 %
1996-2001 55% 150 % 39% 120 %
Finland w/o
Nokia Germany us Japan
1990-1995 19 % 22 % 72 % 76 %
1996-2001 63 % 52% 142 % 65 %

Note: Data sources are FIBV and ETLA Database - OECD Main Economic Indicators. When computing
the ratio of market capitalization without Nokia to GDP, the GDP has not been adjusted to reflect
Nokia’s GDP share. Over 1996-2001, it has been approximately 2%.

The growth of stock market capitalization reflects, above and beyond
initial public offerings (IPOs) and equity issuance by the listed firms, the in-
crease in the discounted value of the listed firms’ cash flow. We therefore also
measure the development of the stock markets in real terms, i.e. at “con-
stant”, expectations-adjusted stock prices (see, e.g., Rousseau and Wachtel
2000). By normalizing the time series of market capitalization at the 1995
stock price level, we obtain a measure of the real developments. They are
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visible in Figure 1.3: in real terms, the Finnish and Danish stock markets
seem to have grown most significantly during the 1990s. Furthermore, the
Swedish market stands out as the largest relative to the size of the economy,
and is followed by Denmark and Finland.

Figure 1.3. Stock market capitalization and share turnover in Nordic countries (1990-2001)

Ratio of real market capitalization to real GDP Ratio of value traded to market capitalization
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Note: Data sources are ETLA Database — The Nordic Securities Market: Monthly Statistics and OECD Main
Economic Indicators, and IMF(2002). Market capitalization: annual average of monthly observations,
value traded: cumulative sum of monthly value traded. The data on value traded is not fully compara-
ble across countries due to different data collection methods. Real market capitalization: Stock market
capitalization deflated by share price index (1995 = 100); see Rousseau and Wachtel (2000) for details,
Real GDP: GDP at 1995 prices.

Figure 1.3 also displays a measure of the liquidity of the market, the ra-
tio of value traded to the market capitalization (i.e. the share turnover). Due
to differences in the methods of recording trades, conclusions based on the
cross-country comparisons of the displayed liquidity measures should be in-
terpreted with caution. Bearing this caveat in mind, it seems that the share
turnover has in each country clearly improved from the very low levels of the
early 1990s. It appears that the liquidity of the stock market was very low in
particularly Finland and Sweden during the first years of the 1990s. The li-
quidity has however improved since then significantly, especially in Sweden.
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Assessment: measuring financial development

There is no single measure of financial development that would fully meas-
ure how financial system mobilizes capital, distributes and transforms risks
and allocates external finance to firms. In the following we summarize some
indicators aimed at capturing the overall development (of the deepness) of
the Nordic financial systems over the 1990s. We also develop measures in or-
der to assess the relative importance of stock markets and intermediated debt
finance. All of these indicators are based on the measures recently developed
by Levine et al. (2000) and Beck and Levine (2001).

The purpose of the Finance-Activity measure in Levine et al. (2000) and
Beck and Levine (2001) is to evaluate the volume of the financial market
activities in a country. It is given by the log of the product of two ratios, the
value of private sector credits by financial intermediaries divided by GDP,
and the value of shares traded on the stock market divided by GDP. The lar-
ger the measure, the more extensive is the net of financial transactions in the
economy at a given point of time. We modify the Finance-Activity measure in
two ways. First, we use a more broad aggregate measure of credit in the
economy, namely total domestic credit. Second, to filter the forward-looking
component of stock prices, we divide the value traded by market capitaliza-
tion. The resulting measure is turnover, which is invariant to the expecta-
tions-driven prices, because the stock prices enter in the numerator and de-
nominator.

The Finance-Size measure in Levine et al. (2000) and Beck and Levine
(2001) is defined as the log of the sum of two ratios, the value of private sec-
tor credits by financial intermediaries divided by GDP, and the market capi-
talization divided by GDP. Despite many advantages, this measure suffers
from the defect that in addition to IPOs and equity issuance by the listed
firms, the growth of stock market capitalization reflects asset price inflation.
To measure the size of the stock market in real terms, i.e., at expectations-
adjusted stock prices (see, e.g., Rousseau and Wachtel 2000), we modify the
measure by normalizing the time series of market capitalization and GDP at
the 1995 stock and overall price levels, respectively. In addition, the credit
component we use is total domestic credit. The third measure in our analysis
is Finance-Aggregate that combines the previous two measures and thus
represents an aggregate measure of the size and deepness of the financial sec-
tor. Specifically, it is the first principal component of Finance-Activity and Fi-
nance-Size.10
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Levine et al. (2000) and Beck and Levine (2001) also assess whether a
financial system is stock market-based or bank-oriented. To this end they
construct two additional measures, called Structure-Activity and Structure-
Size. We adopt the measures but, like in the case of Finance-Activity, we mod-
ify them to eliminate the forward-looking component of stock prices and use
total domestic credit when evaluating the importance of credit for the econ-
omy. Therefore, we define Structure-Activity to equal the log of the ratio of
share turnover to total domestic credit, with the latter expressed as a share of
the GDP. It contrasts the activities of the stock market to those of the inter-
mediated debt market(s). The second measure, Structure-Size, is defined as
the log of the ratio of the real stock market capitalization to total domestic
credit normalized by GDP. This measure captures the relative size of the
stock market with respect to the debt finance. The third measure, Structure-
Aggregate, combines the previous two measures and equals the first principal
component of them. This measure is thus a summary indicator of the size
and activity of stock markets relative to the intermediated debt finance.

Figure 1.4 illustrates the development of the above-mentioned six indi-
cators in the Nordic countries during the past decade. As we can see, Finance-
Activity has increased in all countries. In addition, stock market activity has
increased relatively more than the debt market activity (Structure-Activity).
On the other hand, the real size of financial markets compared to the real size
of the economy, i.e. Finance-Size, has decreased quite clearly in Finland and
Norway whereas in Denmark and Sweden the changes have been more mod-
erate. The mean growth rates of the measures are however negative for all
countries. As Structure-Size shows, the relative size of stock market has in
Finland increased significantly and in Denmark and Norway to some extent.

The development of Finance-Aggregate indicates that overall, the real
size (deepness) of the financial sectors has decreased relative to the size of the
economy in the Nordic countries during the past decade. It is important to
note that this decrease has here been documented using purely a relatively
simple quantitative indicator. The measure does not take into account for ex-
ample the firms’ need for external finance or the adoption of financial innova-
tions in the Nordic countries, and may hence give a too pessimistic view of
the development. On the other hand, the development of Structure-Aggregate
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Figure 1.4. Indicators of financial development and structure in Nordic countries (1990-
2000)
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indicates that the countries have moved toward stock market-centered finan-
cial systems. This seems to apply in particular to Finland that had the lowest
values for Structure-Activity and Structure-Size in the early 1990s and that has
in this regard clearly caught up with the other Nordic countries since then.
This trend of increasing importance of stock markets is of course not unique
to the Nordic countries; the same trend has characterized the recent financial
development in other European countries, too.

1.2.2. LEGAL SYSTEMS AND CORPORATE GOVERNANCE

The law-and-finance approach to the analysis of financial systems has been
advocated in a series of papers by La Porta et al. (1998, 1999, 2000). The ap-
proach theorizes that the legal system of a country is an important if not the
primary determinant of corporate financing patterns because it is the key
mechanism that protects outside investors from expropriation and from be-
ing mistreated by the insiders. When investor rights are well defined and en-
forced, investors are willing to provide capital to firms, and no substitute,
possibly costly mechanisms are needed. According to this approach, the dis-
tinction between bank-based and stock market-based systems is of second-
order importance.

The studies of La Porta et al. portray the following picture of the Nor-
dic countries’ corporate governance model.!! First, the Nordic average for an
index measuring minority shareholder protection (antidirector rights) is 3.00,
which is the same as the world average, computed over 49 countries (Table
1.2). It is however lower than the score for the US. Overall, the Nordic coun-
tries” legal systems provide less protection for shareholders than those of the
common law countries on average do. In terms of creditor protection, the
Nordic countries” average score is 2.00, which is somewhat below the world
average of 2.30. The Nordic countries’ score is below the average of the civil-
law family associated with Germany’s legal traditions, which is 2.33.

Second, the quality of enforcement of laws, i.e. the tradition of law and
order, is very high in the Nordic countries (La Porta et al. 1998)). Measured
over the 1980s and 1990s, the Nordic countries received the maximum score
(i.e. 10.00) in an assessment of the law and order tradition. The world average
was 6.85, while that of the German-civil-law countries and the US were 8.68
and 10.00, respectively.

Third, the Nordic countries” average level of ownership is close to the
world average (La Porta et al., 1998; see also Table 1.2). Hence they do not
have a more concentrated ownership than the other countries do. Such a
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finding would be predicted if the level of investor protection was particularly
poor. The hypothesis is that concentrated ownership is a substitute for weak
protection of investors.

Finally, the Nordic countries have smaller external market capitaliza-
tion (in terms of approximated minority ownership) relative to GNP as well
as less listed domestic firms per capita than many other countries (La Porta et
al., 1997). The result holds even if the size of economies, growth rates, the de-
grees of legal investor protection and law and order are accounted for. The
same does not hold for indebtedness; La Porta et al., (1997) document that the
amount of intermediated debt in the Nordic countries has not been different
from the rest of world.

Table 1.2. Investor protection

Denmark Finland Norway Sweden

Antidirector Rights 2.00 3.00 4.00 3.00
Creditor Rights 3.00 1.00 2.00 2.00
Ownership Concentration 0.45 0.37 0.36 0.28

World average Germany us Japan
Antidirector Rights 3.00 1.00 5.00 4.00
Creditor Rights 2.30 3.00 1.00 2.00
Ownership Concentration 0.46 0.48 0.20 0.18

Note: Data source is La Porta et al. (1998). Antidirector Rights is the index of minority shareholder rights,
Creditor Rights is the index of secured creditor rights, and Ownership Concentration is the ownership
fraction of three largest shareholders in the ten largest non-financial firms.

In sum, it appears that on the basis of the analysis on the laws on
books, the Nordic countries have adopted an intermediate stance toward the
protection of investors; the protection of shareholders is in relative terms
weaker than that of the creditors.!? This finding may explain why the Nordic
countries have had relatively subdued stock markets when compared to the
rest of the world.

Some recent analyses have augmented the picture portrayed by La
Porta et al.’® In Sweden, informal corporate governance mechanisms and
other means, such as dual-class shares and pyramid holding companies, have
enhanced the ability of the Swedish firms to raise external finance (Angblad
et al. 2000). In Norway, the legal protection of shareholders is stronger than
captured by the measures of La Porta et al., allowing for a relatively low con-
centration of ownership (Bohren and Odegaard 2000). In Finland, the concen-
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tration of ownership has remained rather high even though the protection of
shareholders has (by the measures of La Porta) improved while that of the
creditors has decreased (Hyytinen et al. 2003 and Chapter 2 in this volume).
Kaisanlahti (Chapter 3 in this volume) further argues the legal protection of
shareholders is also in Finland stronger than captured by the measures of La
Porta. He makes however the further observation that enforcement of con-
tracts may be a problem for minority investors. Finally, the large limited
companies are characterized by very concentrated ownership in Denmark,
reflecting the fact that ownership has been a substitute for the relatively weak
protection of the Danish shareholders.

1.2.3. DISCUSSION

The corporate sectors of the Nordic countries have historically been highly
dependent on borrowing from financial institutions. Loans were together
with retained earnings clearly the most important source of corporate sector
funding in all four Nordic countries in the 1980s.! Particularly small and
medium-sized firms have traditionally relied heavily on intermediated debt
financing. This traditional landscape began to change in the 1980s and the
rate of change accelerated in the 1990s together with the overall development
of the financial system. Besides the liberalization of financial markets, the
main driving forces of the change have been the problems of banking sectors,
the increasing importance of stock markets, as well as technological and in-
dustrial advance.

During the lending boom phase that followed the liberalization, the
availability of external financing was hardly much of an issue. However, the
importance of loans as a source of corporate funding became more of a bur-
den to the firms when the problems of the banking sectors began to accumu-
late. The financing options of small- and medium-sized firms became fewer
because of the banking sector problems and restructuring. The access to pri-
vately intermediated debt finance was hampered by the binding capital con-
straints of the distressed banks, disrupted lending relationships, and in-
creased interbank competition.!> The reduction of financing options was an
acute problem particularly for smaller and younger firms with no access to
public debt or equity markets.® The financing of innovative start-ups suf-
fered from the situation even more because of their high risk of default and
reliance on intangible assets.

As we documented earlier, the Nordic financial systems have during
recent years become more market-based. Stock markets have grown in size
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and their liquidity has improved. This type of financial development is im-
portant for its direct effects on growth and capital allocation. For example, it
is equity rather than debt financing that is essential for firms whose near-
term cash-flows are negligible and main assets are growth opportunities.
Moreover, an arms-length financial system, relying on market-based corpo-
rate financing, may be more efficient in providing price information for
guidance and hence for more efficient allocation of capital to investments,
particularly to investments in intangible assets (see, e.g., Rajan and Zingales
2002). In other words, by making prices more informative and the system less
dependent on relationships, the increasing role of the stock market has en-
hanced the ability of the Nordic financial systems to finance projects with a
high ratio of intangible to tangible assets. The smaller and younger firms
have however not benefited directly from the stronger stock markets; besides
lack of investor interest, the fixed costs of flotation preclude the listing of
firms that are not mature and large enough. In this sense, a financing gap ex-
isted.

Recent technological advance have created new industries and oppor-
tunities for investment. The emergence of new industries may have increased
the demand for external funds and the need for a reallocation of capital from
the declining industries to the new ones, because in such industries the firms
can rely on internal sources of finance only to a limited extent.!” The growing
importance of hi-tech industries, such as information and communications
technology (ICT), has in turn created demand for new forms of finance due
to the intangible nature of the industries” assets.®

It is against this background on which we build our analysis of the
Nordic venture capital in the next Section.
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1.3. PRIVATE EQUITY AND VENTURE CAPITAL IN NORDIC
COUNTRIES

Practitioners have for long emphasized that the various stages of private eq-
uity process are interrelated. Because of the interrelatedness, the business of
private equity is best viewed as a private equity cycle (Gompers and Lerner
2000, 2001a), consisting of three interrelated stages: fundraising, investing, and
exiting.

Raising capital to establish a venture fund is the first step of the cycle.
Investors investing in venture funds include pension funds, insurance com-
panies, banks, and corporate investors, to name a few. Once a desired
amount of commitments from the investors have been received, the fund is
“closed”, i.e. no more commitments are accepted. The capital committed is
drawn down over a number of years during the investment stage, which is
the second stage of the cycle. It consists of an initial search for venture candi-
dates, ex ante monitoring of the candidates, investment decision, as well as
interim monitoring and giving advise to the investee firms. Capital is often
infused in stages as the investee firms grow and mature. Disposing of, i.e. ex-
iting, the investee firms completes the cycle, meaning that venture capitalists
sell their stakes in successful firms and write off failures. Because the lifetime
of a typical private equity fund is, at least in the U.S, typically predetermined
and around ten years, there is mounting pressure to liquidate investments as
the lifecycle of the fund approaches its end. The need to exit and return the
committed capital forces venture capitalists to periodically return to markets
if they are going to raise new funds and remain active in the business of ven-
ture capital. The more successful was the previous cycle, the easier it is for a
venture capitalist to raise additional funds, and to restart the cycle.

1.3.1. BIRTH AND GROWTH OF VENTURE CAPITAL MARKETS

The era of infant venture capital: the 1980s%

The roots of the modern private equity were created in all four Nordic coun-
tries no earlier than in the late 1970s and in the early 1980s. In Sweden for ex-
ample, the first venture capital firm, Foretagskapital, was established in 1973
(Karadmerlioglu and Jacobsson 2000). Many of the early venture capital firms
were “semi-private”, i.e. based on co-operation between the government and
private sector.0 In the 1980s the industry began to grow as several new pri-
vate venture capital firms were founded. By the mid 1980s, there were about
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20 venture capital firms in Denmark, 5-6 in Norway and some 20 private ven-
ture capital funds in Sweden, accompanied by around 30 regional and gov-
ernment run investment companies (Chritiansen 2000; Karaomerlioglu and
Jacobsson 2000). In Finland, the growth lagged a bit the other Nordic coun-
tries. However, by 1988 there were 48 venture capital and development com-
panies in Finland (Seppa 2000, p. 210).

Around the mid 1980s, a shakeout period began in Sweden, followed
by the other Nordic countries during the latter part of the decade. In Sweden
for example, most of the private venture capital firms left the industry
(Karadmerlioglu and Jacobsson 2000); in Denmark, the number of active ven-
ture capital firms decreased to 4-5 by the end of the 1980s (Christensen 2000);
and in Finland, the total number of venture capital firms dropped from 48 in
1988 to 30 in 1990, with the private firms being the ones who left the market
(Seppa 2000). In Norway, the industry shrank dramatically, if not collapsed,
too.

The decrease in activity was reflected in the flows of risk capital. Be-
tween 1988-1990 venture capital investments (i.e. start-up, seed and expan-
sion investments) were on average 0.148, 0.111, 0.219 and 0.165 as per million
of average GDP in Denmark, Finland, Norway and Sweden, respectively
(Jeng and Wells 2000). The corresponding figures for France, the UK and the
US were 0.541, 1.120 and 0.383, respectively, and thus clearly higher. The col-
lapse of activity was also long lasting. For example, averaged over 1986-1995,
the UK and US had 2.581 and 2.405 private equity new funds raised per mil-
lion of average GDP, while the Nordic average was 0.679, with Sweden hav-
ing the largest amount raised in relative terms. Thus, when compared to the
US and to many other European countries, the Nordic venture capital indus-
try remained — despite the strong start — undeveloped the entire 1980s and, as
we shall discuss shortly, much of the early 1990s.

The era of renaissance of venture capital: the 1990s

Before analyzing the development of Nordic private equity in the 1990s, we
discuss certain data and measurement problems. First, both the definition of
venture capital as well as the data on the venture capital activity varies across
countries and sources.?! In the analysis of this section we adhere to the US
definition and exclude buy-outs when referring to venture capital. Second,
available data pertains to activities by a country’s private equity firms (“coun-
try-of-management”) rather than private equity activity within a country
(Baygan and Freudenberg 2000).22 Recently, European data on funds raised
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by country of origin and investment by country of destination have become
available, allowing thus an analysis of the importance of international flows
of venture capital.

Funds raised

Figure 1.5 displays funds raised as a share of GDP and by the type of inves-
tors from 1991 to 2001. The figure reveals that in the early 1990s, the amount
of funds raised was close to negligible in each Nordic country. A revitaliza-
tion of the private equity industries began in the mid of the 1990s. Fund rais-
ing started to increase somewhat earlier in Finland and Sweden than in
Denmark and Norway. Like elsewhere in Europe, all the Nordic countries
experienced quite a strong growth in the fund raising activity particularly in
late 1990s.

Governmental initiatives played a rather important role in the revitali-
zation of the venture capital industries in the Nordic countries. The Swedish
government released amidst the banking crisis in 1992 no less than SEK 6.5
billion for venture activity via two new investment organizations (Atle and
Bure) and state-owned venture capital organizations. In Norway, the gov-
ernment launched a Nkr 800 million program in 1989 to rebuilt the industry
that had collapsed after the banks begun to run into troubles in the late 1980s.
A new (reorganized) governmental investment organization called the Nor-
wegian State Industrial and Development Fund was launched with added fi-
nancial resources in 1993. In 1996, an (additional) amount of NKr 200 million
was earmarked for private equity projects by the Norwegian government. In
Finland also, governmental activity was quite crucial to the revitalization of
the industry (see also Seppa 2000).2 Besides having run governmental ven-
ture capital investment organizations (e.g. The Finnish National Fund for Re-
search and Development, Sitra), the Finnish government has offered quaran-
tines and provided funding to the industry (since 1995) through a fund-of-
funds vehicle, Finnish Industry Investment Ltd.
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Figure 1.5. Private equity funds raised in Nordic countries (1991-2001)
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The growth of Nordic private equity industries ended, however, in
2000-2001. Year 2000 was still the most active year ever for the venture capital
industry in Europe. The total sum of funds raised amounted to EUR 48 bil-
lion and almost doubled the previous record set in 1999. During the record
year, all the Nordic countries except Finland experienced substantial increase
in the fund raising activity.* In 2001 funds raised in Europe decreased by
20% from the previous year but the year was still the second highest ever for
funds raised. In all Nordic countries funds raised decreased from the previ-
ous year, most significantly in Sweden.

As we can see from Figure 1.5, there has been a lot of variation in the
sources of funds to the Nordic private equity firms over time. Over the 1995-
2001 period, pension funds and insurance companies stand for an important
source of capital both in Finland and Sweden. In Denmark, the primary
sources of funds were in the late 1990s banks but in 2000 and 2001 pension
funds and insurance companies. Norway differs from the other Nordic coun-
tries in this regard as realized capital gains and other (unidentified) sources
have been an important source of funds there.

Investments made

Figure 1.6 displays total private equity investments as a share of GDP as well
as the stage distribution of the investments for 1991-2001. The ratio of private
equity investments to GDP, measured by the country-of-management ap-
proach, was quite modest and stable prior to the growth years at the end of
the 1990s. The revitalization of the private equity industries in mid and late
1990s shows up in investment flows, too. Particularly in 1999 and 2000, the
ratio of private equity investment flows to GDP increased dramatically. Aver-
aged over 1995-2001, the Finnish, Norwegian and Swedish private equity in-
dustries exhibit significantly higher investment levels than the Danish one.
Relative to GDP, the amount invested by the Swedish private equity firms
look as if it was exceptionally high in 1999-2001. To some extent, the increase
may however reflect improved data gathering and the poor quality of in-
vestment figures during earlier years (EVCA 2000, p. 144, and Karadmer-
lioglu and Jacobsson 2000). Nevertheless, the developments in the Swedish
market were in 1999 and early 2000 fuelled by the strong growth of the econ-
omy’s high technology sectors. The growth in Sweden or in the other Nordic
countries is by no means unique, as the total amount invested grew at the
same time rapidly in most of the other European countries, t00.
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Figure 1.6. Private equity investments in Nordic countries (1991-2001)
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The Finnish private equity industry, and to some extent the Danish
one, are drawn apart from the rest of the Nordic countries in terms of relative
share invested in early-stage firms (i.e., seed and start-up finance in Figure
1.6). During the past decade, private equity firms in Finland have invested in
early-stage-firms around 30% of the total investment amount, on average. To
what extent government venture capital accounts for this relatively high frac-
tions cannot be definitively answered, but its role has not been negligible.
The Swedish private equity investments seem to be more concentrated on re-
placement capital and buyout activity, albeit again a caveat as regards data
quality is in order. In fact, Karadmerlioglu and Jacobsson (2000, p. 73) report
that, based on their own data gathering up to 1998, the distribution of firms
receiving venture capital appears to have shifted more towards early stages
than the corresponding EVCA numbers suggest. In Norway, the major share
of private equity investment has been made to expansion stage. However, in
recent years early-stage investments have gained more importance also there.

At the European level, management buy-outs and buy-ins dominate
private equity investments. Recently, early-stage investments have, however,
increased both in absolute and relative terms. In the 1995-2001 period early-
stage capital investments accounted for 14 % of total private equity invest-
ments; in 2001 the share was 17%. Compared to these proportions, private
equity investment activity in Finland and Denmark has been more focused
on early-stage finance than in Europe (cf. Figure 1.6). In the recent 2002
Global Entrepreneurship Monitor, a cross-country comparison of venture
capital availability in the 39 participating countries placed Finland as 13t,
Norway as 14%, Denmark as 10t and Sweden as 6" when ranking countries
according to the ratio of the volume of classic (seed, startup, and expansion
stage) venture capital investments to GDP between 1999-2001. In the same
Global Entrepreneurship 2002 study, Finland was placed last, Norway 18t,
Denmark 15* and Sweden 13t when ranking the 25 countries with available
data according to the share of combined informal and classic venture capital
investments as a percentage of GDP in 2001.

The industry distribution of investments is reported in Figure 1.7,
where we have divided investments into three classes: ‘ICT and other elec-
tronics related’, ‘Biotechnology, and health and medical’, and ‘Other sectors’.
Of these, the first two benchmark (are proxies for) investments in high tech-
nology sectors. The figure reveals that the Danish and Finnish private equity
industries have invested in the two high technology sectors on average above
40% of the annual investments during the past decade. Furthermore, in Nor-
way the proportion of investments in the ICT sector peaked quite dramati-
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cally in the late 1990s. The figure also shows that in Sweden the share of the
high technology sectors to the total investments has been significantly
smaller than in the other Nordic countries. It is important to note, however,
that in absolute terms the cumulative Swedish investments in the high tech-
nology sectors during the years 1991-2001 has almost been as high as the sum
of all the other Nordic countries’ cumulative investments in these sectors.

Figure 1.7. Private equity investments by sector in Nordic countries (1991-2001)
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Divestments achieved

The holding period of private equity investments varies quite a lot depend-
ing on investors’ preferences, fund’s lifecycle and type of investment. In buy-
outs the involvement of a private equity investor may be less than two years
whereas in early-stage investments the exit of investor usually occurs several
years later. There are, basically, three main categories for exits: 1) trade sale,
i.e., a sale of the portfolio company to another company; 2) public offering of
the portfolio firm’s shares in an IPO, or sale of quoted equity; and 3) write-off
if the investment turns out to be unsuccessful. Another exit mode is man-
agement buy-outs. Typically, the private equity investors seek to take public
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the most successful firms in their portfolios. On the other hand, a trade sale is
often the only option for (smaller) companies with minor public interest.

Figure 1.8 presents private equity divestments in the Nordic countries
over 1991-2001. The figure reveals that the Finnish and Swedish figures for
1999-2001 notwithstanding, the total number of exits have remained rela-
tively subdued in the Nordic countries.?6 On average, less than 50 exits were
made annually over the 1991-98 period. However, the Nordic countries
achieved a non-negligible amount of exits in 1999 and 2000. The rise in di-
vestments coincided with, among other things, the favorable stock market
developments and the increased mergers and acquisitions activity in 1998-99
and early 2000. However, it is of interest to note that except in Norway, the
amount of divestments decreased in 2000 and 2001.

Most of the divestments have in recent years been trade sales in Swe-
den, public offerings and trade sales in Norway, and trade sales and write-
offs in Denmark (Figure 1.8). In Finland, no clear pattern seems to emerge,
except that since 1995 the public offerings have become somewhat more im-
portant avenue of exit than they were during the economic turbulence of the
early 1990s. These findings fit to the European patterns of exit. In Europe,
trade sales have recently been the most popular type of exit at 27% share of
the total number of exits during the years 1995-2001. The proportion of public
offerings has been 14% and the share of write-offs 19%.
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Figure 1.8. Private equity divestments in Nordic countries (1991-2001)
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1.3.2. NORDIC VENTURE CAPITAL IN EUROPEAN COMPARISON

Scale of activity

In the first half of the 1990s, the Nordic private equity firms’ share of the
funds raised in Europe was, on average, around 7.3%, of the capital invested
3.7% and of the divestments achieved 2.3%. In the 1996-2001 period, the
shares were 7.6%, 8.2% and 4.8%, respectively. These figures show that the
Nordic private equity firms” share of the funds raised remained quite un-
changed during the past decade while their shares of the European invest-
ments and divestments increased. This suggests that the Nordic countries
have lagged the European development.

For a closer look, Figure 1.9 reports each Nordic country’s share of pri-
vate equity activity in Europe in two different ways. First, the upper part re-
ports the Nordic countries” share of the total European activity for the peri-
ods of 1991-1995 and 1996-2001. The figures indicate that the most significant
changes have occurred in Sweden; its private equity industry has in particu-
lar increased its share of the investments. In addition, Finland’s shares of
funds raised, investments and exits have all steadily increased. Second, the
lower part of Figure 1.9 presents the Nordic countries’ share of different ven-
ture capital activities relative to their GDP share in Europe. If the ratio is lar-
ger than one, it implies that the country has more venture capital activity
than its GDP share predicts. The figure shows that only Sweden has over the
past years reached the level of venture capital activity that its GDP share
predicts in all the three dimensions. Finland has been catching up the Euro-
pean venture capital with regard to funds raised: during the 1996-2001 pe-
riod, the Finnish proportion of European private equity funds raised nearly
reached the level predicted by Finland’s GDP share among the European
countries. The Finnish shares of investments and divestments also increased
but remained still notably below the level predicted by the country’s GDP
share. The Danish and Norwegian venture capital industries show only
moderate changes by this measure.
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Figure 1.9. The share of Nordic countries in private equity activity in Europe
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Note: Data sources are European Private Equity & Venture Capital Association (EVCA), various yearbooks
and ETLA Database - OECD Main Economic Indicators. Europe aggregates consist of 15 EVCA member
countries'data.



48 - Ari Hyytinen and Mika Pajarinen

It is well known that private equity investments and particularly ven-
ture capital investments tend to cluster in certain sectors, such as ICT and
biotechnology (Gompers and Lerner 2000). At least to a certain extent, the
concentration is related to the degree to which entrepreneurs and innovators
are able to extract profits from their new products and innovations. For ex-
ample, in 1995-2001, the average share of the investments in ICT and other
electronics related sectors has in Europe been around 24%. The proportion of
biotechnology, medical and health related sectors has been about eight per-
cent.

Figure 1.10 summarizes the recent concentration of the private equity
investments in the high technology sectors in selected European countries in
couple of alternative ways.?” The figure shows, first, that when we normalize
the amount of investments by GDP the Swedish private equity firms have
been the leading group investing in the ICT sector in Europe. Finland ranks
the eighth, which is perhaps surprising if one takes into account its strong
position in the ICT production. By this measure, the Swedish, Finnish and
Danish industries have invested quite a lot in biotechnology and health and
medical sectors. Second, as measured by the proportion of total investment
value, the three Nordic countries’ private equity firms have invested quite a
lot in biotechnology, health and medical sectors. As to investments in ICT, the
Norwegian firms rank exceptionally high among the European countries,
whereas the Finland’s position is again surprisingly low. However, no time-
series data are available to determine the extent to which Norwegian private
equity firms have been investing abroad or foreign private equity investors in
Finland.

Maturity (stage of venture capital cycle)

The stage of the venture capital cycle is reflected in the relative amounts of
funds raised, investments and exists. For example, if a lot of funds have been
raised compared to the investments made, a country is at a relatively early
stage of the cycle. In contrast, if a lot of investments have been made com-
pared to exists achieved, a country is about to enter the exit stage of the cycle.
Because of yearly variation in venture capital flows and the recent growth of



Financial systems and venture capital in Nordic countries: A comparative study - 49

Figure 1.10. Private equity investment in high technology sectors in Europe (1998-2001)
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The bars depict average values in 1998-2001.



50 - Ari Hyytinen and Mika Pajarinen

the venture capital activity in Europe, our analysis of the stage of the cycle is
based on the cumulative values, i.e. on the entire history of the venture capi-
tal industries. The idea is to measure the cumulative experience and hence
the overall lifecycle of the industry.

Albeit Figure 1.9 already provided some clues about the stage of the
venture capital cycle at which the Nordic countries are, we now test directly
whether the Nordic countries are lagging behind the European venture capi-
tal cycle. To this end, we calculate the ratios of cumulative funds raised to
cumulative investments and cumulative investments to cumulative divest-
ments using all the data we have, i.e. for 15 European countries for the 1991-
2001 period. Table 1.3 summarizes this exercise, with null hypothesis being
that the position of the Nordic venture capital industries in the venture capi-
tal cycle is the same as that of the other European countries. The hypothesis
is tested by computing t-tests for the ratios. The data speak for a laggard’s
position in the cycle, if the ratios are statistically significantly higher in the
Nordic countries than in Europe.

Table 1.3. Analysis of venture capital cycle in Nordic countries versus Europe (1991-2001)

Ratio of
Cumulative funds raised to Cumulative investments to
cumulative investments cumulative divestments

Nordic average 1.53** 4.24%%*
Denmark 1.86%%* 5.16%%*
Finland 1.74%** 4,04%**
Norway 1.14 277

Sweden 1.40 4.98%**

Note: Data source is European Private Equity & Venture Capital Association (EVCA), various yearbooks.
The data have been converted to US dollars prior to calculations. T-test for the null hypothesis that the
ratios are the same for the Nordic countries as for the other European countries. *** indicates statistical
significance at 1% level and ** at 5% level.

As we can see from Table 1.3, both ratios are statistically significant for
the Nordic countries as a whole. Of individual countries, the both ratios ob-
tain statistically significant values for Denmark and Finland and in the case
of investments to divestments also for Sweden. This analysis indicates that,
although the private equity industry in the Nordic countries grew quite rap-
idly in late 1990s, they are still laggards relative to the European private eq-
uity cycle. In particular, and consistent with our previous findings, only in
Norway the amount of funds raised, investments and exits are balanced rela-
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tive to each other when benchmarked to the corresponding European levels;
the other Nordic countries’ private equity industries are at an earlier stage of
the cycle. They have therefore less experience in investing the funds raised
and particularly in exiting the portfolio companies than the European coun-
tries have on average. This conclusion is reinforced if one agrees with the
view that despite their recent growth, the European venture capital markets
are at a very early stage of development, less diversified and less efficient
than those of the US (see, e.g.,, Communication of the European Commission
1998 and UNICE 2001).

1.3.3. DISCUSSION

The supply of venture capital is determined by the willingness of investors to
provide capital to venture capital firms. The willingness, in turn, depends on
the returns that the venture capital firms are expected to offer. From this per-
spective it is not surprising that previous research has linked venture capital
flows to the availability of exit mechanisms for venture capitalists and par-
ticularly to the strength of the IPO market and the size of the stock market.
Milhaupt (1997), Black and Gilson (1998), Jeng and Wells (2000) have for ex-
ample demonstrated that IPOs are one of the main drivers of venture capital
flows (both investments and fundraising) over time and across countries.?
There hence exists a strong indirect link between the availability of external
finance to young entrepreneurial firms and the stock market.

The importance of well-functioning financial markets for venture capi-
tal stems to a large extent from the vitality of the exit stage for the entire ven-
ture capital cycle.? Perhaps the most obvious reason for the importance of
exits is that the exits affect the monetary incentives of venture capitalists to
invest in certain firms and industries. Because many venture-backed firms
generate little, if any, cash flow, exiting is critical to ensuring attractive re-
turns. The incentives to invest therefore depend on how profitably venture
capitalists can exit the portfolio companies. The reverse direction of the ven-
ture capital process is important also because the opportunities for exits in-
fluence the venture capitalists” ability to raise capital in the future. An active
stock market enables the development of the market for private risk capital
also because it facilitates “the recycling of informed capital”, i.e. the experi-
ence and human capital of the venture capitalists (Black and Gilson 1998,
Michelacci and Suarez 2001). The informed capital is recycled when the ma-
ture portfolio companies go public. The listing enables exiting and allows the
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venture capital firms to redirect their financial and non-financial capital to-
wards younger firms.

The earlier research suggests that besides a strong stock market, there
are also other preconditions for the development of an active private equity
market. According to the literature, the development is enhanced by the
availability of funding from independent sources (e.g. pension funds); the in-
centive structures and contracting mechanisms of the economy; and finally,
overall risk tolerance and willingness of entrepreneurs and venture capital-
ists to pursue high-risk, high-return ventures (see for example Milhaupt 1997,
Black and Gilson 1998, Gompers and Lerner 2000).%° Macroeconomic condi-
tions and government programs can play an important role, too.

The Nordic developments are quite consistent with the findings of the
earlier research.3! First, the liberalization of domestic financial markets had a
positive influence on the development of private equity by raising the num-
ber of potential investors and liquidity, both in private and public equity
markets. The development improved the prospects for exits and the favor-
able stock market environment attracted the first movers to the industry. Sec-
ond, the Nordic private equity and venture capital activity nearly collapsed
by the end of the 1980s and early 1990s. Deteriorating macroeconomic condi-
tions were a main contributing factor to the collapse, as the deterioration in-
creased firms’ risks and thus the number of bankruptcies (cf. Section 1.2.1).
The firms financed by the venture capital firms have typically a higher than
average risk of default. Because such firms are more likely to suffer from
macroeconomic turbulence, the venture industry was hit by the downturn
sooner and harder than the economy on average. Moreover, the Nordic pri-
vate equity and venture capital firms were not up to face the adverse macro-
economic shocks because of the following reasons:

e Banks competed for market shares after the liberalization of financial
markets. The credit boom of the 1980s may have in this way substituted
credit for equity and worsened the adverse selection that the infant ven-
ture capital industry faced.®> In other words, the average quality of ven-
tures among the potential investee firms may have been of low quality be-
cause only very bad projects did not received financing from the banks.

e The venture capital firms lacked a degree or two of maturity and critical
size to face adverse shocks. The early venture capitalists were inexperi-
enced to guide their portfolio firms over the difficult market conditions.
Due to the small size of many of the venture firms, their portfolios were
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not well diversified and their financial resources were not sufficient to
back up the portfolio firms in financial distress.

e At least some of the early venture capital firms were quite strongly
growth-oriented, such as Mancon in Finland, and had therefore had fewer
incentives for careful ex ante screening of potential investee firms (see also
Seppad 2000).

The Nordic banks were heavily involved in the venture capital sector,
but the banks” own problems prevented them from helping the declining
venture capital industry. There was little capital available for the venture
capital firms from other sources, too. As a result, a period of slow progress
followed in the early 1990s.

Third, the change in the structure of the Nordic financial systems and
the governmental initiatives taken after the collapse of the venture industry
contributed to the renaissance of venture capital in mid 1990s. In 1999-2000,
the industry almost exploded in Finland and Sweden, and grew strongly, al-
beit to a much smaller extent, also in Norway and Denmark. In 2001 venture
capital boom slowed dramatically down.

Albeit governmental initiatives were important for the initial recovery,
the growth of the Nordic stock markets and increased liquidity therein dur-
ing the last years of the 1990s had a positive impact on the growth of private
equity activity because they improved the prospects for exits and recycling of
informed capital. The link between venture capital and stock markets, as
suggested by the received theory, was at work. The change in the financial
landscape may have also increased the willingness of independent financial
institutions and other institutional investors to provide funds to the sector.

Finally, the demand side has been important for the recent develop-
ments. The demand for venture capital is largely determined by entrepreneu-
rial activity, i.e. the availability of entrepreneurs that have promising ven-
tures, managerial skills and ambitions for growth, as well as alternative
sources of external funds to ventures (see, e.g., Florida and Kenney 1988, and
Milhaupt 1997). On the one hand, the heavy investments in high technology
sectors that were made during the 1990s provided the Nordic private equity
investors with plenty of interesting investment opportunities. On the other
hand, the severity of the banking problems created for sure room for new
providers of funding in the mid of the 1990s. Especially from the early-stage
and high-risk firms’ point of view, the increase of private equity activity in
the mid-1990s was welcomed because these firms may have faced relatively
more severe difficulties in getting sufficient financial backup from the tradi-
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tional sources of funds, i.e. from the banks. In this sense, the growth of ven-
ture capital was on demand to fill the financing gap that the reducing lending
by the struggling banks induced. Also the high real rates of interest in the
early 1990s may have adversely affected the availability and costs of debt
funding for firms with above average risk and uncertain cash flows.

1.4. CONCLUSIONS

We have documented several similarities that characterize the development
of the Nordic countries’ financial systems over the past decades. These in-
clude the liberalization of financial markets and the lending boom in the late
1980s, the banking crises and collapse of bank lending in the early 1990s, as
well as the growth of stock markets in the late 1990s. We have also docu-
mented that after a strong start, the private equity industries of the Nordic
countries first collapsed, then grew slowly in the early 1990s and more inten-
sively in the late 1990s. As a result of the recent developments, the Nordic fi-
nancial systems have not necessarily become larger. Rather, the countries
have moved towards stock market-centered financial systems. This charac-
terization seems to apply particularly to Finland where the stock market has
grown and the intermediated debt finance has contracted more relative to the
size of the economy than in the other Nordic countries.

Despite the growth trend, only in Sweden private equity has over the
past years reached the level (scale) of activity that its GDP share predicts. For
the scale achieved, the Nordic countries are still laggards compared to the
European private equity cycle. They have therefore less experience in invest-
ing the funds raised and particularly in exiting the portfolio companies than
the European countries have on average. This suggests that the Nordic ven-
ture capital may lack a degree or two of maturity when compared to the
other European countries.

These findings warrant four broad conclusions. First, because the steps
towards stock market based financial systems and the growth of venture
capital are recent phenomena and because it takes time to build a well-
functioning financial infrastructure (Rajan and Zingales 2002), the Nordic fi-
nancial systems are not necessarily mature enough yet to provide the finan-
cial services that undertaking (and completing) large-scale change, emerging
industries and knowledge-based economic growth require.

Second, the future of the recently established venture capital firms
(with weak, if any, reputation) depends on the returns they are able to gener-
ate for their investors. Because it seems that the Nordic countries’ private eq-
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uity industries are at an earlier stage of the venture capital cycle than else-
where in Europe, the long-run vitality of the market for risk capital hinges in
these countries on the exit opportunities that their financial systems generate
(see Ali-Yrkko et al. in Chapter 4 in this volume and Hyytinen 2002 for an
analysis of the Finnish exit environment).

Third, because of the recent step towards stock market-centered finan-
cial systems, the legal systems of the Nordic countries may have a more im-
portant role to play for the patterns of corporate finance in the future. The
reason for this is that explicit contracts and transparency are relatively more
important for an economy with a market-based financial system (Rajan and
Zingales 2002). In such systems, institutional relationships and market power
matter less, the providers of finance have to rely more on the “protection”
provided by the legal system and the ability to write explicit contracts and
their pricing determine the financial transactions undertaken. Prompt and
unbiased enforcement of contracts is instrumental to the efficient functioning
of a market-based financial system. In addition, efficient corporate govern-
ance is at the heart of innovative firms’ fundraising ability because of the
evolving pattern of their control and capital structures. Whether the Nordic
legal systems, mechanisms of corporate governance and particularly the pro-
tection of shareholders are up to the task(s) warrants further analysis (see
Hyytinen et al. in Chapter 2 and Kaisanlahti in Chapter 4 in this volume).

Finally, the Nordic private equity industries have evolved in tandem
with the overall macroeconomic conditions and stock market developments.
The initial growth phase and the renaissance in the 1990s coincided with fa-
vorable macroeconomic conditions while the collapse coincided, albeit not
perfectly, with increasing bankruptcies and macroeconomic turbulence. Even
though the current situation is in many ways different from the one that pre-
vailed prior to the collapse in the 1980s, there are similarities, too. This — to-
gether with the US experiences (see, Gompers and Lerners 2000, 2001b) —
suggests that turbulent macroeconomic environment is likely to have a
strong impact on the Nordic private equity industries. Because of frictions in
fundraising and investing (due to e.g. the contracts with the initial providers
of capital), the private equity industry responds to such turbulence with a
lag. Thus, if history is of any guidance, cycles will characterize the availabil-
ity of venture finance in the Nordic countries.
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ENDNOTES

! Private equity consists of venture capital investments, i.e,, equity investments in relatively young firms, as
well as management buyouts and buy-ins. Unlike in the US, European venture capital statistics classify buy-
outs as venture capital. We use these two terms interchangeably and try to be explicit in the analysis where
the definition matters.

2 Hellmann (1997) has for example argued that the financing of technology-based ventures whose value
derives mostly from growth opportunities is essentially such a high-risk niche that it may frequently be left
open by the traditional financial institutions, such as deposit banks. See also Black and Gilson (1998).

*The importance of financial development for growth has been emphasized for long; see for example King
and Levine (19933, 1993b) and the references therein.

* A recent paper by Demirgli¢g-Kunt and Maksimovic (2001) combines the comparison of bank-based vs.
market-based systems to the analysis of the importance of the legal system for corporate finance. The paper
documents that the development of a country’s legal system predicts access to external finance. There is
however no evidence for firms using external financing differently in bank-based than in market-based sys-
tems.

> It is often argued that the market-based financial system is better organized to finance emerging indus-
tries (see, e.g.,, Milhaupt 1997, Rajan and Zingales 2002, 2000, Holmstrom and Kaplan 2001).

© Drees and Pazarbasioglu (1995) provide an excellent account of the liberalization process in the four Nor-
dic countries. See also Vihridla (1997) for Finnish, Englund (1990) for Swedish and Ongena et al. (2000) for
Norwegian developments.

" These percentages derive from the authors’ own calculations, and they are based on data from Interna-
tional Finance Corporation’s "Emerging Stock Markets Factbook” (various issues).

8 The prices of stocks declined quite markedly at the beginning of the 1990s from their relative high levels
that had prevailed after the liberalization of financial markets in the 1980s. In Finland, Norway and Sweden,
stock prices reached their lowest value in 1992 (see Hyytinen and Pajarinen, 2001, Appendix 1, Figure A.1).

? It is worth noting that the volatility of stock prices was exceptionally high at the beginning of the 1990s,
too (Hyytinen 1999).

'%1n principal component analysis, the aim is to evaluate whether certain variables are related to the extent
that the number of variables can be reduced without significant loss of information. This amounts to finding
the unit-length linear combinations of the variables with the greatest variance.

' Due to their common history, the Nordic countries have similar legal systems. The basics of the legal sys-
tem in these countries are different from those of common-law and civil law countries to the extent that
they form “a separate family” (La Porta et al. 1998).

2]t is important to note that the results of these studies apply best to the situation that prevailed around
1994/1995. It is an open question how much things have changed since then both in absolute and in rela-
tive terms.

'3 See Hyytinen and Pajarinen (2001, Appendix 2) for a more detailed discussion.
'* See Drees and Pazarbasioglu (1995) and Edey and Hviding (1995, especially p. 61, Table A4).

1> See for further analysis Hyytinen and Pajarinen (2001, Appendix 3) where we develop this argumentation
in detail.

16 Edey and Hviding (1995, p. 28-29) have documented that at the beginning of the 1990s, Finland, Norway
and Sweden had outstanding amounts of commercial paper and corporate bonds in relation to their re-
spective GDP that compares to those of Japan, United Kingdom, Canada and France. The US commercial
paper and corporate bond markets were at the time clearly more, and the respective German markets less
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developed than those of the three Nordic countries. This source of finance was however of limited impor-
tance for many firms, as only larger firms had an access to these segments of capital markets.

7t is difficult to evaluate to what extent the demand for finance has not been satisfied. In Hyytinen and Pa-
jarinen (2001, Appendix 4), we touch upon this question by considering to what extent the Nordic firms
have used long-term external finance on and above their internal finance to fund their growth.

'8 See Hyytinen and Pajarinen (2001, Appendix 5) for the characteristics of the Nordic corporate sectors and
the importance of ICT firms therein.

19 See Karadmerlioglu and Jacobsson (2000) for a detailed analysis of the development and emergence of
the Swedish venture capital industry; Christensen (2000) for Danish developments; and Seppa (2000) for a
description of the Finnish developments.

2 The Swedish Féretagskapital was based on such an arrangement. In Finland, the very first development
(venture capital-like) company, Sponsor, was established already in 1967 by the Bank of Finland and certain
major private-sector financial institutions.

I The primary data used here are the various yearbooks of the European Private Equity and Venture Capital
Association (EVCA). The most recent data set is based on a Pan-European survey that covers the activity of
all participants in the industry, regardless of membership of the EVCA. The data are standardized, as it is col-
lected similarly from all countries surveyed. However, the previous surveys by the EVCA and therefore the
figures represented for the earlier years may be of poorer quality because of the limited coverage of the
survey in some countries; see, for instance, Karamomerlioglu and Jacobsson (2000) who question the repre-
sentativeness of the Swedish data in the earlier EVCA surveys. On the basis of their own data collection, the
authors find that certain earlier studies (using the EVCA data) may have underestimated the size of the
Swedish venture capital activity, as well as the share of the high-tech investments and the importance of
the early-stage investments by the Swedish venture capital firms. The same applies at least to some extent
to the Danish and Finnish data, too. More recent EVCA surveys should no longer be as deficient in this re-
gard. Anyhow, in international comparisons the use of the standardized EVCA data is preferable.

22 n addition, the statistics cover only formal private equity that is raised, invested and managed by specific
financial intermediaries, venture capital firms. Reynolds et al. (2000) have estimated that total informal risk
capital invested in 1999 by private investors was USD 1165 million in Denmark, USD 269 million in Finland,
USD 656 in Norway and USD 535 million in Sweden. As a percentage of all nascent, new firm financial sup-
port, these numbers represented for 94%, 74%, 87% and 67%, respectively, in the four countries. In the US,
the corresponding figures were USD 54 billion and 54%.

A telling example of the activities by the authorities is an SME council report of the Ministry of Trade and
Industry from 1990, proposing measures for the development of the venture capital industry (see Seppa
2000, p. 214, for details).

1t is worth noting that according to an analysis of the geographic origin of funds by Baygan and Freuden-
berg (2000), the amount managed by the Danish, Finnish and Norwegian private equity companies were, in
1999, smaller than the funds originating from the countries’ investors. Such outflows of funds were not ob-
served however for Sweden, where inflows amounted to around 50% of the funds raised by the Swedish
private equity firms. In a European comparison (Baygan and Freudenberg, 2000, p. 17), funds originating
from the domestic sources but managed by other European private equity firms were far more important
for Netherlands and Finland than for the other European countries. On the other hand, the Nordic countries
managed essentially no funds that originated from non-European countries and only the Swedish private
equity firms managed a non-negligible amount of funds that originated from other European sources. This
analysis applies unfortunately only to one year, i.e. 1999. The picture may be very different over time be-
cause of the volatile nature of private equity flows.

% The picture portrayed by Figure 1.6 changes somewhat when, first, international inflows of private equity
are taken into consideration. Baygan and Fredenberg (2000) have shown that in Denmark inflows of private
equity outweighed investment by domestic private equity firms by a factor of 4.5 in 1999. For Finland, Nor-
way and Sweden the corresponding figures were 1.5, 0.8, and 1.0, respectively. As a percentage of GDP, the
relative importance of inflows was largest for Denmark, followed by Finland and Sweden. In Norway, the in-
flow of funds was small but not non-negligible. Second, in terms of outflows, investments managed by the
Swedish and Norwegian private equity firms but going to other European countries were more important
than the same figures for Finland and Denmark. In sum, the analysis of Baygan and Fredenberg (2000) re-
veals that in an European comparison of private equity flows of European countries (concerning the year
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1999), net flows were clearly positive and thus most important for Denmark, relatively important for Finland,
negative but quite negligible for Sweden and negative, albeit moderately, for Norway.

%The amount of divestments can be measured both at cost and in terms of the number of divestments. For
brevity, we focus here on the latter. The total Nordic proportion of the European divestments (at cost) was,
on average, about 4.2% during the second half of the 1990s (see also Section 1.3.2).

27 We focus here on the period 1998-2000 to reduce the potential problems due to data quality as well as to
portray a more recent picture of the concentration.

2 Raw U.S time series data also supports this view; the correlation between the volume of IPOs in general
and particularly the volume of venture-backed IPOs and the (subsequent) fundraising appears to be strong
(Black and Gilson 1998, Gompers and Lerner 20013, 2001b). The strength of the IPO market is strongly re-
lated to the overall level of stock market prices and capital inflows into venture capital funds are greatest
during booming asset markets.

? The fact that achieving a profitable exit lies in many ways at the heart of the venture capital cycle has
been recognized for long; see e.g. Sahlman (1990).

%0 Other (non-financial market related) details of the design of institutional environment that support active
venture capital market are the regulation of labor market and labor mobility and taxation (Milhaupt 1997,
Black and Gilson 1998). An analysis of these other factors for Nordic venture capital is beyond the scope of
this study.

3 Karaémerlioglu and Jacobsson (2000) have recently argued that difficulties in access to available funding,
inefficient incentive structures, and deficient exit possibilities for venture capitalists blocked for long the re-
vitalization of the venture capital industry in Sweden. It seems that the same factors have had bearings on
the development of the private equity industry also in the other Nordic countries.

#The lending boom may thus have postponed in this way the early development of the Nordic private eq-
uity industry.
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2. INVESTOR PROTECTION AND FINAN-
CIAL DEVELOPMENT IN FINLAND

Ari Hyytinen, Iikka Kuosa and Tuomas Takalo”

Abstract:

It has been convincingly documented that the size and effectiveness of financial sys-
tems around the world can at least partly be traced to the differences in how the legal
system (legal rules and the quality of enforcement) of a country protects investors
against expropriation by corporate insiders. Hyytinen, Kuosa and Takalo (2003)
document how the protection of investors has evolved in Finland. They find that dur-
ing the period of 1980-2000 shareholder rights have been strengthened whereas
creditor rights have been weakened. In this Chapter we build on this earlier work to
take a closer look at the recent developments in investor protection and financial de-
velopment in Finland. We find that (as captured by the indices of investor protection
used in this study) the shareholder rights are currently in many ways comparable to
their US counterparts. Enhancing the stock market’s overall integrity, including its
liquidity, as well as market transparency have been the most important drivers of the
improvements in shareholder protection. The weakening of the creditor rights is re-
lated to the weakening of creditors’ control over bankruptcy due to the Act on Reor-
ganisation of Companies of 1993. We also discuss the implications of these findings
to the availability of finance to Finnish firms.

" Ari Hyytinen is at the Research Institute of the Finnish Economy (ETLA) and Etlatieto Ltd, likka Kuosa at the
Helsinki School of Economics and LTT Research Ltd and Tuomas Takalo at the Bank of Finland. Our earlier
joint work, reported in Hyytinen et al. (2003), forms the background for much of this Chapter. The views ex-
pressed in the Chapter are those of the authors. The usual caveat applies.
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2.1. INTRODUCTION

It has been convincingly documented in the so-called law and finance litera-
ture that the size and effectiveness of financial systems around the world can
at least partly be traced to the differences in how the legal system (legal rules
and the quality of enforcement) of a country protects investors against ex-
propriation by corporate insiders (La Porta, Lopez-de-Silanes, Shleifer, and
Vishny (LLSV) 1997, 1998, 2000, 2002, Levine, Loyza and Beck 2000, Beck and
Levine 2002a, and Glaeser, Johnson, and Shleifer 2001). These studies suggest
that upgraded corporate governance could expand financial markets and in-
crease their liquidity, facilitate the availability of external financing to new
firms, and improve investment allocation both within and between firms. Fo-
cusing on Finnish developments over the period of 1980-2000, Hyytinen et al.
(2003) find that shareholder protection has in Finland been strengthened
whereas creditor protection has been weakened and that these reforms are
consistent with a reorganization of the Finnish financial market in which a
bank-centered financial system shifted from relationship-based debt finance
towards increasing importance by the stock market.

Building on this literature, we review in this Chapter how the protec-
tion of shareholders and creditors has in Finland changed during the period
of 1980-2000. We consider in particular the changes in the investor protection
identified by in Hyytinen et al. (2003). When measuring the investor protec-
tion we focus on the 18 indices constructed in Hyytinen et al., developed
originally by LLSV (1997, 1998) and extended by Pistor (2000) and Glaeser,
Johnson and Shleifer (2001).! Besides describing the changes in investor pro-
tection, we briefly describe the development of the Finnish financial system
over the past two decades.

Anticipating, our main findings are as follows. First, as captured by the
indices used in this study, the shareholder rights are currently in many ways
comparable to their US counterparts. Enhancing the stock market’s overall in-
tegrity, including its liquidity, has been one of the most important drivers of
the improvements in shareholder protection. Second, the weakening of the
creditor rights is related to the weakening of creditors’ control over bank-
ruptcy due to the Act on Reorganisation of Companies of 1993. Finally, the re-
forms of accounting, auditing and disclosure rules have been comparable to,
if not more profound than, the reforms of the specific rules of shareholder
and creditor protection. As the recent corporate scandals in the US indicate,
the reforms of accounting, auditing and disclosure rules may have been more
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consequential to the availability of finance to firms than the reforms of share-
holder and creditor protection. The outcome of the Finnish reforms is a fi-
nancial system where the rights of shareholders are not so undeveloped as
they used to be.

The remaining of this Chapter is organized as follows. In the next sec-
tion, we review the literature that provides a background for our study. In
Section 2.3 we discuss the measurement of investor protection. In Section 2.4
the reforms of investor protection are described. In Section 2.5 we then take a
brief look at recent financial development in Finland. Section 2.6 concludes.
In the Appendix we provide the reader with a summary of changes in the
Finnish corporate governance beyond the legal reforms.

2.2. CORPORATE GOVERNANCE REFORM

2.2.1. LITERATURE REVIEW

There are various ways to classify the literature on corporate governance re-
form (see, e.g., Gilson 2001, Johnson 2000, and Pistor 2000). First, there is a
debate whether corporate governance around the world is converging to-
wards US standards or diverging along the path dependent trajectories (see,
e.g. Bebchuk and Roe 1999, Coffee 2000, 2001, Pistor 2000, and Schmidt and
Spindler 2000). Second, there is a debate whether the convergence or diver-
gence is functional, formal, or contractual (see e.g., Gilson 2001, Johnson
2000). In economics (see, e.g., Johnson 2000, and LLSV 2000), functional con-
vergence is often identified with the market-driven reforms and formal con-
vergence with the legal-driven reforms. Recently several scholars such as
Coffee (1999), Gilson (2001) and Johnson (2000) have proposed a third form
of corporate governance reform, contractual convergence. We discuss each
view in turn, beginning from the debate on convergence versus divergence.

The proponents of the divergence hypothesis draw on the theory of
path dependence (for detailed accounts of the theory, see Liebowitz and
Margolis 1995 and David 2000). According to Bebhuck and Roe (1999), Pistor,
Raiser and Gelfer (2000), and Schmidt and Spindler (2000) initial conditions
are the most powerful force in corporate contracting around the world. Insti-
tutional constraints shape corporate governance reforms, often leading to the
divergence instead of convergence.

The argument for convergence is twofold. Assuming that the current
US system emphasizing the shareholder value is the most efficient form of
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corporate governance, competition among firms and institutions forces the
rest of the world follow by one way or other. The means are developed either
by market (functional convergence) or by regulatory authorities (formal con-
vergence). This argument on the survival of the fittest, whose early advocates
include Easterbrook and Fischel (1991), rests on the assumption that in the
long-run both the market participants and the regulatory authorities will be
able to accomplish the required reforms to improve the economic perform-
ance.

The market-based view postulates that corporate governance reform is
driven by significant changes in the economic environment. Changing envi-
ronment creates pressure for market participants to carry out mutually bene-
ficial reforms, irrespective of particular legal requirements (Easterbrook and
Fischel 1991). According to Johnson (2000), the key elements of market-
driven convergence are reputation building by firms (as in Agnblad et al.
2000), independent agencies monitoring firms, and the voluntary codes of
conduct. As against this background, legal reforms may even be counterpro-
ductive, increasing the number of distortions rather than reducing them.

The market-based view on the reform hinges on the Coase theorem
originating from Coase’s (1960) influential article. Without transaction costs,
market participants will find the means to achieve efficient outcomes. As the
Coase theorem suggests, however, transaction costs may be high enough to
generate path dependence in corporate governance, leading to divergence in-
stead of convergence (Bebchuk and Roe 1999). In a series of influential arti-
cles, LLSV (1997, 1998, 1999 and 2000) show how the differences in corporate
governance across the countries stem from legal environment. This finding is
at the heart of the legal-based view on corporate governance reform, which
maintains that the reforms are driven by the changes in public law or regula-
tions. A successful reform thus necessitates changes in legislation (LLSV 2000,
Glaeser et al. 2001).

The third form of convergence, recently taken up by Coffee (1999), Gil-
son (2000), Johnson (2000), is based on private contracting. As Dixit (2001)
shows, market participants may voluntarily enter into contracts with an in-
termediate organization and grant it the power to punish misbehavior. A
threat of excluding is an additional incentive to obey the rules. Frequently
cited examples of such private contracts are the listing rules of the stock ex-
change, American Depository Receipts, and international accounting stan-
dards (e.g., Coffee 1999 and Johnson 2000).
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2.2.2. INTERNATIONAL EVIDENCE

There are a few studies on corporate governance reforms in various coun-
tries. Because corporate governance laws in transition countries were de-
signed from scratch, they provide an ideal platform for studying the impacts
of the regulatory design. Pistor (2000) documents the changes in the legal
protection of shareholder and creditor rights in 24 transition countries. Pistor
et al. (2000) then use this database to support the hypothesis of path depend-
ence. They show how corporate governance institutions persist despite sub-
stantial reforms at the formal level.

Glaeser et al. (2001) study corporate governance reform in Poland, the
Czech Republic and, to lesser extent in, Hungary. They conclude that a re-
form should be enforced by highly motivated regulators instead of judges.
They show how the main reason for the rapid financial market development
in Poland is the stringent regulatory enforcement of law. In Poland extensive
information disclosure by security issuers and intermediaries was mandated,
and an independent and motivated regulator authority was founded. In con-
trast, the lax and poorly enforced regulations in the Czech Republic led to the
expropriation of outside investors and stagnant financial market develop-
ment.

The evidence on corporate governance reforms in the EU countries is
scant. Johnson (2000) studies an instance of corporate governance reform in
Germany. Traditionally the German financial system is regarded as a bank
centered, where ownership is concentrated and security markets thin (Allen
and Gale 2000 and Gorton and Schmid 2000). However, the role of the Ger-
man stock market has increased compared to what it has traditionally been.
Even after taking into account the recent problems that the stock market has
faced, it seems that the strengthened role of the stock market for the German
economy has at least in part followed from the contractual and legal-based
reform of the country’s corporate governance.? The primary reform was the
launch of two new market places called the Neuer Markt and SMAX in 1996
by Deutsche Borse, the company operating the Frankfurt Stock Exchange. In
light of the recent developments one might be tempted to argue that the crea-
tion of the Neuer Markt was only a part of the now burst high-technology
bubble. However, the emergence of such ‘new’ stock markets in Europe was
apparently integral to the development of many growth-oriented firms and
to the growth of venture capital industry (Bottazzi and Da Rin 2002a,b and
Da Rin and Bottazzi 2002). From this perspective it is somewhat unfortunate
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that “[T]he commonly perceived degree of achievement of the ‘new’ markets
has varied with stock prices” (Bottazzi and Da Rin 2002b).

2.3. MEASURING INVESTOR PROTECTION

In the next two Sections we describe on how the levels of shareholder and
creditor protection conferred by the Finnish legal system can be measured.
To this end we describe the indices of shareholder and creditor rights devel-
oped by LLSV (1997, 1998) and their extensions by Pistor (2000), Pistor et al.
(2000), and Glaeser et al. (2001). We only briefly explain the indices and their
coding, referring the reader to Hyytinen et al. (2003) and in particular to the
original papers by LLSV (1997, 1998), Pistor (2000), Pistor et al. (2000), and
Glaeser et al. (2001) for details.

2.3.1. MEASURING SHAREHOLDER RIGHTS

The main determinants of shareholder rights in Finland can be found from
the Finnish Companies Act 734/1978 (effective 1 Jan 1980) and the Securities
Market Act 495/1989 (effective 1 Jan 1989). The Companies Act applies to all
limited companies — whether private or state owned, family enterprise, or
publicly listed. Its preparation was based on Nordic cooperation, which ex-
plains the similarity of investor protection across the Nordic countries, as
documented in LLSV (1997, 1998).3 Prior to the Securities Market Act of 1989,
there was no specific law governing securities markets.

Antidirector index of LLSV (1997, 1998) and extensions

We consider four shareholder rights indices, two of which were developed by
LLSV (1997, 1998). The shorter version is also known as the antidirector in-
dex, but we label it LLSVsh_6, because it consists of six measures of minority
shareholder protection provided by company law or commercial code: 1)
one-share-one vote; 2) proxy by mail; 3) shares not blocked before meeting; 4)
cumulative voting or proportional presentation; 5) oppressed minorities
mechanism; and 6) pre-emptive rights. The longer version, called here
LLSVsh_8, includes two additional provisions: 7) percentage of share capital
to call an extraordinary shareholders’ meeting; and 8) mandatory dividend.
Pistor (2000) fine-tunes the LLSVsh_6 by splitting three of the original
LLSV criteria. For example, she distinguishes between registration of shares
and blocking of shares prior to shareholder meeting. Registration of shares
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differs from blocking in that shares preserve control rights in the sharehold-
ers’ meeting even if they are traded after registration. We term this modified
LLSV index LLSVsh_pis. Glaeser et al. (2001) consider ten additional meas-
ures of minority shareholder protection. These include, e.g., minority share-
holders’ right to appoint an additional board of auditors, the right to verify
participants in the general shareholders’” meeting, and the existence of quo-
rum requirements. We denote this index LLSVsh_gla.4

Decomposition of shareholder rights

Pistor’s (2000) taxonomy of shareholder rights suggests five additional indi-
ces of investor protection (see also Pistor et al. 2000). These measure the legal
dimensions of corporate governance in more detail than the indices con-
structed in the previous section. Following Pistor (2000) we denote these by
VOICE, EXIT, ANTIMANAGE, ANTIBLOCK and SMINTEGR.

The rationale for constructing the VOICE and EXIT indices emerges from the in-
fluential work of Hirschmann (1970), who argues that shareholders may exercise
their control over management by either exercising voting rights (voice) or sell-
ing shares (exit). Pistor (2000) points out that, although both mechanisms protect
minority shareholders, they are secured by different legal rules and have differ-

ent impacts on shareholder behavior.

The VOICE index attempts to capture the strength of voting rights. The
provision for mandatory dividend notwithstanding, this index includes the
LLSVsh_8 indicators. It also includes six additional indicators of sharehold-
ers’ control rights: 1) minority shareholders may demand convocation of ex-
traordinary shareholder meeting; 2) executives (incl. general directors) are
appointed or dismissed by the supervisory board rather than by the share-
holder meeting; 3) members of management and supervisory board may be
dismissed at any time without cause; 4) at least 50% of total voting shares
must be represented at a shareholder meeting for it to take binding decisions;
5) fundamental decisions — including charter changes, liquidation of compa-
nies, sale of major assets — require qualified majority (at least 3/4); and 6) su-
pervisory board members are elected by shareholders (no mandatory repre-
sentation of employees or the public).

The EXIT index consists of four legal rules allowing shareholders to
leave corporations and liquidate their investments: 1) right to transfer shares
is not restricted by law and cannot be limited by charter; 2) formal require-
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ments for transfer of shares are limited to endorsement (bearer shares) and
registration (registered shares); 3) minority shareholders have a put option
(may demand that their shares be bought by the company at fair value) if
they have voted against major transactions such as mergers, reorganization,
sale of major assets, and charter changes; and 4) mandatory takeover bid
(threshold).

The purpose of the ANTIMANAGE and ANTIBLOCK indices is to
capture the impact of a legal system on two main conflicts of interests in cor-
porate governance. The ANTIMANAGE index emphasizes the classical cor-
porate governance problem, i.e., the conflict of interest between shareholders
and management. It includes the following legal rules aimed at protecting
shareholders against management: 1) shareholders may take judicial action
against executives’ decisions (also included in LLSVsh_8); 2) minority share-
holders may demand convocation of an extraordinary shareholder meeting;
3) executives (incl. general directors) are appointed or dismissed by the su-
pervisory board rather than by the shareholder meeting; 4) members of man-
agement and supervisory board may be dismissed at any time without cause;
5) an audit commission may be called for by minority shareholders repre-
senting not more than 10% of shares; and 6) conflict of interest rules, includ-
ing rules on disclosing conflict and abstaining from voting, are included in
the law.

The ANTIBLOCK index focuses on the tension between minority
shareholders and blockholders which, as LLSV (2002) suggest, should be the
more severe, the more concentrated the company’s ownership. The AN-
TIBLOCK index takes into account eight provisions for protecting minority
shareholders against large owners: 1) cumulative voting in election of mem-
bers of supervisory board; 2) other rules ensuring proportional board presen-
tation; 3) shareholders may take judicial action against decisions by execu-
tives; 4) current shareholders have pre-emptive rights in case new shares are
issued by the company; 5) at least 50% of total voting shares must be repre-
sented at a shareholder meeting for it to take binding decisions; 6) minority
shareholders have a put option (may demand that their shares be bought by
the company at fair value) if they have voted against major transactions such
as mergers, reorganization, sale of major assets, and charter changes; 7) man-
datory takeover bid (threshold); and 8) acquisition of large blocks of shares
triggers mandatory disclosure (threshold). The first four variables are also in-
cluded in LLSVsh_8.

Finally, we code a stock market integrity index called SMINTEGR. It
includes six measures of the protection of ‘market liquidity”: 1) conflict of in-
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terest rules, including rules on disclosing conflict and abstaining from voting,
are included in the law; 2) shareholder register must be maintained by an in-
dependent firm (not the issuing company); 3) insider trading prohibited by
law; 4) acquisition of a large block of shares triggers mandatory disclosure
(threshold); 5) a state agency conducts capital market supervision; and 6)
capital market supervision is formally independent.

2.3.2. MEASURING CREDITOR RIGHTS

The main determinants of creditor rights in Finland can be found in the Lig-
uidation Bankruptcy Code 31/1868 (effective 9 Nov 1868), the Act on Compo-
sitions 148/1932 (effective 10 May 1932), the Act on Restitution of Assets in
Bankruptcy 758/1991 (effective 1 Jan 1992), the Act on Claim Priorities
1578/1993 (effective 1 Jan 1992), and the Act on Reorganisation of Companies
47/1993 (effective 8 Feb 1993). In addition, there are liquidation provisions in
the Companies Act.

Creditor rights index of LLSV (1997, 1998) and an extension

We begin our analysis of creditor rights by coding the index developed by
LLSV (1997, 1998). The index, which we refer to as LLSVcr, consists of four
measures of creditors’ role in bankruptcy and reorganization: 1) restrictions
on going into reorganization; 2) no automatic stay on secured assets; 3) se-
cured creditors first; and 4) management does not stay. We also consider an
extension to the LLSVcr initiated by Pistor (2000). This index, here denoted
LLSVcr_pis, adds to the LLSVcr a discrete variable for the provision for a le-
gal reserve, i.e.,, the minimum percentage of total shares required to avoid
dissolution of the company.

Decomposition of creditor rights

The LLSVer and LLSVer_pis indices reflect moral hazard problems stemming
from US legislation allowing choice between reorganization (Chapter 11) and
liquidation (Chapter 7). Because such a choice was impossible in Finland
prior to 1993, we draw on Pistor’s (2000) taxonomy of creditor rights to code
three alternative indices of investor protection. Following her, we denote
them by CREDCON, COLLAT, and REMEDY.

The CREDCON index measures the degree of creditors’ control of the
bankruptcy. It includes the LLSVcr indicators, except for the provision on re-
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strictions for going into reorganization, and two additional variables: 1)
automatic trigger to file a bankruptcy (debtor unable to meet obligations for
more than 90 days); and 2) adoption of a reorganization or liquidation plan
requires creditor consent.

As noted in Pistor (2000), the relevance of LLSVcr and CREDCON is
subject to collateral rules in a legal system. The two indices in practice as-
sume that security interests are in place and, accordingly, tangible assets can
be secured. In other words, there is a need to measure the collateral rules. We
thus construct the COLLAT index, which includes the following three provi-
sions: 1) establishing a security interest in movable assets does not require
transfer of asset; 2) law requires the establishment of a register for security in-
terests in movables; and 3) enforceable security interest in land may be estab-
lished.

The CREDCON and COLLAT indices measure creditors’ control rights
in a bankruptcy, but the legislation may also allow the creditors to impose
sanctions on management. To capture the creditors’ legal possibilities to pun-
ish the management, we construct an index, called REMEDY, consisting of
three variables: 1) legal provisions that allow creditors to pierce the corporate
veil; 2) management can be held liable for violating provisions of insolvency
law (lower threshold than criminal law activities required); and 3) transac-
tions preceding the opening of bankruptcy procedures may be declared null
and void.

2.4. REFORMS OF INVESTOR PROTECTION IN FINLAND

2.4.1. REFORMS OF SHAREHOLDER RIGHTS

Figure 2.1 displays how shareholder rights have been reformed. All the indi-
ces suggest that protection of minority shareholders remained stable until the
reform of the Companies Act in 1997, when it was strengthened. The gov-
ernment bill to the diet (HE 89/1996) reveals the reason for increasing the
protection of (minority) shareholders: there was a need to remove certain in-
consistencies that compromised the general principle of equal treatment of
shareholders (the changes are discussed in more detail below). Comparison
of the values in Figure 2.1 to the findings in LLSV (1997, 1998) is somewhat
dubious, because shareholder rights may also have been changed in the other
countries. However, keeping this caveat in mind, we can conclude that by
2000 protection in Finland reached the level of the common law countries re-
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ported in LLSV (1997, 1998). For instance, the score of 5 in LLSVsh_6 in 2000
is the same as the average score for common law countries in LLSV (1997,
1998)¢ and higher than the world average of 3.0 and the average of 2.33 re-
ceived by the French and German civil law countries.

Figure 2.1. Shareholder rights (1980-2001)
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Figure 2.2 displays the development of VOICE, EXIT, ANTIMANAGE,
ANTIBLOCK and SMINTEGR in Finland in 1980-2000. The development of
SMINTEGR shows that stock market integrity was quite poor at the start of
the 1980s, which belongs to the era of the regulated financial system. Stock
market integrity improved significantly in the late 1980s and early 1990s.
SMINTEGR increased in 1989 due to the introduction of the Securities Mar-
ket Act, which led to three improvements in Finnish legislation: First, insider
trading was prohibited; second, automatic disclosure triggers for the acquisi-
tion of large blocks of shares were established; and third, a State agency was
made responsible for capital market supervision. SMINTEGR increased also
in 1991 because of the introduction of legislation that required an independ-
ent company to conduct the shareholder register. Finally, the reorganization
of financial market supervision in 1992-1993 improved the market integrity.
SMINTEGR improved in 1993 when the Financial Supervision Authority was
officially created to independently oversee the capital market. Figure 2.2 also
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reveals that the emphasis in legislative reform has been on protection of mi-
nority shareholders (ANTIBLOCK) rather than the agency problem between
management and shareholders (ANTIMANAGE). ANTIBLOCK increased in
1989 due to new legislation requiring automatic disclosure of large blocks of
shares.

Internal control rights, as captured by VOICE, have also improved.
Our interpretation is that the one share-one vote rule was to an extent
adopted in connection with the 1997 company law reform. For corporations
with multiple share classes, the old Finnish code did not require a consensus
among the shareowners of the different classes. In 1997 the law was changed
so that a majority decision is needed in each class in case of major transac-
tions — such as mergers, divestitures, and share repurchases — that may en-
danger the position of the shareholders in the company. As a result, there is a
vote in each share class and, within a class, there are no differences in voting
rights.” Another internal control right was strengthened at the same time:
proxy voting by mail was allowed. It is these two changes that explain why
VOICE increased in 1997.

Figure 2.2. Decomposition of shareholder rights (1980-2001)
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2.4.2. REFORMS OF CREDITOR RIGHTS

Figure 2.3 displays how creditor rights have been reformed. Both indices
suggest that the Act on Reorganisation of Companies in 1993 was detrimental
for creditor protection. The slight increase in LLSVcr_pis in 1997 is due to an
increase in the minimum percentage of total shares required to avoid dissolu-
tion of the company. The revision of the Companies Act in 1997 increased the
legal reserve from 33% to 50%. Note that the sharpest reduction in creditor
rights coincides with the economic crisis of the early 1990s when bankrupt-
cies reached unprecedented levels and Finnish banks were struggling.

As a result of deterioration of creditor rights, Finnish legislation cur-
rently provides a lower level of creditor protection than common or civil law
countries, as reported in LLSV (1997, 1998). The score of 1 for Finland in 2000
is lower than the world average of 2.3 and the Nordic average of 2.0. Prior to
1993, the score for Finland was 4. As stated earlier, the comparisons to LLSV
should be interpreted cautiously, because the legislation may also have been
changed in the other countries.

Figure 2.3. Creditor rights (1980-2001)
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Figure 2.4 displays the development of CREDCON, COLLAT and
REMEDY in Finland in 1980-2000. As against our earlier findings, it is not
surprising that creditors’ control over bankruptcy was significantly weak-
ened by the Act on Reorganisation of Companies of 1993. The reform implied
first of all that the restrictions on going into reorganization were weakened.

We argue that there is an automatic trigger to file a bankruptcy in the Finnish
law, although this differs slightly from the trigger proposed by Pistor (2000). Ac-
cording to the Finnish Companies Act of 1978, if the board of directors finds that
the company’s equity is below 50% of share capital, it should without delay pre-
pare a balance sheet and have it audited. The board should, within two months
from preparation of the balance sheet, convene a general meeting of sharehold-
ers to consider liquidation of the company. If the company’s equity is below 50%
of share capital by the following general meeting — to be held within twelve
months after the first mentioned general meeting — the company must be liqui-

dated.

The reform also implied that the scope of the automatic stay on assets
preventing secured creditors from getting their security was expanded and
that the Act diluted creditor rights by enabling management to remain in the
reorganization. As regards the latter, our interpretation is disputable. After
the reform of 1993, the management can stay in a reorganization, although its
power is limited and a trustee should be appointed. Prior to the reform, how-
ever, the management did not have the option of staying because a trustee
and the creditors managed the company in bankruptcy. It was possible for
members of the pre-bankruptcy management to be selected to run the com-
pany, though.

These three changes explain why CREDCON decreased in 1993. The
other creditor rights have remained untouched and strong. In the dimensions
measured by the COLLAT, Finnish legislation provides a maximum level of
investor protection. Because the Act on Restitution of Assets in Bankruptcy
became effective at the start of 1992, it became easier to resituate transactions
preceding the opening of bankruptcy. The change increased REMEDY in the
crisis year 1992.
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Figure 2.4. Decomposition of creditor rights (1980-2001)
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Summary of shareholder and creditor rights

To evaluate the overall changes in investor protection, we now sum all the
shareholder rights indicators given by Pistor (2000). The index is denoted by
CUMSUMsh_pis. We then add to the CUMSUMsh_pis the indicators sug-
gested by Glaeser et al. (2001) and label it CUMSUMsh_gla. An aggregate in-
dex of creditor rights is developed using Pistor’s (2000) indicators; it is called
CUMSUMcr_pis. Finally, we combine CUMSUMSsh_gla with CUMSUMcr_pis
to obtain an index, CUMSUM_total, of general investor protection. The re-
sults are reported in Figure 2.5.

Figure 2.5 demonstrates that at the start of the 1980s creditors were in
terms of our indices better protected than shareholders but that the situation
was reversed by 2000. As measured by the cumulative indices, Finnish legis-
lation in 1980 covered about 80% of maximum creditor rights (as measured
by the indices), but by 2000 the coverage had decreased to about 60%. After
an increase of some 30 percentage points over the sample period, shareholder
rights currently cover nearly 70% of maximum shareholder protection. As the
development of the CUMSUM_total index illustrates, the increase in share-
holder protection more than ‘compensates’ for the decrease in the creditor
protection.
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Of course, we should not take too seriously the ability of CUMSUM_total to
measure ‘overall investor protection’, as it may well be that some rules protect-
ing shareholders are in conflict with some interests of creditors but in harmony
with others, and vice versa. In the early 1980s, Finnish legislation covered about
50% of maximum protection, but the coverage increased to more than 60% by
2000. The development has, however, been non-monotonic. During the mid-
1990s, the index value dropped, because the weakening of creditor rights had al-
ready been accomplished, but the main improvements in shareholder rights
were effected only later. The outcome of the Finnish reform is a financial system

where shareholders are, in terms of our indices, ‘better’ protected than creditors.

Figure 2.5. Summary of shareholder and creditor rights (1980-2001)
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2.4.3. REFORMS OF ACCOUNTING STANDARDS AND DISCLOSURE RULES

In the early 1980s Finnish accounting legislation, which was based on an
idiosyncratic cost-income theory, differed from international standards. The
primary aim of the Finnish accounting system was to determine the income
of a financial year, which was in contrast to the Anglo-Saxon, IAS and US
GAAP systems, which aimed at disclosing companies’ earnings positions to
investors.! The accounting legislation shared similarities with the German
system, which, Johnson (2000) argued, is geared towards protecting creditors
and preserving capital and is closely linked to taxation principles.® In contrast
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to US firms, Finnish firms were unable to minimize taxable income without
altering the pre-tax earnings reported to shareholders. The accounting rules
also allowed dividend-based earnings management, which was a common
practice among the Finnish companies prior to 1989 (Kasanen et al. 1996).

In the 1990s Finnish accounting rules underwent a series of reforms
that narrowed the gap vs. IAS rules. Reform of the accounting legislation in
1992 (effective 1 Jan 1993) brought, e.g., the true-and-fair-view principle into
Finnish legislation and reduced the scope for use of discretionary reserves.
Although the reform was driven by national considerations, it also brought
Finnish accounting legislation into line with the fourth and seventh Com-
pany Law Directives of the EU. European integration was, however, underly-
ing another major reform of the accounting legislation in 1997, when the
remnants of the peculiar cost-income theory were replaced. The use of IAS
was also facilitated in connection with the revision.

The auditing regulation was also revised in the 1990s. The new Audit-
ing Act came into effect at the start of 1995, replacing the old auditing legisla-
tion that had been introduced in the early 1980s. Besides incorporating the
latest European developments into Finnish legislation, the Act increased both
qualification requirements for auditors and their reporting and monitoring
duties, and emphasized auditors’ independence (Government bill 295/1993).

Like the accounting and auditing standards, Finnish disclosure rules
were still underdeveloped in the early 1980s. By international standards, the
quality of Finnish disclosure was low (Keloharju 1993, Kinnunen et al. 2000).
Since then, a number of improvements have been made. Disclosure require-
ments and sanctions for violations were stipulated in the self-regulation of
the Helsinki Stock Exchange in 1985. The mandatory disclosure requirement
was incorporated into Finnish legislation by the Securities Markets Act of
1989, which introduced a legal liability for violations of disclosure rules. The
rules of the Helsinki Stock Exchange were first revised in 1990 and for the
second time in 1994 in conjunction with a revision of the Securities Markets
Act. As a result of the reform, Finland’s disclosure rules are close to the stan-
dards in the other EU’s member countries (Seppanen 1999).

What the foregoing suggests is that the reforms of accounting, auditing
and disclosure rules have been comparable to, if not more profound than, the
reforms of the specific rules of shareholders and creditor protection. As the
recent corporate scandals in the US indicate, the former reforms may have
been more consequential to the availability of finance to firms than the latter
ones.
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2.5. RECENT DEVELOPMENTS IN THE FINNISH FINANCIAL
SYSTEM

The Finnish financial system has traditionally been relationship-focused,
debt-based, and dominated by deposit banks. As a result of the bank domi-
nance, the stock market was for example small and illiquid in the early 1980s
(Hietala 1989, Kasanen et al. 1996). In this section we take a brief look at how
things have changed since then.

2.5.1. OVERALL FINANCIAL DEVELOPMENT

To measure the deepness of a financial system and the relative importance of
equity and debt as a source of firms’ external finance is not an easy task. In
this section we use the indices computed in Hyytinen et al. (2003) and origi-
nally developed in Beck and Levine (2002b) to overcome the measurement
problem. We follow the same procedure as for indices of investor protection
and explain briefly the measures. The reader is referred to Hyytinen et al.
(2003) and especially to the original paper by Beck and Levine (2002b) for
further details.

The Finance-Activity measure in Beck and Levine (2002b) measures
the amount of financial market activity in an economy, which is given by the
log of the product of two ratios: the value of private sector credit provided by
financial intermediaries to GDP and the value of shares traded on the stock
market to GDP. The larger is the measure, the higher is the volume of finan-
cial transactions in the economy at a given point of time. Hyytinen et al.
(2003) modify the Finance-Activity measure in two ways. First, they consider
only corporate credit that includes all corporate credit granted by financial
institutions, government, and pension funds.! This corporate lending meas-
ure also includes institutions” holdings of corporate bonds and commercial
paper. Second, to filter the forward-looking component of stock prices, the
value traded is divided by market capitalization. This gives a turnover meas-
ure that is invariant to expectations-driven stock prices, because stock prices
enter both numerator and denominator. Because of Nokia’s dominant role in
the Helsinki Stock Exchange in the late 1990s, a measure that excludes Nokia,
called Finance-Activity (w/o Nokia), is also used.

The Finance-Size measure in Beck and Levine (2002b) is defined by the
log of the sum of two ratios: value of private sector credits provided by fi-
nancial intermediaries to GDP and market capitalization to GDP. While it has
many advantages, the measure suffers from the defect that growth of stock
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market capitalization reflects asset price inflation, i.e., increases in the dis-
counted value of companies’ expected cash flows. To measure the size of the
stock market in real terms — i.e., at expectations-adjusted stock prices, as in
Rousseau and Wachtel (2000) — we normalize the time series of market capi-
talization and GDP, respectively, at 1995 share price level and overall price
level.

As Figure 2.6 illustrates, Finance-Activity increases in the first half of
the 1980s and then declines, hitting bottom during the economic crisis of the
1990s. It then rapidly recoups but, surprisingly, declines again in the end of
the 1990s. The effect on the Nokia is small, because the measures have been
adjusted for the effect of expectations-driven stock prices. The development
of the Finance-Size measure is less volatile, but it also decreases toward the
end of the 1990s.

Figure 2.6. Financial development (1980-2000)
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Note: Data source is Hyytinen et al. (2003).

This then raises the question of why financial market activity has been
stagnant. The individual components of the Financial-Activity and Finance-
Size measures reveal that the liquidity of the stock exchange has improved
during the latter half of the 1990s, but financial intermediaries’ corporate
lending relative to GDP has decreased sharply at the same time. To elaborate
on the issue whether the orientation of the Finnish financial system has been
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moving from banks towards the stock market, we follow Beck and Levine
(2002b) and construct Structure-Activity and Structure-Size measures. As in
the case of the Finance-Activity and Finance-Size measures, we modify them
to eliminate the forward-looking component of share prices. Structure-
Activity compares activities of the stock market and financial intermediaries.
It is equal to the log of the ratio of stock market turnover to corporate claims
of financial intermediaries, where intermediaries’ claims are measured in
GDP shares. We again control for Nokia’s impact by computing the measure
without it (Structure-Activity (w/o Nokia)). The second measure, Structure-
Size, captures the relative size of the stock market with respect to intermedi-
ated debt finance. It is defined as the log of the ratio of real market capitaliza-
tion to corporate claims of financial intermediaries.

Figure 2.7 illustrates developments in the Structure-Activity and Struc-
ture-Size indicators. They demonstrate how the Finnish financial system has
over the past twenty years disengaged from debt finance towards increasing
dominance of stock markets. The trend is clear, although the crisis of the
early 1990s temporarily disrupts it. Although there was a change towards
stock market-oriented financial system already in the 1980s, the rate of
change accelerated during the 1990s.

The structural change of the Finnish financial market is also evident
from Figure 2.8, which depicts changes in sources of external finance for four
consecutive periods.!? Figure 2.8 shows how equity issues and venture capital
have increased in relative importance as sources of external funds to firms.
There has been a major decline in the intermediated debt. It seems that mar-
ket-based debt finance has also shifted toward shorter maturities, because the
corporate bond stock decreased while the commercial paper stock increased.

In summary, it seems that the bank-centered financial system has dis-
engaged from relationship-based debt finance towards increasing influence
of equity capital and stock markets. The findings of a qualitative analysis of
the recent developments in the Finnish financial system, presented in Hyyti-
nen et al. (2003), are consistent with this conclusion, too.
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Figure 2.7. Financial structure (1980-2000)
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Figure 2.8. Flows of external finance to firms (1980-2000)
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2.5.2. CHANGES IN OWNERSHIP STRUCTURES OF FINNISH COMPANIES

A key hypothesis stemming from the growing law and finance literature (see,
e.g., LLSV 1998, 2000) is that legal protection and control are substitutes. In
this Section we build on Hyytinen et al. (2003) to show that the Finnish evi-
dence runs against the hypothesis. As said, at the start of the 1980s the Fin-
nish financial system had a main-bank structure. The most important Finnish
firms were roughly divided into three spheres, which were controlled by the
main Finnish commercial banks (Lantto 1990). A salient feature of the power
spheres was the cross-ownership between financial institutions and nonfi-
nancial firms. As a result, the financial institutions had a substantial influence
on the decision-making of non-financial firms (Pohjola 1988, Kasanen et al.
1996). Because the banks held large stakes in the firms in their spheres
through equity and debt, they provided both financial and managerial sup-
port, if a firm in their sphere encountered financial difficulties.

As indicated by the analysis of Hyytinen et al. (2003), the banking cri-
sis and industry restructuring resolved the spheres almost completely by
2000. The ownership shares of financial institutions increased during the
1980s but have subsequently declined substantially. The role of financial in-
stitutions has thus diminished, not only as providers of debt finance, but also
as owners.!?® Foreign ownership has also grown substantially (see also Kar-
hunen and Keloharju 2001, and Ali-Yrkko and Yla-Anttila, Chapter 7 in this
volume).

Changes in ownership structures of Finnish companies thus seem to
support the decreasing importance of deposit banks in the Finnish financial
system. Against the findings of LLSV (1997, 1998 and 2000), the conclusion is
puzzling in that there has been neither a decrease in ownership concentration
nor an increase in the ownership of financial institutions despite the indis-
putable strengthening of shareholder rights and equally indisputable weak-
ening of creditor rights. The finding is at odds with the view that law and
power are substitutes.
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2.6. CONCLUSIONS

It has been convincingly documented in the so-called law and finance litera-
ture that the size and effectiveness of financial systems around the world can
at least partly be traced to the differences in how the legal system (legal rules
and the quality of enforcement) of a country protects investors against ex-
propriation by corporate insiders. Building on this view, Hyytinen et al.
(2003) document that changes in Finnish corporate governance system have
been profound and that they have treated shareholders and creditors un-
equally. In particular, it seems that shareholder protection has been strength-
ened while creditor protection has been weakened considerably and that the
changes in investor protection parallel a complete reorganization of the Fin-
nish financial markets. In this reorganization, companies have to a large ex-
tent substituted equity for debt and a bank-centered financial system has dis-
engaged from relationship-based debt finance towards increasing influence
of stock markets.

We have in this Chapter reviewed how Finland’s corporate governance
and financial system have changed over the past twenty years, or so. We
have, in particular, taken a closer look at the specific changes in shareholder
and creditor protection that Hyytinen et al. identified. We have three main
findings:

o First, as reflected by the material provisions in the Finnish legislation and
captured by the indices used in this study, the shareholder rights are cur-
rently in many ways comparable to their US counterparts and not so un-
developed as they used to be. Enhancing the stock market’s overall integ-
rity, including its liquidity, has been one of the most important drivers of
the improvements in shareholder protection. The other changes in share-
holder rights have alleviated the tension between minority shareholders
and blockholders. Given that the concentration of ownership in Finland
has in the past been relatively high, this policy is understandable, espe-
cially because the tension should be the more severe the more concen-
trated the ownership of firms. Finally, enhancing the strength of voting
rights is consistent with the view that in the past shareholders may have
had problems in exercising their control over management both because
the Finnish boards of director used to be occupied by the top managers of
firms and because the opportunities for exit (selling shares) on the market
place have been limited.
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e Second, the weakening of the creditor rights is related to the weakening of
creditors’ control over bankruptcy due to the Act on Reorganisation of
Companies of 1993. The reform implied, among other things, that the
restrictions on going into reorganization were weakened and the scope of
the automatic stay on assets preventing secured creditors from getting
their security was expanded.

e Third, the reforms of accounting, auditing and disclosure rules have been
comparable to, if not more profound than, the reforms of the specific rules
of shareholders and creditor protection. As the recent corporate scandals
in the US indicate, the former reforms may have been more consequential
to the availability of finance to firms than the latter ones.

Though our study has several limitations, we boldly draw some policy
relevant lessons. The first derives from the finding that the Finnish financial
system has contracted relative to the size of the economy to the level it was in
the mid 1980s. While we have not examined in detail the main reason for the
decline, i.e. the reduced corporate lending by the Finnish financial institu-
tions, our study shows that it has taken place after the deterioration of credi-
tor rights. Because intermediated debt finance is still a major source of fi-
nance to SMEs (Hyytinen and Pajarinen, Chapter 6 in this volume), the ques-
tion is whether the financial institutions facing the weakened creditor rights
(and increasing competition) have incentives to supply the kind of long-term
debt finance the SMEs need. The worst (but not necessarily most likely) sce-
nario is that the decline in corporate lending is a symptom that the financial
system is slowly becoming unbalanced.

The second lesson that we would like to put forward is that if the avail-
ability of capital is a problem, the strong shareholder protection should be
maintained, because it may stimulate innovation finance, such as venture
capital, and the growth of the stock market. Stimulating these may be of par-
ticular importance for Finland, as there is some new evidence showing that
financial systems in advanced countries are associated with patterns of R&D
rather than fixed investment (Carlin and Mayer 2002). Moreover, there are ar-
eas of regulation where appropriate rules could further enhance the availabil-
ity of innovation finance and the growth of the stock market. Because the
comparative advantage of market-based financial systems essentially builds
on transparency and the efficiency of price signals (Rajan and Zingales 2000,
see also Holmstrom and Kaplan 2001), one such area is disclosure regulation.
Another is the legislation that influences the possibilities and incentives of
investors to enforce financial contracts (cf. Kaisanlahti, Chapter 3 in this vol-



Investor protection and financial development in Finland - 89

ume and Glaeser et al. 2001). Facilitating the enforcement may be of special
value to Finnish minority shareholders, as there are several procedural fea-
tures in the Finnish ex post remedies against actual minority oppression that
can be interpreted to be biased against a minority shareholder (Kaisanlahti,
ibid.). Finally, our analysis indicates that the Finnish legislation could be fine-
tuned to enhance the exit options of shareholders (i.e. liquidity). Besides the
minority owners that face enforcement problems, venture capital community
might benefit from the rules that facilitate exiting (cf. Ali-Yrkko et al., Chap-
ter 4 in this volume, and Hyytinen 2002).



90 - Ari Hyytinen, likka Kuosa and Tuomas Takalo

REFERENCES

Agnblad, J., Berglof, E., Hogfeldt, P.,, and Svancar, H., 2000, Ownership and control in Sweden —
Strong owners, weak minorities, and social control. Stockholm School of Economics
Working Papers.

Ali-Yrkko, J., Hyytinen, A., and Liukkonen, J., 2003, Exiting venture capital investments: Lessons
from Finland, Chapter 4 in this volume.

Ali-Yrkko, J. and Yla-Anttila, P., 2003, Globalization of business in a small country - Does
ownership matter? Chapter 7 in this volume.

Allen, F. & D. Gale 2000, Comparing financial systems, MIT Press, Massachusetts, USA.

Bebchuk, L. and Roe, M., 1999, A theory of path dependence in corporate ownership and
governance, Stanford Law Review, 52, 127-170.

Beck, T. Demirgiic-Kunt, A. and Levine, R., 2000, A new database on financial development and
structure. World Bank Economic Review, 14, 597-605.

Beck, T. and Levine, R., 2002a, Stock markets, banks, and growth: Panel evidence, forthcoming in
Journal of Banking and Finance.

Beck, T. and Levine, R., 2002b, Industry growth and capital allocation: Does having a market- or
bank-based system matter? Journal of Financial Economics, 64, 147-180.

Bottazzi, L. and Da Rin, M., 2002a, Venture capital in Europe and the financing of innovative
companies, Economic Policy, April 2002, 229-269.

Bottazzi, L. and Da Rin, M., 2002b, Europe’s ‘new’ stock markets, Centre for Economic Policy
Research, Discussion papers, No. 3521.

Carlin, W., and Mayer, C., 2002, Finance, investment and growth, forthcoming in Journal of
Financial Economics.

Coase, R. H., 1960, The problem of the social cost, Journal of Law and Economics, 3, 1-44.

Coffee, ., 1999, The future as history: The prospects for global convergence in corporate
governance and its implications, Northwestern University Law Review, 93, 631-707.

Coffee, J., 2000, Convergence and its critics: what are the preconditions to the separation of
ownership and control?, manuscript, Columbia Law School.

Coffee, J., 2001, The rise of dispersed ownership: the role of law in the separation of ownership
and control, manuscript, Columbia Law School.

Da Rin, M. and Bottazzi, L., 2002, Financing entrepreneurial firms in Europe: Facts, issues, and
research agenda, Paper prepared for CESifo Conference on Venture Capital,
Entrepreneurship and Public Policy (Munich, November 22-23.).

David, P. A., 2000, Path dependence, its critics, and the quest for ‘historical economics’,
Standford University Economics Department Working Papers, No. 00-011.

Dixit, A., 2001, On modes of governance, manuscript, Princeton University.



Investor protection and financial development in Finland - 91

Easterbrook, F. and Fischel, D., 1991, The economic structure of corporate law, Harvard University
Press, Massachusetts, USA.

Gilson, R., 2001, Globalizing gorporate governance: Convergence of form or substance, American
Journal of Comparative Law, 49, 329-357.

Glaeser, E., Johnson, S. and Shleifer, A., 2001, Coase versus the Coasians, Quarterly Journal of
Economics, 116, 853—-899.

Gorton, G. and Schmid, F., 2000, Universal banking and the performance of German firms,
Journal of Financial Economics, 58, 29-80.

Hietala, P, 1989, Asset pricing in partially segmented markets. Evidence from the Finnish
market, Journal of Finance, 44, 697-718.

Hirschmann, A., 1970, Exit, voice and loyalty, Harvard University Press, Massachusetts, USA.

Holmstrom, B. and Kaplan, S., 2001, Corporate governance and merger activity in the United
States: Making sense of the 1980s and 1990s, Journal of Economic Perspectives, 15, 121-144.

Hyytinen, A., 2002, How important are exits for venture capital finance? Evidence from Finland,
Paper prepared for CESifo Conference on Venture Capital, Entrepreneurship and Public
Policy, Munich, November 2002.

Hyytinen, A., Kuosa, I. and Takalo, T., 2003, Law or Finance? Evidence from Finland, European
Journal of Law and Economics, forthcoming.

Hyytinen, A. and Pajarinen, M., 2003, Financial systems and venture capital in Nordic countries:
A comparative study, Chapter 6 in this volume.

Johnson, S., 2000, Which rules matter? Evidence from Germany’s Neuer Markt, manuscript,
Sloan School of Management.

Karhunen, ]. and Keloharju, M., 2001, Shareownership in Finland 2000, Finnish Journal of Business
Economics, 50, 188-226.

Kaisanlahti, T., 2003, Minority shareholders in the Finnish system of corporate governance,
Chapter 3 in this volume.

Kasanen, E., Kinnunen, J. and Niskanen, J., 1996, Dividend-based earnings management:
Empirical evidence from Finland, Journal of Accounting and Economics, 22, 282-312.

Keloharju, M., 1993, The winner’s curse, legal liability and the long-term price performance of
initial public offerings in Finland, Journal of Financial Economics, 34, 251-277.

Kinnunen, J., Niskanen, J. and Kasanen, E., 2000, To whom are IAS earnings informative?
Domestic versus foreign shareholders perspectives, European Accounting Review, 9, 499—
517.

Lantto, R., 1990, Owners and power in Finland’s listed companies, Startel Oy, Kajaani.

La Porta, R., Lopez-de-Silanes, F., Shleifer, A. and Vishny, R., 1997, Legal determinants of
external finance, Journal of Finance, 52, 1131-1150.

La Porta, R., Lopez-de-Silanes, F., Shleifer, A. and Vishny, R., 1998, Law and finance, Journal of
Political Economy, 106, 1113-55.

La Porta, R., Lopez-de-Silanes, F., Shleifer, A. and Vishny, R., 2000, Investor protection and
corporate governance, Journal of Financial Economics, 58, 2-27.



92 - Ari Hyytinen, likka Kuosa and Tuomas Takalo

La Porta, R., Lopez-de-Silanes, F., Shleifer, A. and Vishny, R., 2002, Investor protection and
corporate valuation, Journal of Finance, 57, 1147-1171.

Levine, R., 2001, Bank-based or market-based financial systems: Which is better?, forthcoming in
Journal of Financial Intermediation.

Levine, R., Loyoza, N. and Beck, T., 2000, Financial intermediation and growth: Causality and
causes, Journal of Monetary Economics, 46, 31-77.

Liebowitz, S., and Margolis, S., 1995, Path dependence, lock-in and history, Journal of Law,
Economics, and Organization, 11, 205-226.

Miékinen, M., 2001, Optiot — Suomalaisjohtajien uusi kannustin, (Stock options - The new incentive
of Finnish executives, in Finnish), The Research Institute of the Finnish Economy (ETLA)
B:181.

Pistor, K., 2000, Patterns of legal change: Shareholder and creditor rights in transition economies,
European Business Organisation Law Review, 1, 59-108.

Pistor, K., Reiser, M. and Gelfer, S., 2000, Law and finance in transition economies, Economics of
Transition, 8, 325-368.

Pohjola, M., 1988, Concentration of shareholder voting power in Finnish industrial companies,
Scandinavian Journal of Economics, 90, 245-253.

Rajan, R. G. and Zingales, L., 2000, Financial systems, industrial structure and growth,
manuscript, Kellog Graduate School of Management.

Ravid, S.A. and Sudgren, S., 1998, The comparative efficiency of small-firm bankruptcies: A
study of the US and Finnish bankruptcy codes, Financial Management, 27, 28-40.

Rousseau, P.L. and Wachtel, P., 2000, Equity markets and growth: Cross-country evidence on
timing and outcomes 1980-1995, Journal of Banking and Finance, 24, 1933-1957.

Schmidt, R. and Spindler, G., 2000, Path dependence, corporate governance, and
complementarity, Goethe University in Frankfurt Working Papers, No. 27.

Seppénen, H., 1999, Discretionary disclosure and external financing: Evidence from a
relationship financing environment, Helsinki School of Economics Doctoral
Dissertations A:161.

Troberg, P., 1992, Recent developments in financial reporting in Finland, Advances in International
Accounting, 5, 25-45.

Yla-Anttila, P, 2000, Globalization of business in a small country — Implications for corporate
governance and national systems of innovation, Ekonomiska Samfundets Tidskrift, 1/00, 5-
20.



Investor protection and financial development in Finland - 93

APPENDIX. CORPORATE GOVERNANCE:
BEYOND THE LEGAL REFORM

This appendix briefly reviews changes in the Finnish corporate governance
system regarding corporations’ board of directors, executive compensation,
and targets over 1980-2000 (see for further discussion, e.g., Yld-Anttila 2000,
Ali-Yrkko and Yla-Anttila, Chapter 7 in this volume, and Makinen 2001).

During the 1980s no major changes took place in the main aspects of
the governance of the Finnish companies. The board of directors monitored
the operative management. The members of the operating management team
frequently occupied the board and sometimes they even had an outright ma-
jority in the board. A supervisory board usually monitored the board of di-
rectors in large Finnish firms. For example, 2/3 out of the 30 largest firms in
Finland had the two-tier system in 1989. Cross-board membership was com-
mon, too, and a single person was often a board member in four to six listed
firms. Executive compensation was based on low-powered incentive
schemes. Executive stock options were virtually non-existing, as the first op-
tion program was launched in 1988. Finally, shareholder value was not
among the main corporate objectives in the 1980s. Instead, various targets,
such as success in product market competition, were emphasized.

The 1980s was followed by a decade of major changes. The dual-board
governance structure was almost completely waived by the end of the 1990s.
Only six of the 30 largest firms had a two-tiered board system in 1999. The
board of directors also underwent large reorganizations and they began to
play a larger role. In particular, they have become more independent from
the operative management team. The number of outside expert members in
the boards has increased, whereas the cross-board membership and the mul-
tiple board memberships held by a single person have decreased.

There were numerous other changes in addition to the composition of
the board of directors. For instance, the number of investor relations depart-
ments in firms rose, and the top directors of the Finnish listed firms began to
participate in the management of investor relations. The use of high-powered
incentive schemes also spread, partially because shareholder value became
an explicit corporate target in the 1990s.
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ENDNOTES

! Following the law and finance literature, we equate corporate governance to those legal mechanisms by
which outside investors are protected.

2The listing rules, especially regarding disclosure requirements, of these new places are considerably stricter
than the rules of the old lists of Deutsche Boérse. The introduction of these new lists was accompanied by a
change in the public law that enhances disclosure requirements. The number of initial public offerings in-
creased during the late 1990s, and as a result, the previously virtually non-existing venture capital finance
has become a major source of corporate funding in Germany (Johnson 2000).

® Such legislative cooperation has been quite common within the Nordic legal family and, accordingly, the
Finnish legislation shares many similarities with the other Nordic countries. Swedish legislation has been
especially influential due to Finland's organic union with Sweden, which lasted for more than 700 years.

“0Of the measures in Glaeser et al. (2001), we exclude the term of the board of directors from our index, be-
cause it is the only measure whose effect cannot be captured by an indicator variable. In Finland the law re-
stricts the term to 4 years. There are however no restrictions on the number of terms that a member can be
on a company’s board of directors.

> Until the start of 1993, the principal route of resolution was liquidation bankruptcy. When a firm is declared
bankrupt, a trustee takes over the firm and sells its assets. The firm may be sold as a going-concern or liqui-
dated piecemeal. The proceeds are then distributed to creditors according to priority of claims. Although
the Liquidation Bankruptcy Code of 1868 was amended earlier, the changes were relatively minor com-
pared with the changes in the reform of 1993. Workouts, or compositions established by a court, provided
an alternative way of resolution until 1993 but, as documented in Government bill 182/1992, they were
rarely used. The Act on Reorganisation of Companies of 1993 replaced compositions and introduced court
supervised reorganization for financially stressed firms. As Ravid and Sundgren (1998) demonstrate, the Fin-
nish Act on Reorganisation of Companies of 1993 is similar in many ways to the US Chapter 11 procedure.

51n LLSV (1997, 1998) the score for Finland is 3, but our reading of the Finnish legislation is that the score
should be 4, because the legislation included a provision on cumulative voting. Casual evidence suggests
however that cumulative voting has been used relatively rarely.

7 Our interpretation is of course debatable, but our discussions with leading Finnish legal scholars indicate
that there is no unanimity on the interpretation. The analysis would remain qualitatively unchanged if we
credited the index by a fraction, say, 0.5 instead of 1, because of the ambiguity.

& A survey of financial accounting practices by IASC (1988), covering fifty-four countries worldwide, indi-
cated that Finnish accounting rules had the lowest conformity with International Accounting Standards
(IAS). As a result, Finnish companies in the 1980s began to release dual financial statements, in line with
each of the standards, in order to attract international investors (Kinnunen et al. 2000).

° This feature of the Finnish accounting system, which obtained in the 1980s, is summarized by Troberg
(1992) and quoted in Kasanen et al. (1996, p. 291): '‘Because the accounting rules are in the form of laws, le-
gal and political authorities, in addition to accountants, have significantly influenced the formation of the
these rules and consequently their content. Through the Business Tax Act, the Finnish state (tax authorities)
has had a major impact on accounting practice. As the financing structure of Finnish companies is by inter-
national standards highly leveraged, the role of creditors (banks) in the development of accounting report-
ing rules has by no means been a minor one!

10 See also Beck, Demirglic-Kunt and Levine (2000) and Levine (2001), who construct and use similar indices.
The indices are based on various stock and flow variables. In computing the ratio of a stock variable meas-
ured at the end of a period to a flow variable measured over a period, a bias may arise (see Beck and Levine
2002a). We try to reduce the bias by employing the average of the (real) stock variables in periods t and t-1
and by relating the average to the (real) flow variable for period t.

' Government accounted on average for 3% of corporate lending in 1980-2000.
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"2 The sources are corporate lending by financial intermediaries, corporate bond stocks, commercial paper
stocks, equity issues, and venture capital investments. All data are in real (1995 prices) terms.

13 Although there have been frequent changes in the rights of financial institutions to own corporate equity
over our sample period, the ownership restrictions have not in practice become more stringent. They thus
cannot drive these patterns in ownership. See also Pohjola (1988).
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3. THE ROLE OF SHAREHOLDER PRO-
TECTION RULES IN FINANCING FIN-
NISH COMPANIES

Timo Kaisanlahti®

Abstract:

Recent “law and finance” research suggests that the rights of minority
shareholders are heavily affected by the legal tradition of the country. How
well these rights are established in turn has an effect on companies’ ability to
raise equity capital from outside investors, i.e. minority investors. In this es-
say we review in the light of the law and finance research the legal landscape
that minority shareholders face in Finland. Our conclusion is that the mate-
rial provisions of the Finnish legislation are in many ways comparable to
their US counterparts and not so undeveloped as some recent studies suggest.
More worrisome than the material provisions are the Finnish ex post reme-
dies against actual minority oppression. There are several procedural fea-
tures that can be interpreted to be biased against a minority shareholder.
Without effective remedies potential local and foreign financiers have a lesser
incentive to place equity capital in Finnish companies than otherwise. Be-
cause the procedural rules are the monopoly of the legislator and because
enterprises cannot by their own means provide adequate substitutes for miss-
ing effective remedies (as may happen in the case of substantive rules), this
deficiency can lead to a higher required rate of return for capital, or reduce
its supply altogether.

“Timo Kaisanlahti is at KLegal (Finland). The author gratefully acknowledges helpful suggestions made by
Manne Airaksinen and Ari Hyytinen. Any opinions expressed or errors remaining, however, are the on the
sole responsibility of the author.
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3.1. INTRODUCTION

Finland belongs to the family of Scandinavian tradition of civil law.! Recent
research by scholars — particularly economists — suggests that minority
shareholder rights are heavily affected by the legal tradition. This relation in
turn has its economic implications to companies” ability to raise equity capi-
tal from outsiders, especially from minority investors. In a famous article by
La Porta et al. (1998) it is concluded that the rights of minority shareholders
are more advanced in English origin common-law countries than in ones
with civil-law tradition. According to the argument the strict protection of
minority shareholders in common-law countries has eased access to external
equity financing of companies operating in those countries. On the other
hand, within the sphere of civil-law, Finland and other Nordic countries are
said to provide only an intermediate level of protection for minority share-
holders.

La Porta et al. (1998) draw their conclusions aggregating shareholders formal
rights into so-called “anti-director index”. This index is formed by adding one
when: (i) the country allows to mail their proxy vote to the company; (ii) share-
holders are not required to deposit their shares prior to a general meeting (later
“GM”); (iii) cumulative voting or proportional representation of minority share-
holders in the Board of Directors (“Board”) is allowed; (iv) an oppressed minor-
ity mechanism is in place; (v) the minimum percentage of shares that entitles a
owner to call an extraordinary GM is less or equal to 10 percent; and (vi) share-
holders have pre-emptive rights that can only be waived by a shareholders” vote.
There are six relevant variables; thus the index ranges from 0 to 6. Finland scores
only 3 points and the other Scandinavian countries from 2 to 4, while the highest
rank, 5 points, is reached by several English origin common-law countries,

among then the United States and United Kingdom.

An other important difference between civil and common-law coun-
tries is the role of Courts. The common-law judges are understood to have a
very wide discretion and that they use it clearly biased in favour of minority
shareholders. A common-law Court applies what Coffee (1999) calls “a smell
test” in order to sniff out whether a conduct by the “insider”, i.e. the major
shareholder or management, violates their duties.

Coffee claims that the civil-law courts are in contrast required to apply
the black letter law of codes quite mechanically to the cases to be decided.? If
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a new case before a court is not specially covered by the wording of the act or
another statutory instrument, the judge will have little discretionary power to
deal with it. Legal rules in civil-law countries are made by parliamentary leg-
islatures. As the predictability of law is worshipped in civil-law countries,
courts are not allowed to go beyond the exact wording of statutory rules.
This means that the judges have to restrain from “smell-testing” so dear to
their common-law counterparts. Mandatory self-restrain of judges is accord-
ing to Coffee a clear invitation to imaginative self-dealing of insiders. An in-
sider who finds a new — i.e. not explicitly forbidden in black letter law — way
to take advantage of outside investors, can proceed without fear of legal con-
sequences.

The aim of this Chapter is to evaluate the rules of investor protection in
Finland. For a prospective investor who is considering buying an equity
stake in a company, her equality with current shareholders is a major concern
— the playing field has to be even for the investor to participate in the very
first place. Consequently, we focus on those rights that aim to ensure the
equal treatment of shareholders.

The central rules of investor protection are reviewed in Section 3.2.
First, to provide background information, Subsection 3.2.1 describes the
structure and nature of Finnish company regulation. In the following Subsec-
tions 3.2.2 - 3.2.4 we make an assessment of general limits for decision mak-
ing by majority vis-a-vis minority rights. For a closer study are then chosen
the material Finnish rules that concern dividend payments and other forms
of distribution as well as the pre-emptive rights in follow-up equity offerings
(Subsections 3.2.5 and 3.2.6). In Subsection 3.2.7 the Finnish disclosure regu-
lation is evaluated regarding the equality of access to information. The ex
post remedies available for an investor against actual breaches of equal
treatment are the object of Subsection 3.2.8. Conclusions of the preceding
analysis are drawn in Section 3.3 particularly in respect to financing of Fin-
nish companies.3

3.2. EQUAL TREATMENT AND OTHER RULES OF INVESTOR
PROTECTION
3.2.1. STRUCTURE AND NATURE OF THE FINNISH COMPANY REGULATION

The core rules of the Finnish companies law are codified in the Companies
Act of 1978 (No. 734 — September, 1978; later “FCA”). It is the general law on
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companies in which the owners liability is limited to their investment in the
shares of the company.* However, the FCA does by no means cover all the
regulation which is relevant to companies. The Finnish regulation is struc-
tured as a multi-tier system, particularly in matters that are related to securi-
ties markets.

In the context of shares and other securities issued to the public mar-
kets the Finnish Securities Markets Act of 1989 (No. 495 — May 26, 1989; later
“FSMA”) has a decisive role to play. The FSMA covers inter alia the proce-
dures for issuing securities to the public as well for trading and quoting
shares and other securities of listed companies. The Act is also aimed at level-
ling the playing field of information i.e. ensuring that all the players, even the
small investors, receive timely correct and sufficient information of the listed
securities as well on the financial standing of their issuers to permit a rea-
soned evaluation of securities issued and the issuing company. Moreover, the
Auditing Act of 1994 (No. 936 — October 28, 1994) includes some relevant
provisions of corporate governance as well the Accounting Act of 1997 (No.
1336 — December 30, 1997) and certain regulations mandated by it. These are
of importance inter alia in drawing a resolution at a AGM of the dividend to
be distributed. The Accounting Act also obliges a company to file their finan-
cial statements with a public register, the Finnish Trade Register.5

The company law in Finland is markedly mandatory. It is generally be-
lieved by Finnish lawyers that only the legal system is able to control the ac-
tions of a management — or of a major shareholder — in order to prevent them
from taking advantage of their position to the detriment of minority owners
and creditors. A casual study of Finnish company legislation strengthens this
impression. A typical provision, for example, of the FCA in this respect is in-
dispositive by nature: a deviation from it may be a burdensome exercise in
practice even if the parties protected by the provision would consent to an
exception.

On the other hand, however, certain instruments of the Finnish legisla-
tion provide shareholders considerable latitude in arranging their internal af-
fairs. Most notable of these are articles of association (later “Articles”).6 They
stipulate the internal rules of procedure and can therefore be regarded as the
company’s statute (Poutiainen 2001, p. 67). Articles are the primary means
provided in the FCA by which shareholders govern a company’s affairs and
administrative management. Consequently the Articles of Finnish companies
are subject to the requirements of the FCA. In Finland the Articles impose
binding obligations on the members in their dealings with the company and
vice versa on the company in its dealings with the members. Moreover, the
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members are also bound in their relations inter se by stipulations of the Arti-
cles. Shareholders enjoy a high degree of freedom in shaping rights provided
for in the Articles to suit their interests (Timonen 2002, p. 136-137). The Arti-
cles may, at least in principle, deviate from the FCA even if the provisions do
not expressly allow such deviation. However, the most notable feature of the
FCA in the context of Articles is that the rights which the legislator has
granted on a certain minority cannot be limited by a stipulation of Articles to
that effect. That is not possible even when the Articles are being drafted at
the formative stage i.e. before the meeting founding the company. The free-
dom to adapt the Articles to the circumstances of a particular enterprise may
not be used to lessen the minority protection provided by the statutes. The
majority requirements can only be strengthened and not weakened (e.g. Sil-
lanpda 1994, p. 151-152). On the other hand, there are no statutory limits to
how much the minority rights may be strengthened by the Articles.”

3.2.2. PRINCIPLE OF ONE SHARE — ONE VOTE

Shareholders exercise ownership control at a GM through the power of their
votes.? In Finland - as in all market economies — the ground rule is that every
shareholder is entitled to one vote per share she owns. Because a company is
an organisation for economic activity in pursuit of profit, it would not make
sense to require all decisions to be made unanimously. If each shareholder
was able to veto any decision, economically reasonable action of the company
would most likely be paralysed under self-interest.® A set of voting rules that
takes into account the difference in financial stakes between the members is
needed. In Finland, the starting point is that decision at a GM are made with
a simple majority.

The rights that an ordinary share entitles its holder to can be divided
into administrative i.e. control rights and financial rights. The former in-
cludes the right to be present, either in person or by proxy, at a GM, to par-
ticipate in decision making of the issues to be decided there as well as obtain
information of the issues. The administrative rights are complemented by the
right to sue on the resolutions of a GM. The financial rights provide the
owner of a share right to receive dividend as well as surplus assets in case of
the company winding up, to subscribe new shares, share options, warrants
and convertible bonds pre-emptively i.e. in a proportion to the owner’s cur-
rent holdings.

Another starting points in the Finnish company legislation is that all
the shares issued by a particular company are equal i.e. that each share enti-



102 - Timo Kaisanlahti

tles to its holder exactly the same administrative and financial rights as an-
other share. On the other hand, the FCA provides some latitude by allowing
companies by their Articles to deviate from this principle inter alia in order
the differentiate shares in respect to their voting rights by establishing several
share classes. Besides, an Agreement may be used in certain situations as an
instrument to provide a similar effect.’ Pursuant to Ch. 3 Sc. 1 Para. 1 of the
FCA “[a]ll the shares — — shall entitle their holders to equal rights in the com-
pany.” The Articles may, however, stipulate that the company has shares with
different rights. In such case the rights attaching to each particular class of
shares are to be set out in the Articles. Different classes may be established at
the formation of a company but a new class can as well be introduced later,
in the context of increasing the equity capital by a share issue or by dividing
an existing class in two or more classes.!!

The Articles may stipulate that an ordinary share entails economic
rights that distinctive to its class. Among these are inter alia different rights
to share in the profits of company or preferential status to the assets in liqui-
dation. A more typical stipulation, however, is that the shares of a certain or-
dinary class carry more votes the others. Thus, as La Porta et al. (1998, p.
1131) inform us, the principle of “one share one vote” is not a mandatory rule
in Finland. The law sets, however, an absolute maximum for voting differ-
ences: the number of votes carried by a share belonging to a class may not be
more than 20 times the number of votes entitled by a share of another ordi-
nary class (FCA Ch. 3 Sc. 1a Para. 1 in fine).!? Moreover, the FCA requires vot-
ing per share classes in certain matters. A majority has to be obtained in each
and every class of ordinary shares to have a resolution of a merger adopted.
Therefore a majority of the shares with multiple voting rights does not guar-
antee per se to their owner an absolute power to form the terms of a merger
to the detriment of the holders of shares with lesser voting rights. The same
rule applies also to a division of a company as well to share repurchases: the
required majority has to be obtained in every class of shares present at the
GM (Toiviainen 1999, p. 91).13

The Finnish jurisprudence relies heavily also on a doctrine of indivisibility: the
voting rights, as well as other administrative rights, that a share entitles its
holder to are indivisible from the financial rights of this share. Thus, voting right
should not be separated from share ownership. An owner can neither give up
nor transfer her voting rights without transferring the ownership altogether.
This has practical implications. Firstly, the prohibition against separating voting

rights from share ownership excludes the use of irrevocable voting proxy. The
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FCA Ch. 9 Sc. 2 Para. 1 sets a mandatory time maximum for an authorisation: a
proxy is valid only for three years after its issue. But, even during this time, the
shareholder may draw back her authorisation without a reason. Secondly, an en-
try in the company’s register of shareholders as a “real” shareholder is a manda-
tory prerequisite for voting at a GM. It is not generally permissible to register
anyone but the real shareholder. However, in a listed company with dematerial-
ised shares, a foreign shareholder may have her shares registered under a nomi-
nee’s name (Act on Book-Entry Accounts, Sc. 5a). On the other hand, this type of
arrangement has an disadvantage: the voting rights of shares are not in the
nominee’s or the real owner’s disposal. Only a registered shareholder may vote

ata GM.

3.2.3. SIMPLE AND STATUTORY MAJORITY

There are three types of resolution that may be passed by the members at a
GM of a Finnish company: (i) ordinary by a simple majority of votes repre-
sented at the meeting, (ii) extraordinary by a supermajority of votes, and (iii)
elective by a relative majority. The majority required to pass a resolution de-
pends upon the business being transacted, the stipulations of the FCA, and
the Articles. As regards normal business, a GM of a Finnish company reaches
its decisions by a simple majority, i.e. the number of the votes cast in favour
of a proposal must exceed the number of votes against.™* If the votes are cast
evenly, the opinion of the chairman will form the decision — even if she is not
a shareholder. Unless stipulated otherwise in the Articles, in such case that
only one vote is cast in favour and none against the proposal, it is accepted —
even if all the other shareholders have attended the meeting but failed to
vote.

The FCA does not include a general requirement for a quorum of
shareholders present. The rule of simple majority reigns over most of the
matters to be dealt at the GM even if the number sufficient to enough to qual-
ify as a majority falls short of the amount that equals a majority of all out-
standing stock. However, although seldom seen in practice, the Articles may
stipulate that the validity of resolutions requires that the majority of shares
are present at the GM.15

To balance, at least partially, the missing quorum requirement, certain
extraordinary matters require statutory majority at a GM of a Finnish com-
pany.'¢ Pursuant to FCA Ch. 9 Sc. 14 Para. 1 an amendment of the Articles re-
quires in most cases that the resolution is favoured by both two-thirds of the
votes cast and the very same quorum of the shares present at the meeting.
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Even more notable is that the support of two-thirds of shares must be
reached by all the classes present at the GM. This is the requirement when
the shareholders are casting a vote about accepting a merger with another
company or dividing the company (FCA Ch. 14 Sc. 10 and Ch. 14a Sc. 13).17
Regarding elections of Board members in a Finnish company, the re-
quirement of simple majority is only relative. In principle a candidate has to
receive only one more vote than the other candidates for the post to be
elected. The GM may, however, prior to the election accept by a simple
majority that the new member is chosen according to the rule of simple
majority. The Articles may require even a stricter majority of the votes cast
than a simple majority’s as well as a cumulative voting structure.'® The latter
alternative, however, is utterly rare in the Finnish practice; none of the listed
companies have implemented it. These rules apply as well for the election the
members of the Supervisory Board!® as for the appointment of the Auditors.

La Porta et al. (1998) do not give Finland a positive mark for cumulative voting.
We find this conclusion too harsh and oversimplified from a comparative point
of view. Surely, as already mentioned, provisions providing for cumulative vot-
ing are not de facto seen in the Articles of Finnish listed companies while cumu-
lative voting is in principle one of the alternatives available for the companies to
elect the Board members. However, cumulative voting is unpopular among the
US jurisdictions and companies as well: only a few US states still maintain a

mandatory requirement for cumulative voting.20

Some decisions at a GM of Finnish company require even more
broader acceptance by the shareholders than the “double” two-thirds rule
mentioned above. Whenever (certain class of) current shareholders’ eco-
nomic rights — i.e. the right to the profit or net assets — are diminished by an
amendment of Articles, the decision must be supported at least by each and
every shareholder whose economic rights are affected by the decision (FCA
Ch. 9 Sc. 15. Para. 1 Subpara. 1). The rule is important as it states that a
share’s nature is truly proprietary in the Finnish legal system: economic
rights cannot be altered without every owner’s consent. Each member has an
absolute veto right. Liability protection is not considered to be enough in the
context of economic rights.
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3.2.4. GENERAL STANDARD OF EQUAL TREATMENT

Besides multiple provisions for qualified majority decisions, the core of mi-
nority protection in Finland is generally understood to derive from so called
“General Standard” of equal treatment. The right of a (majority) shareholder
to exercise her voting rights at a GM as she pleases is subject to equitable
considerations that will make it unjust to exercise them in certain ways. The
requirement of equal treatment is to be understood as a counterweight to ma-
jority principle (Timonen 2002, p. 138). The requirement for equal treatment
is manifested in the ”General Standard” of the FCA (Ch. 9 Sc. 16): ” A general
meeting of shareholders may not make decisions liable to cause a share-
holder or a third person unjust enrichment at the cost of the company or an-
other shareholder.” The nature of general standard is mandatory — as a
statement of its importance. Thus a company cannot deviate from the stan-
dard by inserting a clause to that effect in the Articles.?!

The importance of this standard cannot be overemphasised in the Fin-
nish context. It overrides all the other provisions of decision making at a GM.
It is all-embracing as well completing: the minority is protected beyond the
specific rules stipulated in FCA.22 Even if the proposal put forward in a GM is
formally in accordance with the specific provisions of the act, it can breach
the general standard if it gives an undue advantage to the detriment of the
company (i.e. all the other shareholders as a whole) or a certain (minority)
shareholder. The general standard provides that the GM — even if a resolu-
tion is made in compliance with the majority requirements of FCA and Arti-
cles — cannot pass any resolution whereby certain shareholders or other per-
sons may clearly obtain an undue advantage at the expense of other share-
holders. Majority shareholders are not allowed to commit a wrong on the
minority in the exercise of their votes at a GM. On the other hand, it should
be noted that the general standard neither provides each shareholder equal
powers nor evens out the quantitative differences between shareholdings.
Thus the general standard does not promote capital equality.

A textbook example of wrongful action is the majority shareholder
authorising de facto the sale of company products or other property to her-
self at a price under the current market price. Consequently this “tunneling”
damages the interests of other shareholders. Johnson et al. (2000) make a
general claim that in civil-law countries tunnelling can take place between a
parent company and its subsidiaries because group interest has legal priority
over equal treatment. We, however, are not convinced that this applies to
Finland. The group interest is alien to FCA: A majority shareholder is not al-
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lowed to “tunnel” funds from a subsidiary company at the cost of other (mi-
nority) shareholders. Although Finnish tax legislation?® recognises a possibil-
ity of “group subsidy” between two companies if a one of them owns at least
90 % of the other,2* the General Standard of the FCA does not allow this kind
of transaction to the detriment of other shareholders in a subsidiary com-
pany. It is objectionable for a subsidiary to support its parent company if that
transaction leads to non-equitable treatment of other shareholders in the sub-
sidiary. This applies also to possible loans between companies belonging to
same group. Even though loans from a subsidiary to its parent company are
not prohibited (FCA Ch. 12. Sc. 7), the parent has to pay (at least) a market in-
terest for the loan in order to ensure that the principle of equal treatment is
not breached in case that the subsidiary has also minority shareholders.

There is some evidence against the claim that tunnelling is an actual threat for
the minority shareholders in Finland. The magnitude of potential “private bene-
fits” that are available for the majority owner can be assessed. One method is to
estimate the price difference between two classes of shares that are identical in
all other aspects but the voting rights attached to shares. If control is valuable,
then the mechanisms allocating the control - i.e. the different votes attached to
shares — should be valued as well. In a fresh cross-country study Nenova meas-
ured the control benefits of multiple voting rights structures; the study covered
661 dual-class firms in 18 countries, using data for 1997.2> Nenova found that in
Scandinavian civil law countries the average “private benefit” was low (0,5 %)
compared to common law countries (4,5 %); for Finland the outcome was nega-
tive (-5 %) while in US firms the owners of multiple voting shares enjoy a benefit
of 0,2 %. Thus this result does not provide evidence of that the controlling
shareholder, who derives her power position from multiple voting shares, could
in Finland tunnel significantly higher private benefits to herself than her coun-
terpart in the US. However, Dyck and Zingales (2002) who apply a different
methodology than Nenova derive also a contradicting result. In their paper the
private benefits of the major owner are estimated by assessing control block
transactions; altogether 412 control transactions in 39 countries are examined be-
tween 1990 and 2000. Whenever a control block of shares changes hands, Dyck
and Zingales measure the difference between the price per share paid by the ac-
quirer and the price quoted in the market the day after the sale’s public an-
nouncement. If the price of the block is higher that the market price in the fol-
lowing day, the difference represents an estimate of the private benefits enjoyed
by the block’s owner.26 The authors report that the estimated block premia in

Finland is on average 2,5 % of the company’s equity capital while the same fig-
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ure for the US firms is 1,8 %.?” This outcome provides weak support for “tunnel-

ling”. Therefore, the evidence remains mixed, at least for the time being.

To put some more flesh on the bare bones of the General Standard we
can consider a famous American case, Nixon v. Blackwell of year 1993, from a
Finnish perspective of equal treatment. In this case directors were offered by
the company the possibility to have their Class B shares redeemed with funds
from “key man” insurance purchased by the company. The other — i.e. non-
employee — Class B shareholders sued, alleging they were improperly ex-
cluded from the repurchase program. As the program was launched after the
plaintiffs had purchased their Class B shares, they could not have been able
take the program into account in the price they were willing to offer for the
shares they bought. Nevertheless, the Delaware Supreme Court rejected the
plaintiffs” allegation, because the Court identified a company benefit with the
exclusive repurchase program: to prevent the shares from passing to descen-
dants of employees. Chief Justice Veasey put it bluntly: “shareholders need
not always be treated equally for all purposes” (Cox 1997, p. 617-619).

Most unlikely this kind of judgement would be possible in Finland.
The Finnish General Standard (Ch. 9 Sc. 16 of the FCA) provides the Courts
with a flexible rule that can be applied in various cases of minority oppres-
sion. The General Standard does not, however, ever allow a Court to look be-
yond a person’s status as a shareholder. Nowadays also the Finnish commen-
tators accept in principle, at least, the Anglo-American Business Judgement
Rule, but it cannot overcome the General Standard (Castrén 1998). Thus the
Rule applies to the management of business but not to the relationship be-
tween the owners of a company or division of profit that has accrued to the
company.

The General Standard requires the majority to act loyally towards the
company as well the minority. A breach of this duty sets the majority under
the threat of being made liable for damages caused by the decision made at
GM in accordance with the majority’s votes. Chapter 15 Section 3 of the FCA
stipulates that “a shareholder shall be liable to compensate a damage caused
to the company, a shareholder or a third person to which he has contributed
through a wilful or grossly negligent act infringing FCA or the Articles.” In
the Finnish legal literature it has been stated that this duty accentuates pro-
portionally as the number of shares and votes the majority owns increases.
On the other hand, it can be clearly seen from the wording that liability can
follow only from active participation in the decision making. If majority re-
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mains passive at a GM, there is no threat of liability for damages (Toiviainen
1998, p. 134).

The decisive factor for a court to consider is the actual consequences of
the act or measure by the GM. Thus the judgement has an objective nature.
The plaintiff is not required to prove that the shareholders at the GM under-
stood that the consequences will breach the general standard. On the other
hand, she has the burden of proof that damage actually occurred (Savela
1999, p. 210-211). The concept of “unjust enrichment” lies also in the heart of
the general standard. It is noteworthy that there is no requirement for en-
richment to be essential. On the other hand the word “unjust” is to be read
that shareholders may, to a certain extent, pursue their own interests in exer-
cising their influence.

3.2.5. PRE-EMPTIVE RIGHTS

Share Issues. The principle of equal treatment is manifested clearly in the pre-
emptive rights of shareholders. As a general rule, when a Finnish company
issues new shares or other equity-related instruments, the current owners are
provided a right to participate in the issue in order to keep their relative
share in the company intact. In this purpose existing shareholders have pre-
emptive rights to subscribe to the new shares, stock options or convertible
loans in the same proportion to which they own shares prior to the capital in-
crease. The fact that the new shares of different classes are issued in the same
proportion of existing classes shall not be deemed as a deviation from the
pre-emptive right if the shareholders have, in proportion to their previous
share ownership in the company, a primary right to shares of the same class
and a secondary right to shares not subscribed under the primary right (FCA
Ch. 4 Sc. 2 Para 1).

The prerogative of current shareholders applies in the manner de-
scribed above also to new issues of option rights, warrants and convertibles
(Ch. 4 Sc. 2 Para 1). On the other hand, it should noted that the preferential
right in new shares is always absolute in respect to bonus issues: not even a
unanimous GM can deviate from the pre-emption right of shareholders to
subscribe bonus shares in proportion to their current holdings.

As La Porta et al. (1998) correctly state, the Finnish shareholders enjoy the pre-
rogative right in share issues. If new shares will be offered by means of an in-
crease of the share capital (“new issue”), it must have an approval from the GM.

When the issue remains within the limits of the share capital authorized in the
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Articles, the Articles are not required to be amended. Hence, such decision can
be adopted in the GM by the vote of a simple majority of all votes cast unless the

Articles provide that the approval of a qualified majority is required.

The GM may authorize the Board for a certain period, maximum one
year, to increase the share capital by a specific amount or up to the maximum
share capital authorized in the Articles. The GM may also give authorization
for setting aside the shareholders” pre-emptive rights in connection with the
offer.?® Shareholders may give up this right in the interest of the company.
Pursuant to the FCA Ch. 4 Sc. 2 Para. 2, it is possible, for a weighty financial
reason of the company, to deviate from the pre-emptive rights of sharehold-
ers if a majority of at least 2/3 of the votes cast and represented in the share-
holders meeting agree (“directed share issue”).?? The FCA contains no provi-
sions what constitutes a weighty financial reason. In practice listed compa-
nies have deviated from the pre-emptive right, inter alia, in order to issue
shares to their employees. However, also a deviation of this kind must be in
accordance with the General Standard to ensure that no resolution of GM
shall provide a third party with an undue advantage at the expense of the
company.

Some academics have criticised pre-emptive rights of current share-
holders. A representative example is offered by Macey (1993, p. 111-112): “— -
pre-emptive rights impose transaction costs on firms seeking to recapitalise,
but do not provide any corresponding benefits whatsoever. [- -] Rational
shareholders may not want pre-emptive rights because the availability of
such rights can interfere with the ability of corporations to sell stock in the
capital markets.” Empirical evidence, however, suggests that investors may
value this right dearly: already in 1980s Bhagat (1983) carried out a study of
US companies that took the advantage of new legislation which allowed
them to get rid of the pre-emptive rights by amending the Articles: due to
amendments the market price of shares in those companies fell on average.
The conclusion is clear-cut: pre-emptive right has a true value for rationally
acting investors.

Buy-Backs. A Finnish listed company may buy-back shares it has issued
through public markets. In order to ensure equal footing for all shareholders,
detailed information of the buy-back plan is to be provided to shareholders
prior to acquisition of shares. The company is not allowed to repurchase
shares in such public trade unless at least one week has passed before the
company made public the decision of the Board to begin with acquisitions
(FCA Ch. 7 Sc. 5).
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If shares are to be acquired outside public markets, the bid has to be
made to all shareholders proportional to their existing holdings. This rule en-
sures the equality of shareholders. Thus “green-mail” (i.e. repurchase trans-
actions favouring one particular investor) so typical to US company practice
are strictly forbidden in Finland. On the other hand it is should be admitted
that Finnish rules are not compatible with advanced practices of international
markets: procedures such as the “Dutch auction” do not fit to Finnish regime
(see Airaksinen 2000, p. 2).

The decision of a repurchase in a Finnish company is drawn by the
GM. However, the GM may as well authorise the Board on this matter (FCA
Ch. 7 Sc. 3 Para. 1). If the company has only one class of shares vested with
voting rights and if these shares are planned to be acquired in proportion to
the stock-owners” holdings and for the same price, the decision at the GM of
a public company has to be approved by supermajority but in a private com-
pany a simple majority is enough (Ch. 7 Sc. 4 Para. 1). However, when there
are several classes of shares the decision rules are more complicated.

Each and every shareholder has an absolute veto right against share
buy-backs that do not respect the principle of equal treatment in form of pro-
portionality and equal price; the only exception is acquisitions that is exe-
cuted through public markets and even then a publication of the acquisition
plan is required before the acquisition.

The procedure just sketched is a quite cumbersome exercise from a
Finnish management’s point of view, especially when compared to common
practice in the US. By and large, American law equals buy-backs to dividend
distributions. From an economic viewpoint this is logical: de facto both sys-
tems are about returning capital to investors. US state laws do not require the
GM’s consent for a repurchase nor declaration of dividends; the decision is
left completely to the discretion of the Board.?* On the other hand, as already
explained, the GM of a Finnish company may authorise the Board to arrange
repurchases for a time of one year maximum, and it is a quite common prac-
tice in listed companies that Boards are granted this right. Thus, in a sense,
the matter of decision making power is simply a technicality.

A more crucial feature in Finland is that the number of shares that may
be reacquired by the company is strictly limited by the law. Pursuant to Ch. 7
Sc. 6 a buy-back transaction has to be arranged in such way that aggregate
nominal values of the repurchased shares or the voting rights attached to
them do not exceed five per cent of the share capital or total.32 This restric-
tion, however, applies only to listed companies: in private enterprises all but
one share can be reacquired. Due to the restriction the flexibility buy-backs is
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thus severely lost in the Finnish listed companies when compared to US
firms which are free to repurchase shares as long as the test of solvency re-
quired by the state law is passed:3 generally a company, going concern,
without any qualification in the latest Auditor’s report and subsequent ad-
verse events normally qualifies the test.*

As already noted above, a US Board may buy-back shares discriminat-
ingly, i.e. from a certain stock-owner without providing other investors the
same option, while being covered by the Business Judgement Rule at the
same time. It is hard to imagine how this diversion of equality would not be
taken into account by those who participate in the financing of enterprises:
logically, investors are willing to put their money on stake only if offered a
higher return for their equity participation than in a jurisdiction where the
principle of equality is respected within distributions. Easterbrook and
Fischel (1991, p. 143) summarise this as follows: a rule allowing unequal dis-
tributions makes shareholders “— — worse off because they — — have an incen-
tive to incur wasteful expenditures by monitoring the withdrawal of assets —
—.” The more severe is the possibility of infringement of equal distribution,
the higher the investor’s requirement on return from the relevant shares,
which means that the subscription or buying price is set at a lower lever than
otherwise.?

The foregoing conclusion can also be criticised. Enriques and Macey
(2001, p. 1197), for example, argue that the limitations on repurchases in
Europe may raise the costs of disputes among shareholders. According to En-
riques and Macey the restrictions “— — will prevent a company from purchas-
ing the stock of dissenting shareholder, making it more difficult to overcome
deadlock or disharmony which may negatively affect the company’s opera-
tions.” Thus the required return on share-holding is higher ceteris paribus:
restrictions on buy-backs make “— — equity investments less liquid, and hence
less attractive ex ante because reselling shares to the company may often be
the only way for shareholders — — to liquidate their investment.”

This argument, while logical in itself, is too limited. For sure, it is ap-
pealing in the context of small private companies where the advantages of
liquid public stock market are lacked. On the other hand, Enriques and
Macey do not consider at all the possibility that the other owners agree to
buy the dissident’s shares for themselves. If all, i.e. the dissident and her fel-
low stock-owners, share the view that the dissident must leave the company,
it should be no concern for the dissident who — the company or another
shareholder — is to buy back her shares. The most difficult part of the dispute
will always be, at least outside public markets, the appraisal of dissident’s



112 - Timo Kaisanlahti

shares, and this dispute is not more easily solved when the company is the
one which repurchases the shares.

Naturally, it is possible that the shareholders lack financial resources to
buy the dissident’s shares. For such cases a repurchase by the company is a
relevant alternative. The Finnish companies legislation permits shares to be
bought back only with distributable funds i.e accumulated net profits on the
balance sheet (FCA Ch. 7 Sc. 3 Para. 1). Compared with this (and law in other
European Union countries as well) the American rule is — as Enriques and
Macey correctly suggest — formulated in a more flexible way: buy-backs may
be carried out as long the company remains going concern, meaning that it
can meet its debt and other business payments while in Finland the test,
based on figures of the most recent balance sheet, allows repurchases only to
the extent that accumulated net profits are exhausted.

Considered from the viewpoint of Finnish shareholders, however, it is
not self-evident that they would prefer the US-style test to the “technical”
European approach. The tests, both the American and Finnish one, are for the
benefit of creditors; the aim is to protect their interest, not minority share-
holders. When shares are repurchased despite the fact that the rule is not
met, the creditors are allowed to claim damages, if the monies paid for the
shares are not returned to the company. In this respect the burden of proof is
more easily satisfied under the current Finnish rule because the shareholders
can assure themselves ex ante, simply by studying the most current balance
sheet, that they will not be held liable if the company goes bankrupt after the
repurchase. If the test was more flexible the shareholders would be likely to
forego a repurchase to avoid the trouble and cost of determining whether the
buy-back can be carried out; and even after a careful study Board members
would not be without the fear that after the buy-back a Court might errone-
ously hold such distribution to be against the law. Therefore, the validity of
Enriques and Macey's claim is debatable and it is most likely that investors
would be willing to switch the flexibility of buy-backs to a system were they
are guaranteed of getting equal share of the wealth accumulated in compa-
nies.

3.2.6. RIGHT TO DIVIDENDS

In Finland the distribution of dividends is decided by the shareholders at a
GM (FCA Ch. 12, Sc. 4.1).% The dividend may not exceed the sum of profit for
the financial period and the distributable funds consisting of accumulated
(net) profits from the earlier years. As a general rule, the GM may not dis-
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tribute more dividends than the Board has proposed. This power may not be
taken over by the GM, not even by an amendment of Articles to that effect.
However, minority shareholders — representing at least 1/10 of all shares —
have a right to require the company to distribute as a minimum dividend of
an amount at least half of the distributable profit of the financial year (i.e. the
profit net of deduction for reserve funds pursuant the Articles). The share-
holders may not, however, require more than eight percent of the equity,
stated in the balance sheet, to be distributed. If these requirements are not
fulfilled, and the Board fails to propose a dividend, shareholders cannot in
practice successfully bring a suit claiming for it.?” On the other hand, if the
Articles provides for a higher dividend, the Board must naturally comply
with the stipulation (FCA Ch. 12 Sc. 4 Para. 4).3

LaPorta et al. evaluate in their cross-country research also minority
shareholders’ right to claim a dividend. Their variable “Mandatory Divi-
dend” is defined in the following way (1998, p. 1122): “Equals the percentage
of net income that the company law or commercial code requires firms to dis-
tribute as dividends among ordinary shareholders. It takes a value of zero for
countries without such restriction.” On this account the authors grant zero
points for Finland — and for the US as well. On the surface, this might appear
to be a fair conclusion because, as described above, the Finnish legislation
does not provide each and every shareholder a right to require half of the net
profit to distributed as dividends; this right is granted only for the holders of
(at least) 10 % of all shares unless even a smaller percentage is provided by
the Articles.

However, we find the classification applied by La Porta et al. all too
rough to describe the national differences in a meaningful way. This comes
clear when one turns to the US where the decision whether or not to pay
dividends usually rests in the sole discretion of the Board. Not even an
unanimous GM can veto the Board’s decision. Shareholders cannot assume
the right to declare dividends; they can only replace the Board members later
with new ones having more favourable attitude towards shareholders” expec-
tations on dividends (Mann and Roberts 1999, p. 700). Therefore we cannot
hold the US system as equal to the one in Finland in this respect: evidently
the minority in a Finnish company has more say on the pay-out policies than
their counter-parties in American enterprises.

Enriques and Macey (2001, p. 1196) propose that the European balance
sheet test constraining dividend payments inhibits an active signalling func-
tion of dividend policy. According to them dividends can provide an impor-
tant information channel: by paying out large dividends the Board can credi-
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bly transmit its confidence in the future prospects. The signal is supposed to
be credible because if the true prospects are not as profitable as the amount
of dividend leads the investors to believe, the company would have to ac-
quire new financing in order to survive and then the Board would be in the
investors” mercy. New financing would be more expensive to company after
the attempt to mislead the investors through its pay-out policy. Therefore, ar-
ranging such a sham is not a rational course action for a Board; an increase in
dividends would be proposed only if the Board is confident that sufficient in-
come would flow in to cover the increase. This is a well-accepted view in fi-
nancial economics since 1980’s, repeated in all text-books.%

Even when the question of “real” motivation for distributions is left
aside, the argumentation of Enriques and Macey remains doubtful. They
suggest that flexible US rules are more favourable to dividend payments
compared to the European balance sheet test which is based on accounting
numbers (Enriques — Macey 2001, p. 1197): “Due to the complexity of ac-
counting issues and to the wide discretion accounting principles and rules
leave to decision makers, the possibility of courts making errors in judge-
ments is more than sufficient to deter risk-averse managers from making dis-
tributions.” We are not convinced by this argument; in fact the opposite the-
sis is more appealing to us. Enriques and Macey do not seem to pay any at-
tention to the fact that the lawfulness of dividend payments can be chal-
lenged afterwards, in a later bankrupt by the estate. Then the Board may
have to provide evidence for the Court that the amount of dividend paid was
proper at the time of its declaration. If the Board can derive its argument
from the accounting numbers that were verified by an independent Auditor
its case is without any doubt on a firmer ground than by trying to assure the
judge within the vague US test that the Board presumed properly that the
company would remain going concern even after the dividend payment. —
The bankruptcy itself proves that the presumption of going concern did not
hold.

Moreover, as regards the cases where the company does not end up in
a bankruptcy, one has to bear in mind that the more generous dividends of
US companies may simply be based on the fact that the dividend decision is
drawn exclusively by their Boards as a business judgement which can be suc-
cessfully challenged only in the most extreme settings. Therefore, if a Euro-
pean Board wants to have coverage against liability to a similar extent as its
US counter-party enjoys, it has to apply prudence principle in the company
accounts; consequently, only moderate dividends can be proposed. The in-
centive for this kind of action, however, is divergence between the decision
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making authority of US and European Boards, not the accounting rules as
Enriques and Macey propose.

3.2.7. EQUAL INFORMATIONAL RIGHTS

Financial Information. One of the most important legal means whereby minor-
ity shareholders acquire information is through mandatory disclosure. The
financial statements of all Finnish companies — private or not — are public.#
This means that anyone can get a copy of a certain company’s statements
from the Trade Register. Every company, no matter the size, has to file its fi-
nancial statements within two months after the annual GM where the state-
ments were adopted (FCA Ch. 11 Sc. 14). However, the financial statements
are in effect made public ex ante the annual GM: pursuant to the Ch. 9 Sc. 9
Para. 4 of the FCA the statements have to be available for members” inspec-
tion at least one week prior to the GM at the registered head office and, if she
so requests, must be mailed to a shareholder without delay. Moreover, listed
companies have to publish quarterly reports as well (FSMA Ch. 2 Sc. 5).

These requirements are indispositive. Thus the holders of ordinary or
preferential shares cannot surrender their rights to regular financial informa-
tion by a stipulation to that effect in the Articles. Neither an Agreement can
effectively deny this right as the financial statements have to be filed with the
public Trade Register in any case.

The Finnish disclosure requirements are stricter in a listed company than in a
private one. Listed companies are required to publish all information relating to
decisions taken as well as to the company and its operations which fundamen-
tally affect the value of the company's shares. Thus, major company actions e.g. a
proposal for a share issue or a merger, has to be published promptly as soon as
the decision on the proposal has been drawn by the management. Related to
this, the Act prohibits strictly dealings on insider information by an universally
applicable ban on the general misuse of insider information.*! Central is the pro-
vision of ad hoc -publicity (FSMA Ch. 2 Sc. 7 Para. 1): A listed company must,
without undue delay, make public all its decisions and as well all information on
the activities of the company that are likely to have material influence on the
value of the shares (and other securities) issued by the company. Any major de-
velopment that is not yet public is informed via Stock Exchange and as a press
release to the investors. The developments to be informed are not exhaustively

stated in the Act: all that is required is an issue which may lead to substantial
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movement in the market price by virtue of its effects on assets or liabilities or fi-

nancial position or on the general course of the company’s business.

As regards their substance, financial statements issued by Finnish
companies are internationally considered to be of relatively high quality. Ac-
cording to a study by the Center for International Financial Analysis & Re-
search, Inc. they are among the most informative ones: on average they
scored 77 points of 90 while their US counter-parties got only 71.42 Due to the
integration with European Union, the Finnish accounting legislation was
amended in 1990s to allow investors to have a true and fair view of a firm’s
financial position. Most notably, the concept of depreciation according to
plan was introduced; until 1993 depreciation practice had followed de facto
taxation and consequently the companies stated their earnings in a more con-
servative manner than they would have been pursuant to the true and fair
view.#

Transparency of Ownership. The Finnish legislator has provided for
members in the smallest companies with a special vehicle for information. In
a company with no more than 10 shareholders, everyone of them has the
right to familiarise herself with the book-keeping records as well as other
documents relating to the operations of the company if this is necessary to
assess the financial statements and economic status of the company or any
other matter handled at a GM (FCA Ch. 9 Sc. 12 Para. 4).44

In principle, the Articles of a company with an even wider owner base
than 10 could provide for this kind of inspection right for a shareholder. On
the other hand, if all the members in a company with 10 shareholders maxi-
mum so consent in an Agreement, they may surrender this right. However,
this kind of Agreement cannot be effectively enforced in relation to company;
thus if a member breaches the Agreement and wants to have the books for
her inspection, the company has to agree.

Besides the financial information, a member of a Finnish company has
a right to know who are her fellow shareholders. The Finnish ownership in
listed companies is utmost transparent because the book-entry legislation has
the effect that name of every Finnish shareholder — even if the ownership
consists of only one share — is marked in a public share record of the com-
pany and that register is open for everyone to study. A register must be kept
of the owners of shares issued by a Finnish company (Kasanen 1999, p. 28).45

The basis for share registration is transparency: a share register has to
be open for inspection not only for the management and fellow shareholders
of the company but also for the general public. In a private company the



The role of shareholder protection rules in financing Finnish companies - 117

share register is kept by the company itself. On the other hand, the Finnish
Securities Centre maintains the share register for each and every listed com-
pany; before a Finnish company can be listed in the Helsinki Stock Exchange
it must join the Centre to have its shares dematerialised. By stipulations of
the Articles or clauses of an Agreement these mandatory requirements of law
cannot be circumvented not even in a private company where the all the
members are unanimous on this matter. A stipulation or a clause to that effect
is not valid against a third person.#

3.2.8. ACTIONS AND REMEDIES

When considering a shareholder’s rights La Porta et al. (1998) put also weight
on remedies available for unfairly treated (minority) shareholders. The au-
thors state that some countries provide minority shareholders legal mecha-
nisms against perceived oppression. These mechanisms may include the
right to challenge the directors” decision in court (as in the American deriva-
tive suit) or the right to force the company to repurchase shares of the minor-
ity who object certain fundamental decisions of the management or of the
GM, such as mergers or assets sales. On this reasoning La Porta et al. have
formed a variable for their study — “oppressed minority mechanism” — that is
described in the following way (p. 1122): “Equals one if the — — law — — grants
minority shareholders either a judicial venue to challenge the decisions of
management or of the assembly or the right to step out of the company by
requiring the company to purchase their shares when they object certain
fundamental changes such as mergers, asset dispositions, and changes in the
articles of incorporation. The variable equals zero otherwise.”

According to La Porta et al. there are no such mechanism available for
minority shareholders in Scandinavian that fulfils adequately the require-
ments described above; Finland scores zero among others. Among the mem-
ber states of the European Union only three qualify: England, Ireland and
Spain. Considered from a Nordic point of view this result of La Porta et al. is
puzzling because the instruments available for an aggrieved minority in
search of a remedy are in many aspects comparable to those available in the
US. This applies, however, only to the material provisions in the legislation.
More worrisome are the Finnish ex post remedies, as will be documented in
what follows.

Representative Action. The ultimate recourse of a shareholder, short of
selling her shares, is to bring an action against the decision-makers on behalf
of herself or the company. Firstly, a resolution that has not been approved in
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proper order at the GM, or which is otherwise against to the FCA or the Arti-
cles, may be sued upon by a shareholder (as well as by a member of a Board).
A textbook example would be a case where a shareholder sues to restrain a
threatened alteration of Articles by a passage of an solution by a simple
rather than a special majority. The FCA stipulates the reasons for a lawsuit
only generally: the action may be based on breaches of formalities as well as
on material grounds. Thus, the reason may be, among others, that the resolu-
tion is against the principle of equal treatment expressed in the General
Standard of FCA Ch, 9 Sc. 16 (Toiviainen 1998, p. 130 and Timonen 2002, p.
138).

A shareholder is entitled to bring an action against an unlawful resolu-
tion of a GM, but only if she has not contributed to it by voting for it. More-
over she has to own at least one share in the company to have this right. The
nature of the action is representative in such a sense that the owners who
were not parties to the legal action shall also be bound by the decision of the
Court (FCA Ch. 9 Sec. 17 Para. 4). This feature is designed to prevent multi-
plicity of actions. On the other hand, it means that even those minority
shareholders who had been quite satisfied with the resolution of the GM
have to obey the Court judgement if it is for the plaintiff.

When it is found that the resolution passed by the GM breaches the
FCA or the Articles, the Court may set the resolution aside or modify it.
However, a modification can only be ordered if a claim for it is set up, and
the Court is able to establish the contents that such resolution should to have
had (FCA Ch. 9 Sc. 17 Para. 3). Thus the modification is possible only in case
where the “right” decision is obvious (Toiviainen 1998, p. 131).

The right to challenge a resolution can, on the other hand, be used to
obtain a temporary court order that hinders the Company from executing the
resolution. Pursuant to the Ch. 16 Sc. 3 of the FCA a shareholder may request
an injunction to delay or prohibit the execution of an illegal resolution pend-
ing a suit. This temporary order cannot be subject to separate appeal but the
Court may, if it is considered necessary, withdraw the order. If a minority
shareholder succeeds in obtaining such an order, the Board may be ready to
hear her and settle out of court to avoid a time-consuming legal process
(Tenhunen 1997, p. 68).

The Finnish Companies Act contains no provisions regarding a share-
holder’s right for action to challenge a decision made by the Board. Never-
theless this right has been established in Court practice but, on the other
hand, under quite exceptional circumstances. In order to intervene in a Board
decision a shareholder had to show, pursuant to Case 1995:213 of the Finnish
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Supreme Court, before the judge that the Board's action was intended to take
advantage of the company and not in the company’s interest (see Savela
1999, p. 234-235). However, as a main rule, it is most exceptional for a Court
to grant a shareholder the right of action in the Finnish system of representa-
tion. Therefore, for example, if a GM has delegated the Board the right to
make decisions on a new issues of shares, a current shareholder cannot effec-
tively challenge the decisions that the Board actually makes about e.g. the is-
sue price and to whom the shares are allocated if these matters have not been
specified in the delegation made at the GM.

Suit for Damages. As in all market economies, in Finland a company
limited by shares is treated as a legal person distinct from its owners. There-
fore it is the company and not the individual members that is the proper
plaintiff in any action; the main rule is that a company is represented not by
its members but the directors.#” Where a breach of duty or any other wrong
has been committed against a Finnish company, only the company can sue in
respect of it. Thus the law in Finland echoes the famous English case of Foss
v. Harbottle in this respect.4

There are, however, a number of exceptions, to the aforementioned
ground rule. Finnish shareholders representing at least 1/10 of the share capi-
tal or 1/3 of the shares represented at the GM are eligible to bring a claim for
damages on behalf of the company if the majority at the GM has decided not
to bring such claim (FCA Ch. 15 Sc. 6).# Examples of this kind of “derivative
suits” are actions to recover damages from the Board for breach of duty. In
such situations, where the Board members represent also majority of votes at
a GM, they may well be hesitant to bring a suit against themselves.

There is no requirement for the plaintiff (i.e. the minority sharehold-
ers) to post a bond. Moreover, the shareholders do not have to show the
Court any material facts, e.g. wrongdoers control of the resolution of the GM,
before the Court can allow the minority owners to launch a derivative action.
Neither there is a statutory requirement that a shareholder must have owned
her shares at the time of the complained transaction occurred in order to
bring a derivative suit.

The (minority) shareholders” derivative suit is singular in that those
suing are not pursuing damages for themselves but are acting on behalf of
the company as guardians of all shareholders as an unitary group. The
shareholder, as a nominal party, has no right or interest in the claim itself.
Therefore, any damages obtained by derivative action will accrue to the
company, not the suing shareholders personally. However, the Court may
order that the shareholders who have brought the action shall be paid from
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the funds obtained the portion that devolves on their shares. On the other
hand, the costs of such action are of no concern to the company; the share-
holders that bring the action are responsible for the litigation costs. They
have, however, an entitlement to a compensation from the company to the
extent of the funds obtained to the company through the action (Ch. 15 Sc. 6
Para. 4).

Derivative actions materialise quite seldom in the Finnish company
practice (see Airaksinen 2000, p. 2). The possibility of a derivative suit, how-
ever, does not stop a (minority) owner of the company to bring direct actions
for damages; a derivative suit is also not an exclusive remedy for a minority
shareholder. Each and every shareholder has the right to demand from the
majority owner or other shareholders all the damage they have caused her by
assisting a violation of the FCA or the Articles. It is possible to base this de-
mand on a violation of the “equality principle” manifested in the General
Standard of the FCA Ch. 9 Sc. 16 (Timonen 2002, p. 150).

In Finland tort law has a general starting point that each party must
take responsibility for herself for damages she may have suffered: this means
that to have somebody else to cover the damage, the requirement must be
grounded. To win damages for herself, a minority owner has to prove before
the Court that (i) damages were actually caused by a resolution of the GM or
another action of shareholders;* (ii) the action or resolution infringed the
FCA or the Articles; and (iii) the infringement was intentional or grossly neg-
ligent (FCA Ch. 15 Sc. 3). The burden of proof is on the plaintiff (i.e. minority
owner): the culpability of the majority owner or other shareholders is not
presumed. For negligence there is no single unambiguous criteria (POyhonen
1993, p. 84).

The same applies also to the minority shareholder’s claim against the
members of the Board or Managing Director (FCA Ch. 15 Sc. 1).5' She has to
show that they acted intentionally or negligently and the act breached the
FCA or the Articles. The threshold for negligence, however, is lower than in
claims against other shareholders: even a minor negligence qualifies as a
ground to sue the Board members or Managing Director. Moreover, a clear
breach of the FCA or the Articles constitutes a legal presumption of negli-
gence; in such a case the burden of proof lays on the member of the Board:
she has to show that her acts were not negligent. The illegality of the action
must also have caused such damages that the plaintiff (i.e. shareholder) can
demonstrate.

The liability of each shareholder or a Board member is personal. To
avoid the liability a shareholder or a Board member may argue that she did
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not participate in the meeting or did not vote in favour of the resolution. A
shareholder or a Board member may register her contrary vote in the minutes
of the meeting. Unless a dissent is entered in the minutes, the member of the
Board is presumed to have assented. For this reason, a Board member who is
absent from given meeting should register latest in the following meeting if
she dissents.>

Each member has to reimburse all damages she has caused. Mitigation
of damages may be applied in case where reimbursement would be too bur-
densome and ruin a member’s financial situation. Damages cannot, however,
be adjusted downwards by mitigation without a specific reason if the mem-
ber’s offence was intentional.

The plaintiff, the challenging minority shareholder, has the burden of
proof generally, except in the cases where it is self-evident that the FCA or the
Articles were breached. This means in practice that claims for damages are
not raised light-heartedly. If she fails to show before the Court the unlawful-
ness of the resolution, she has to pay, not only her own, but also the trial ex-
penses of the winning side (Jokela 2002, p. 388-389). Due to this financial risk,
the resolutions of GMs are not so often challenged in Finnish Courts.

Compared internationally, litigation expenses are relatively low in
Finland. However, as the losing party is also liable for the costs of the win-
ning party, the monetary risk in litigation is considerable. The introduction of
value added tax on legal services has driven the costs up even further (Airak-
sinen 2000, p. 3). Under the standard “American Rule” each side bears its
own legal fees. As already stated, the rules in Finland are opposite to this as
the losing side is normally liable for the winner’s legal expenses. When a mi-
nority owner sues a major Company or its Board members and Managing
Director, the defendants are likely to incur the large fees and other expenses,
and this disproportion is likely to be an prohibitive deterrent to litigation;
few individual shareholders will face sufficiently substantial loss to justify
the cost of litigation individually. Thus there is a bias for a minority share-
holder to remain passive even if she learns about an action or negligence that,
for example, breaches the equality of shareholders.

Punitive damages are alien to Finnish legal system; the starting point is
the principle of full compensation but damages are normally adjustable
downwards. Whenever damages are awarded, they are not intended to pun-
ish the party committing the breach but to compensate the insured party for
any loss or damages arising from the breach. The damages that may be
awarded to the plaintiff must be based on realised economic losses shown to
the Court. The basic principle is that the injured party should be restored fi-
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nancially as nearly as possible to the position she would have been had the
breach not been committed.® The damages are assessed by the Court on the
actual loss to the injured party, and not on the basis of any gain made by the
other party. Thus the recovery to be judged cannot, for example, be based on
the profit the Board member made by secretly taking to herself a company
opportunity, unless it can be shown that the company would have made the
profits that she succeeded to acquire. So far the value of damages awarded
have been quite moderate in the Finnish company practice.

Moreover, there is no legislation in force supporting class actions in
Finland. Thus the personal actions for damages are in principle brought on
individual basis. Incentives for attorney driven actions are diminished even
further by the fact that contingent fees are a rare event in the Finnish proce-
dure (Jokela 2002, p. 372). Thus the risks of litigation are seldom transferred
to the plaintiff’s attorney. Lack of such risk sharing mechanism may be con-
sequential as the existence of the contingent fee agreement has been consid-
ered to be an important means to correct the bias towards non-litigation in
the US (see e.g. Coffee 1999).

Redemption and Winding Up. At least partly due to the trial expenses
and other disincentives for litigation, other types of remedies are considered
to be of importance to ensure the rights of minority shareholders (Airaksinen
2000, p. 3). Both the FCA and FSMA reserve individual shareholders the op-
portunity to have their shares redeemed when the company ownership struc-
ture changes in a manner prescribed by law. If a majority shareholder — typi-
cally a parent company — has come to own more than 9/10 of the shares of a
company and these shares give right to at least 9/10 of the total voting rights,
a minority shareholder of the company has, according to the FCA (Ch. 14 Sc.
19), the right to demand the majority owner to redeem her shares. In such
case also the majority owner has the right to redeem the remaining minority
shares, paying the “fair price”. The majority shareholder is liable for the costs
of appraisal as well as the other expenses of the redemption process.

The minority owner may also have her shares redeemed by the com-
pany due to a merger with another company (FCA Ch. 14 Sc. 12) or a division
of a company (Ch. 14a Sc. 3 Para. 5) or a “going private” decision (Ch. 17 Sc.
3). The only condition is that she has voted against the resolution and re-
served the right for redemption for herself. On the other hand there is no ap-
praisal right due to a sale of company’s (major) assets or an amendment of
Articles.>*

Appraisal right is not an exclusive remedy: despite the fact that a re-
demption is in process the shareholder may in principle demand damages or
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turn to other remedies if she feels that she has a cause for such action. How-
ever, as already mentioned, the burden of proof lies on the plaintiff. This re-
quirement makes these remedies less tempting alternatives compared to the
redemption procedure.

According to the travaux préparatoires of the FSMA, the redemption
stipulation is not sufficient to secure minority rights in a company that has its
shares listed on a Stock Exchange. This is the motivation for including a pro-
vision in the FSMA (Ch. 6 Sc. 6), according to which anyone whose owner-
ship increases to exceed 2/3 of all voting rights of the company, has to offer to
redeem remaining shares, as well as the convertibles and warrants issued by
the company. Also the shareholder whose ownership in a listed company ex-
ceeds 2/3 of the voting rights has an obligation to offer to purchase the re-
maining shares as well equity-related securities from other shareholders at
the fair price. The offer price cannot be set freely as in a voluntary tender of-
fer: one has to take into consideration the medium market price of the pre-
ceding 12 months as well as the higher prices paid by the acquirer outside the
public markets. Besides, minority shareholders are to be treated in all terms
as equally as in a voluntary bid (see Astola 1994, p. 78-79 and Kaisanlahti
1997, p. 5-6).%

The FCA provides each shareholder the right to apply to a court to
have the company rounded up if the other shareholders (i.e. majority) have
voted in a GM for a resolution that conflicts with the general standard of
equal treatment; the minority has the same right in a situation where the ma-
jority have otherwise wilfully misused their influence in the company.5
Winding up, however, is most drastic measure. Therefore the FCA provides
that such order can be made only where there are exceptional grounds for it.
In practice this means that actions are utmost rare. Moreover, the FCA pro-
vides an alternative route: the court may, upon the request of the plaintiff,
order the company to redeem the shares held by her at a reasonable price
(Ch. 13 Sc. 3).

3.3. CONCLUSIONS

The material provisions of the Finnish legislation in the field of minority pro-
tection and securities markets are quite modern. At least they are not so un-
developed as some studies may let us to understand. We cannot identify any
substantial differences in the Finnish rules in comparison — were it even exe-
cuted as superfluously as above — to their American counterparts.” It should
also be noted that the principle on equal treatment is well-respected by the
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Finnish courts. Fair treatment means in Finland strict equality especially in
the context of inter-shareholder relations and in division of the profit accrued
in the company. Due to this, the principle can also serve effectively as a self-
enforcing deterrent against non-proper transactions by insiders.

The companies legislation in Finland is a territory of indispositive (i.e.
mandatory) rules. A long tradition exists according to which the principle of
freedom of contract does not apply to the formation of legal entities. There-
fore it is not possible to form an entity with a separate legal personality that
is not regulated by any particular statute. Only the forms backed by written
law may be legally valid. Indispositivism applies also to various forms of fi-
nancing. A limited liability company may issue only such financial instru-
ments that are recognised in the legislation. Thus, the options for innovative
financial engineering are quite limited compared e.g. to the ones available in
the United States.? On the other hand, the statutes offer considerable latitude
for amending the typical terms of recognised instruments. As indicated in
this Chapter, the possibilities to amend the rights attached to share are nu-
merous. But they are not unrestricted either. The most notable example of
mandatory restrictions is the one-to-twenty-rule between classes of shares,
i.e. the difference in voting rights may not be greater than twenty-fold. This is
obviously aimed at to protect the holders of shares that are entitled to lesser
voting rights. The rationality of this restriction, however, is questionable in
the light of the fact that the FCA on the other hand allows companies to issue
preferential shares with voting rights that are triggered only in certain situa-
tions. Consequently, the difference between a preferential share and an ordi-
nary one is unlimited most of the time despite the one-to-twenty -rule.

More worrisome than the material rules are the Finnish ex post reme-
dies against actual minority oppression.®® There are several procedural fea-
tures that can be interpreted to be biased against a minority shareholders.
First, in the field of derivative suits the Finnish legislation deviates clearly, in-
ter alia, from its US counterpart by requiring that in order to raise a suit, the
plaintiff has to be backed by investors representing at least 1/10 of the shares
or 1/3 of the votes represented at a GM (FCA Ch. 15 Sc. 6). On the other hand,
each shareholder has a subjective right to make a direct claim against the
Board members and the Managing Director for the damages they have
caused to her by intentional or negligent infringement of the FCA or the Arti-
cles. Despite the right, minority has succeeded only rarely in a legal action
against Board members or a Managing Director (see Airaksinen 2000, p. 2).

Another worrisome feature is the rule that the losing party of a trial
has to bear also the litigation expenses of the winning side. Further, the up-
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side potential of a favourable judgement is severely diminished by the fact
that in direct actions for damages the defendant is not the company but the
Board members or the Managing Director or even the other shareholders.
Thus, in practice the damages that have been awarded have been moderate in
company law cases. Together with the fact that punitive damages are non-
existent in the Finnish court practice, these features imply that Finland may
be classified as one of the less litigation-friendly jurisdictions, at least in the
field of company law.¢!

Without effective remedies potential local and foreign financiers have
a lesser incentive to place equity capital in Finnish companies than otherwise.
Because the procedural rules are the monopoly of the legislator, firms are not
able to stand in the place of courts in order to guarantee effective remedies.
Therefore, deficiencies in procedural aspects of investor protection may have
relatively more severe effects in financing of Finnish companies than the
mandatory nature of substantive rules as such. In particular, they may lead to
a higher required rate of return for capital, or reduce its supply altogether.



126 - Timo Kaisanlahti

REFERENCES

Aarnio, A., 2002, Introduction, in Péyhénen, J. (ed.), An introduction to Finnish law (Second, revised
edition), Jyvaskyla.

Airaksinen, M., 2000, Enforcement of minority shareholders’ rights, a paper presented at
OECD/World Bank corporate governance roundtable for Russia — Shareholders rights
and equitable treatment.

Allen, F. and Michaely, R., 2001, Payout policy, Financial Institutions Center at the Wharton
School of the University of Pennsylvania, Working Paper, No. 01-21. US.

Astola, T., 1994, Corporate take-overs through the public markets, in: Suviranta, A. (ed.), Finnish
national reports to the fourteenth congress of the international academy of comparative law,
Athens and Helsinki.

Bhagat, S., 1983, The effect of pre-emptive right amendments on shareholder wealth, Journal of
Financial Economics, 289-310.

Bhagat, S. and Brickley, ].A.,1984, Cumulative voting: the value of minority voting rights, Journal
of Law and Economics, 339-365.

Bhagat, S. and Romano R., 2001, Event studies and the law: Part II - Empirical studies of
corporate law, US.

Blomstedt, Y., 1985, A historical background of the Finnish legal system, in Uotila, J. (ed.), The
Finnish legal system (Second, completely revised edition), Mikkeli.

Castrén, M., 1998, Corporate governance — The responsibilities of the board of directors and the
supervisory board, in Finnish national reports to the fifteenth congress of the international
academy of comparative law, Helsinki.

Cederberg, L., 1936, The new provisions of the joint stock company law for safeguarding the
rights of shareholders and shareholder-minorities, Bank of Finland — Monthly Bulletin
(March), 25-30.

Coffee, J., 1999, Privatization and corporate governance: the lessons from securities market
failure, Columbia Law School, Center for Law and Economics Studies, Working Paper,
No. 158, US.

Coffee, ], 2001, Do norms matter? — A cross-country evaluation, University of Pennsylvania Law
Review, 2151-2178.

Cox, J., 1997, Equal treatment of shareholders: an essay, Cardozo Law Review, 615-635.

Dalebout, R. 1989, Cumulative voting for corporate directors: majority shareholders in the role of
a fox guarding a hen house, Brigham Young University Law Review, 1199-1226..

Dyck, I. and Zingales, L., 2002, Private benefits of control: An international comparison, CEPR
Discussion Paper, No. 3177, US.

Easterbrook, F. and Fischel, D. 1991, The economic structure of corporate law, US.



The role of shareholder protection rules in financing Finnish companies - 127

Enriques, L. and Macey, J., 2001, Creditors versus capital formation: The case against the
european legal capital rules, Cornell Law Review, 1165-1204.

Gordon, J., 1994, Institutions as relational investors: A new look at cumulative voting, Columbia
Law Review, 124-194.

Helakallio, E., 1996, Supervision of the financial markets, Bank of Finland — Bulletin, 55-59.

Hodge, D., 1999, Minority shareholders (a lecture at the Professional Negligence Bar Association
- back to basics course, 10t November), England.

Horsmanheimo, P., 2001, Free movement of auditors and audit firms, Jyvaskyla.

Hyytinen, A., Kuosa, I. and Takalo, T., 2003 Law or finance? Evidence from Finland, European
Journal of Law and Economics, forthcoming.

Jacobs, G. and Macours, K., 2001, Tracking stock: a European perspective, Butterworths Journal of
International Banking and Financial Law, 372-377.

Johnson, S., La Porta, R., Lopez-de-Silanez, F. and Shleifer, A., 2000, Tunneling, AEA Papers and
Proceedings, 22-27.

Jokela, Juha, 2002, Legal procedure, in Péyhonen, J. (ed.), An introduction to Finnish law (Second,
revised edition), Jyvaskyla.

Kaisanlahti, T., 1997, The Finnish perspective of the proposal for a 13t company law directive on
take-overs: a multi-jurisdiction survey, part 2, European Financial Services Law, January, 5-
7.

Kane, E., 2000, Designing safety nets to fit country circumstances (mimeo,
http://econ.worldbank.org).

Kasanen, J., 1999, Corporate insider trading and its regulation in Finland, Bank of Finland —
Bulletin, 27-32.

Kauko, K. and Saukkonen, E., 1996, The stock market, Bank of Finland — Bulletin, 29-34.

Koivula, R., 2001, Tracking stock and its implementation by Finnish listed companies (Master thesis,
University of Helsinki — Faculty of Law). Finland.

La Porta, R., Lopez-de-Silanez, F. and Shleifer, A., 1998, Law and finance, Journal of Political
Economy, 1113-1155.

La Porta, R., Lopez-de-Silanez, F. and Shleifer, A., 2000, Investor protection and corporate
governance, Journal of Financial Economics, 3-27.

Macey, J., 1993, Corporate law and corporate governance in Sweden: A law and economics
perspective, SNS Occasional Papers, No. 48, Sweden.

Macey, J., 1999, Fiduciary duties as residual claims: obligations to nonshareholder constituencies
from a theory of the firm perspective, Cornell Law Review, s. 1266-1281.

Mann, R. and Roberts, B., 1999, Business law and the regulation of business (6t Ed.). US.

McArthur, J. and Sachs, J., 2001, The growth competitiveness index: Measuring technological
advancement and the stages of development, in World Economic Forum: The global
competitiveness report 2001 — 2002, US.

Megginson, W., 1997, Corporate finance theory, US.
Ministry of Finance, 2001, Taxation in Finland 2001, Helsinki.



128 - Timo Kaisanlahti

Myrsky, M., 2002, Tax law, in P&yhdnen, ]. (ed.), An introduction to Finnish law (Second, revised
edition), Jyvaskyla.

Nenona, T., 2000, The value of corporate votes and control benefits: A cross-country analysis. US.

Olsson, C., 1967, General clauses for the protection of minority shareholders in the Scandinavian
companies acts, in Schmidt, F. (ed.), Scandinavian Studies in Law, Vol 11. Uppsala.

Pezard, A., 1995, The golden share of privatized companies, Brooklyn Journal of International Law,
85-95.

Poutiainen, A., 2001, Shareholders and corporate governance. The principle of one share — one
vote, European Business Law Review, 67-75.

Poyhonen, J., 1993, Torts, in Poyhonen, J. (ed.), An introduction to Finnish law, Jyvaskyla.

Ramsay, I., 1999, Directors’ duties in Australia: Recent developments and enforcement issues,
Company Financial and Insolvency Law Review, 260-285.

Rock, E., 1997, Saints and sinners: how does Delaware corporate law work?, UCLA Law Review,
1009-1106.

Rudanko, M., 1992, Civil law and the regulation of financial services, in Timonen, P. (Ed.), Nordic
perspectives on European financial integration — Proceedings of Nordic seminar on European
financial integration (Hanasaari, April 27 — 28, 1992), Helsinki.

Savela, Ari, 1999, Hostile takeovers and directors — Regulation of takeover defences in Finland,
the United Kingdom, the United States and the European Union, Turku.

Sillanpaa, M., 1994, Enhancing shareholders equality by a take-over bid in the articles of
association, in Suksi, M. (ed.), Law under exogenous influences, Turku.

Sillanpéa, M, 2001, The European private company from a Nordic point of view, in Neville, M.
and Sorensen, K. (eds.), The internationalization of companies and company laws, Denmark.

Sonninen, J., 1998, Finland, in Gustafsson, L. (ed.), Business laws in the Nordic countries — Legal and
tax aspects, Stockholm.

Tenhunen, P, 1997, Finland, in Stecher, M (ed.), Protection of minority shareholders, Cornwall.

Timonen, P, 2002, Business law, in Péyhonen, J. (ed.), An introduction to Finnish law (Second,
revised edition), Jyvaskyla.

Toiviainen, H., 1998, Ownership and control in companies limited by shares in Finland, Helsinki.

Toiviainen, H., 1999, Finland, in Baums, T. and Wymeersch, E. (eds.), Shareholder voting rights and
practices in Europe and the United States, Great Britain.

Virolainen, K., 1996, Securities settlement systems, Bank of Finland — Bulletin, 43-47.

West, M., 2000, Why shareholders sue: the evidence from Japan, University of Michigan 1993 —
John M. Olin Center for Law and Economics, Working Papers, No. 00-010, US.



The role of shareholder protection rules in financing Finnish companies - 129

ENDNOTES

" Almost all Finnish law in is “black letter” This applies also to business enterprises, see Aarnio (2002, p. 12-
13). Blomstedt (1985) provides a historical background of the Finnish legal system.

2To be fair, Coffee’s proposition is shared by many of his colleagues; see e.g. Rock (1997, p. 1101-1102).

>The aim is not to provide an definite analysis about pros and cons of different rules: we limit our efforts just
to sketching the reader how certain important issues are dealt in the Finnish legal environment. In passing,
we make some comparisons — most of them only in footnotes due to the space limits — to the company
law in the US, the jurisdiction where many notable critics of civil law comes from. As we are in a pursuit of
reviewing the features of a representative US company law, references are primary made to the Revised
Model Business Corporate Act (later "RMBCA") that has been adopted in whole or in part by a majority of
the US jurisdictions, see www.uslaw.com/library. In this context, we provide also some remarks on the opin-
ions expressed by La Porta et al. (1998) about the minority protection in Finland. The comments to be made
are at least by and large applicable to Scandinavian countries - Denmark, Norway and Sweden - due to the
common preparatory work of Nordic company statutes, see Sillanpaa (2001, p. 80).

“This Act is also applied additionally, i.e. lex specialis derogat legi generali, even regards to companies sepa-
rately regulated as is the case with banks and insurance companies. Commercial Banks Act 1990 (No. 1269 —
December 28, 1990) and Insurance Companies Act 1979 (No. 1062 — December 28, 1979), see Toiviainen
(1998, p. 5-6).

°>These acts cover both types of companies, the public as well as the private ones.

© Besides the Articles, also the general rules of contract law may be applied. Some if not all the shareholders
may voluntary oblige to a common understanding on relations between themselves. This kind of share-
holders” agreement ("“Agreement”) may be useful in mandating candidates for a membership in the Board
or in ensuring unified voting policy at a GM.

’Thus, in principle, the Articles could validly state that all resolutions at a GM shall be drawn unanimously
and that each shareholder shall have her representative in the Board. In other words the company could be
“frozen” into status quo. For obvious practical reasons, however, these kinds of stipulations are non-existent
in the Finnish listed companies.

8The GM constitutes the supreme organ of a Finnish company. The Board which is usually elected in its en-
tirety by the GM, is responsible for the proper organisation of the company and its affairs. The Board ap-
points the Managing Director whose duty is the day-to-day management (Ch. 8 Sc. 6 Para. 1).

“Timonen (2002, p. 137), describes the essence of the majority principle:” — — the majority decides upon the
nature of business activities carried out by the company as well as the way they are carried out”

'%1n this context it may be of interest to note also that under terms provided for in the Articles, a share may
be converted to a share of another class. This possibility covers both the administrative and financial rights.
The conversion is completed when it is registered by the official Trade Register (FCA Ch. 3 sc. 1 Para. 4).

T An introduction of a new class which grants the holders of shares less benefits or other rights than those
conferred on existing shares may be passed at a GM by the supermajority generally required for an
amendment of Articles. On the other hand, the division of existing unitary share capital into different classes
will require the consent of each and every shareholder whose legal position will be impaired (Ch. 9 Sc. 15
Para. 1 Subpara. 4). Thus this kind of procedure is cumbersome in practice unless each share of a existing
class is divided into new ones in which case - as the current shareholders receive all the new shares - no
shareholder can claim that her benefits or other rights are diminished by this action.

2 The right to have multiple voting rights does not necessarily need to be general, covering all the issues
that may be put on a vote at a GM. A share may entitle to multiple voting rights only in certain issues. Ex-
amples of these, inter alia, are amendments of Articles and election of Board members. It should also be
noted that the voting rights that a share entitles its holder to, cannot be stipulated as dependent on the
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holder’s person. This means inter alia that so called “golden shares” that allow the government as an owner
to have absolute veto right over other shareholders in certain matters are not recognised in Finland unless
they are re-classified as a separate class distinct from other shares. See Pezard (1995, p. 85-95).

'3 Due to this class voting structure Hyytinen et al. (2003) are ready to claim that rule of one share — one
vote applies in Finland to an extent.

' Attending shareholders having failed to vote are disregarded among those who gave blank or otherwise
invalid votes.

1> Company law in the US typically requires a quorum to be present for shareholders to act during a GM.
This condition is usually met when members holding more than 50 percent of the outstanding shares are
present; the Articles may, however, provide for a higher quorum (RMBCA § 7.25(a) and 7.27(a)). This is not
the case in Finland.

16 Coffee (1999) is concerned of low quorum requirements; he classifies them as an instrument for the ma-
jority shareholder to discourage minority owners to attend a GM.

17 Pursuant to RMBCA § 7.27(a) the Articles of a US company may provide for a higher approval than a sim-
ple majority in extraordinary business matters, for example in mergers; however, this is not a mandatory rule
asitisin Finland.

'8 Most states in the US permit or require the election of the Board members by cumulative voting. Accord-
ing to the RMBCA § 7.28(b), however, cumulative voting is by no means a default rule: it can be applied to
the election of the Board members only if the Articles so provide. Neither it is a default rule in Delaware, the
state of incorporation for most of the Fortune 500 -companies.

19 The status of a Supervisory Board in the organisational structure of a Finnish company is explained by
Castrén (1998, p. 121-122) and Timonen (2002, p. 145-146). As the Supervision Board is not a mandatory or-
gan in a Finnish company and quite rare bird nowadays even among listed companies, we do not make any
reference to it later.

20 Gordon (1994, p. 145) notes that by 1992 only six US jurisdictions — Arizona, Kentucky, Nebraska, North
Dakota, South Dakota, and West Virginia - still require the companies to follow mandatorily cumulative vot-
ing procedure in electing Board members. On the other hand, the most important jurisdiction for listed US
companies, Delaware, has allowed but not required cumulative voting since 1917, see Sec. 214 of Delaware
General Corporation Law. Due to these differences in national jurisdictions, Dalebout (1989) expresses a
sceptical view of the importance of cumulative voting. On the other hand, Bhagat — Brickley study of 1984
provides clear evidence that minority shareholders do value the cumulative voting procedure: the authors
found that elimination of cumulative voting by an amendment of Articles reduced shareholder wealth by
1,57 percent on average; this result was statistically significant (ibid, p. 354).

21 This standard was introduced in the Finnish companies legislation back in 1935 (see Cederberg 1936). Of
the Scandinavian tradition in this respect see Olsson (1967).

22 poutiainen (2001, p. 67). Usually the preventive effect of these clauses is stressed in the literature: they are
aimed to deter potential abuses before they occur.

2 Finnish Act on Group Contribution in Taxation (No. 825 — November 21, 1986). See Ministry of Finance
(2001, p. 44) and Sonninen (1998, p. 235-236).

 Pursuant to the aforementioned act, a contribution between a parent company and its subsidiary can be
deducted from the taxable profits of the contributing company if it is as well added to the taxable income
of the recipient company.

% See also Coffee (2001, p. 2162) who concludes from Nenova’s results that “~ — the assumed superiority of
common law to civil law represents a gross oversimplification.”

% Dyck and Zingales 2002. The authors found that the value of control ranges between -4 % and +65 %,
with an average of 14%. In countries where private benefits of control are larger capital markets are less de-
veloped, ownership is more concentrated, and privatizations are less likely to take place as public offerings.
Dyck and Zingales also analyse what institutions are most important in curbing these private benefits. A
high degree of statutory protection of minority shareholders and high degree of law enforcement are asso-
ciated with lower levels of private benefits of control, but so are a high level of diffusion of the press, a high
rate of tax compliance, and a high degree of product market competition. It is even suggested that the 'non
traditional' mechanisms have at least as much explanatory power as the legal ones commonly mentioned
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in the literature: in a multivariate analysis newspapers' circulation and tax compliance seem to be the
dominating factors.

27 bid, see Table IV.

% Unlike a new issue, a "bonus issue” may only be effected by the GM. In a bonus issue an amount corre-
sponding to the aggregate nominal value of shares is transferred to the share capital from the cumulated
profits and other "non-restricted” equity in the balance sheet.

»f the deviation proposed is in favour of the inner circle of the company, the proposal shall also contain an
account of the portion of the share capital in the company held by a member of the inner circle and the
portion of the voting rights held by him as a share of the voting right attaching to all the shares of the
company before and after the new issue in case he subscribes to all the shares offered to him and the new
issue is also otherwise subscribed to in full (FCA Ch. 4 Sc. 4 Para.1 in fine).

¥ Most US company statutes either (i) grant pre-emptive rights but allow them be negated in the Articles;
or — as stated in the RMBCA § 6.30(a) — (ii) deny pre-emptive rights except to the extent that they are
granted in the Articles. As explained above, the FCA does not allow such general negation of the pre-
emptive right that is possible in the US. Disapplication resolutions have, nevertheless, become quite routine
items on an annual GM agenda of listed companies in Finland. In practice the Boards are usually authorized
to issue new shares without pre-emptive rights up to amount equalizing one fifth of the current share capi-
tal. The authorisation can be formulated in general terms, stating precisely only the maximum amount of
the issue, leaving to the Board the decision concerning subscribers, the number of shares and the issue
price.® However, an authorisation can be granted only for a year; to stay in force for a longer period it has to
be renewed in the next AGM.

3 RMBCA § 6.31(a) states plainly that "[a] corporation may acquire its own shares — -" and according to §
6.40 "[a] board of directors may authorize — — distributions to its shareholders — - The definition of a "distri-
bution” covers all transfers of money and property from the company for the benefit of shareholders: it - —
may be in the form of a declaration or payment of a dividend; a — — acquisition of shares; — — or otherwise” (§
1.40(6)).

32 When the 5 % threshold is crossed "accidentally” through a merger, the shares exceeding the 5 % limit
have to be conveyed within three years from the acquisition (Ch. 7 Sc. 8 Para. 1).

33 RMBCA (8§ 6.40(c) applies equity insolvency test: "No distribution may be made fif, after giving effect: (1) the
corporation would not be able to pay its debts as they come due in the usual course of business; or (2) the
corporation’s total assets would be less than the sum of its total liabilities — -

* Official comments to § 6.40.

* However, this is not say to that the owners cannot agree ex ante of unequal distribution, for example, by
establishing several classes of shares with different right to dividends.

% The resolution of the GM is passed by simple majority unless supermajority is required in the Articles. Of
the principles of profit sharing see generally Timonen (2002, p. 148-149).

3 This applies also to the US where courts which are reluctant to interfere with decisions on dividends be-
cause it would mean replacing the Board’s business judgement for that of the court’s, Mann and Roberts
(1999, p. 700).

3 However, this kind of provision is quite rare, at least in the Finnish listed companies.

¥ Eg. Megginson (1997, p. 373-374). On the other hand, it should be noted that this view is challenged in
the newest econometric studies. According to Allen’s and Michaely’s (2001) utmost thorough review of
these studies, the accumulated evidence indicate that changes in pay-out policies are not motivated by
companies” desire to signal their value and prospects to the investors; instead, both dividends and repur-
chases seem to be paid in the first hand to reduce potential over-investment by companies.

“0 Financial statements have to provide true and fair view of the company’s financial position and result for
the financial period ended (Accounting Act, Ch. 3 Sc. 2 Para. 1).

*I More detailed regulation for the markets is provided by the Ministry of Finance. The supervisor of Finnish
securities markets, the Financial Supervision Authority, has also released several guidelines on market con-
duct. The Authority operates in conjunction with the Bank of Finland. It is the responsibility of the Financial
Supervision to ensure that those operating on the financial markets observe existing rules and regulations.
see Helakallio (1996, p. 57-58). Besides the Authority, the Helsinki Stock Exchange, as a private market place,
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has its own set of detailed requirements for admission to listing as well as for disclosure of listed companies,
see Kauko — Saukkonen (1996, p. 28-30) and Sonninen (1998, p. 181-182) as well the homepage of the Fi-
nancial Supervision Authority: www.rata.boffi.

“2 Finland came out as the third in the study; United Kingdom and Singapore beat Finland by a single point,
they both scored 78 points, see Kane (2000, p. 45). Generally, however, the US GAAP (Generally Accepted
Accounting Principles) are considered to be more demanding than European or other standards (Horsman-
heimo 2001, p. 284).

3 Hyytinen et al. (2003) provide a thorough description of developments toward a more investor protective
accounting and disclosure rules in Finland. Further steps are being taken. On 13 June 2000, the Commission
of European Union published its Communication on "EU Financial Reporting Strategy: the way forward" in
which it was proposed that all publicly traded Community companies prepare their consolidated financial
statements in accordance with one single set of accounting standards, namely International Accounting
Standards (IAS) by 2005. A regulation (No.1606/2002) was accepted by the European Parliament and the
Council in summer 2002. Therefore, the requirement for mandatory IAS-based consolidated statements ap-
plies to all listed companies in Finland and other member countries of the Union at the beginning of 2005.

“This right is subject to the Board s consideration: if it is deemed that the familiarisation will cause essential
harm to the company, the Board may deny the right. The power of inspection is fraught with potential
abuses, and the Board is allowed to protect the company from them. For example, a shareholder may prop-
erly be denied access to the company books and records to protect harassment or to protect trade secrets
or other confidential information. In such a case the Board is under obligation to provide the information to
the Auditors in a similar manner as already referred above. In every case the shareholder who has familiar-
ised herself with company’s documents, may not disclose or make use of any information that he obtains
from those if the disclosure or use of the information may cause essential harm to the company.

“* In Finland bearer shares are not allowed; all shares have to be registered to a specified person.

“ Despite the principle of transparency, in a listed company whose shares are dematerialised i.e. transferred
into the Finnish book-entry system, a foreign beneficial owner may have her ownership registered under
the name of a custodian, see section 2.2 above.

“Not even the Articles may be altered to grant the shareholders this right, Savela (1999, p. 235).
4 Of the case mentioned see, for example, Hodge (1999).

“In this respect the rules of the Finnish derivative suit differs significantly from its US counterpart which
provides for each individual shareholder the right to bring a derivative suit. The procedure is also more
straightforward in the US: Pursuant to the ground rule of RMBCA § 7.42 a shareholder may commence a de-
rivative proceedings as soon as 90 days have expired from the shareholders demand for the company to
take suitable action.

*The causal connection in the Finnish tort law is evaluated on the basis of conditio sine qua non: had the
damages not materialised without the action, then the action is the cause of the effect, Poyhtnen (1993, p.
84).

31 See e.g. (Timonen 2002, p. 150). The FCA does not include any provisions for the liability of the company
itself against a shareholder for the acts and omissions of its management, see Rudanko (1992, p. 220 and
226-227). Meanwhile, in the US, a shareholder may bring a direct suit, for example, to compel payment of
dividends properly declared; this action is against the company (see e.g. Mann and Roberts 1999, p. 720-
721) = not the other shareholders or the members of the Board as is in the Finnish direct suit.

52| this respect the US rules are the same.

>3 Damages for pure economic loss, i.e. loss not connected with bodily injury or material damages, are also
awarded; this is not the case generally in the Finnish tort law, see Rudanko (1992, p. 218) and Savela (1999,
p. 224).

>* RMBCA § 13.2(3) and 13.2(4) provide a shareholder with appraisal rights also in connection of substantial
assets sales and material amendments of Articles. On the other hand, however, several US states deny the
appraisal rights in listed companies — the idea is that in the liquid and efficient securities markets a minority
can always get a fair price for her shares.

%> Some listed companies (e.g. Nokia Ltd) have further tightened the redemption obligation by including a
clause in their Articles, in virtue of which the redemption obligation arises already prior the reaching the re-
demption limit with the SMA. These clauses typically set the redemption limit at 1/3 of voting rights. For a
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detailed description see Sillanpda (1994); cf. Astola (1994, p. 88) who is doubtful whether this kind of modifi-
cations are in accordance with the principle of free transferability of shares.

% The US law of judicial dissolution resembles the Finnish one. A court may dissolve a company in a trial
brought by a shareholder if it is established, for example, that an action of the Board or the majority share-
holder is illegal, oppressive or fraudulent (Mann and Roberts 1999, p. 752). The coverage of this right is,
however, wider than in Finland as the FCA does not allow for winding up on the basis of improper action by
the Board.

" Thus, a conclusion that the common law system is more effective from the viewpoint of investors is not as
easily derived as the studies of La Porta et al. (1998) suppose. See also Hyytinen et al. (2003) that concludes
that even in the light of La Porta -indices, Finland has improved minority protection during 1990s. As the
Nordic company statutes are based on common preparatory work, the doubts expressed above are at least
by large applicable to other Scandinavian countries — Denmark, Norway and Sweden - as well.

*$The new Finnish legislation of 1990s related to investor protection parallels the market developments. The
bank-related financial system lost ground for stock markets as companies restructured their balance sheets
substituting debt for equity. A fresh study by Hyytinen et al. (2003) affirms that this development was fu-
elled by the legislative efforts to strengthen the rights of equity investors.

9 In the United States — as Easterbrook (1997, p. 28) puts it neatly “ — — shares can carry any substantive
rights people can dream up, and they sell for whatever price investors are willing to pay. For example, the
concept of a “tracking stock”in alien to the Finnish company and securities market practice, at least for this
moment. Of this concept generally see e.g. Jacobs and Macours (2001, p. 372-377); Koivula (2001) considers
the possibilities for issuing tracking stock by Finnish companies. More generally, this mandatory feature of
Finnish company law is potentially an obstacle to developing modern financial instruments in some impor-
tant niche areas, particularly venture capital financing.

% Also La Porta et al. (2000, p. 7) recognise the crucial role of enforcement: "When the enforcement of pri-
vate contracts through the court system is enough, other forms of protecting property rights, such as judi-
cially-enforced laws or even government-enforced regulations, may be more efficient”

o1 Even if we accept this classification, there remains a question: Would the life be better for the Finnish mi-
nority shareholders if the US-style derivative suit was in place here? Several econometric studies — after hav-
ing tortured statistical data based on the US cases — come to the negative conclusion: derivative suits pro-
duce few immediate and direct gains to shareholders. Besides, despite the litigation-friendly jurisprudence,
a derivative action is still relatively rare occurrence even in the US. For a survey see Ramsay (1999, p. 276).
West (2000) comes to the same conclusion in his study of Japanese cases.
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4. EXITING VENTURE CAPITAL INVEST-
MENTS: LESSONS FROM FINLAND

Jyrki Ali-Yrkko, Ari Hyytinen and Johanna
Liukkonen”

Abstract:

Because the exit stage may have several feedback effects on the earlier stages (i.e.
fundraising and investing) in the venture capital (VC) process, the long-run devel-
opment of the VC industry is dependent on the exit possibilities that the financial
system generates. In this study, we consider the Finnish financial system from this
perspective. Our analysis of aggregate level data suggests that despite its favorable
development during the 1990s and success in serving the needs of larger firms, the
Finnish stock market does not fully meet the exit needs of Finnish venture capitalists.
This is because of the strong clustering of initial public offerings (IPOs) and the vola-
tility and certain other documented characteristics of the Finnish stock market. The
market for mergers and acquisitions (M&As) has been quite active in Finland by in-
ternational standards and has provided a substitute route for exits (trade sales) for
the Finnish venture capitalists. The results of a survey we administered to the Fin-
nish venture capitalists confirm the conclusions based on the aggregate data: They
show that the availability of exits is an important determinant of the investment de-
cision in Finland and that Finnish venture capital investors’ overall assessment of
the institutional environment of IPOs is a degree or two negative and more negative
than their assessment of the M&A environment. The analysis indicates the develop-
ment of Finnish VC industry may slow down because the structure of the Finnish fi-
nancial system is such that it only imperfectly supports successful exiting, some-
thing that lies at the heart of the VC process.

" Jyrki Ali-Yrkké and Ari Hyytinen (corresponding author) are both at The Research Institute of the Finnish
Economy (ETLA) and Etlatieto Ltd and Johanna Liukkonen is at the Graduate Institute of International Stud-
ies, Geneva. This Chapter is based on Etla Discussion Papers, nr. 781 (dated 17/12/2001). The authors would
like to thank Markus Koskenlinna, Eva Liljeblom, Anu Nokso-Koivisto, Vesa Puttonen, Petri Rouvinen, Otto
Toivanen and Pekka Yl&-Anttila and seminar participants at the National Technology Agency (TEKES) for
helpful comments, Mika Pajarinen and Lotta Vadnanen for excellent research assistance, and the Finnish
Venture Capital Association and its members for co-operation. We are especially grateful to Armin Schwien-
bacher for help in formulating the survey questionnaire used for this study. All errors and the views ex-
pressed are those of the authors.
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4.1. INTRODUCTION

Stock markets and especially ‘new stock markets” have in recent times been
heavily criticized because of dismal stock price performance and the markets’
perceived role in the recent mass destruction of investor wealth.! The criti-
cism masks however the essential raison d’etre of stock markets: They exists to
alleviate directly and indirectly financial constraints of firms in need for ex-
ternal capital, to make available means for providing incentives and monitor-
ing management and personnel and, finally, to increase the liquidity of firms’
stock and the scope for diversification by the initial owners of the firms. In
this Chapter we focus on what comes close to the last of these essential moti-
vations: the role of stock markets in facilitating the availability of risk capital
to private, yet unlisted firms.

If the structure of a financial system is such that it does not generate
opportunities to dispose of investments in private firms, i.e., to exit, the mar-
ket for private risk capital cannot develop properly and in particular the
functioning of venture capital industry may be hampered. For example, it is
often argued that the lack of exit prospects undermined the development of
the European market for venture capital relative to the US, particularly in the
early 1990s (see, e.g., Gompers and Lerner 2000). One reason for the lack of
exit prospects in Europe is that the continental European countries have tra-
ditionally had bank-centered financial systems and relatively concentrated
and rigid ownership structures. Concerns of this type are potentially more
relevant from the point of view of small European economies, because they
have limited scope for developing deep and active financial markets, particu-
larly in the presence of significant fixed set-up costs.

The importance of active financial markets for the supply of venture
capital stems from the significance of the exit stage for the entire investing
process. Achieving a profitable exit lies in many ways at the heart of the ven-
ture capital process (Sahlman 1990, Gompers and Lerner 2000), because the
various stages of the venture capital process are, as frequently emphasized
by the practitioners, interrelated. On the one hand, venture capitalists’ ability
to raise capital may have an influence on their contemporary investment be-
havior by, e.g., affecting both the size and type of investment they wish to
make as well as their investment benchmarks. Today’s investments in turn
create a need for means by which the venture capitalists can dispose of their
investments. On the other hand, the reverse direction of the venture capital
process is also important. Because many venture-backed firms generate little,
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if any, cash flow, exiting is critical to ensuring attractive returns for investors.
The opportunities for exits influence therefore the venture capitalists’ reputa-
tion, which determines at least in part their ability to raise capital in the fu-
ture (Gompers 1996). Because some investments provide a faster track to ex-
its than others, the exit environment may affect the types of investments that
the venture capital firms make. Thus, the entire investing process is best
viewed as a venture capital cycle (Gompers and Lerner 2000a, 2001).

There is a growing literature that analyses the question how private
sources of risk capital, such as venture capital, may emerge and prosper in
countries with distinct institutional arrangements (see, Milhaupt 1997, Black
and Gilson 1998, Gompers and Lerner 2000a, Jeng and Wells 2000, Becker and
Hellman 2000).2 This literature has identified several conditions and details of
the design of institutional and economic environment that support active
venture capital market and ultimately what Milhaupt (1997) has called “the
market for innovation”. Among the most important of such factors are the
availability of funding from independent sources (e.g. pension funds); the
overall structure and efficiency of the financial system; the incentive struc-
tures and contracting mechanisms of the economy; the regulation of the labor
market and labor mobility; and finally, overall risk tolerance and willingness
of entrepreneurs and venture capitalists to pursue high-risk, high-return ven-
tures. All in all, the earlier literature emphasizes the importance of institu-
tions that complement the venture capital industry, suggesting in particular a
strong link between the growth of venture capital and the functioning of the
stock market (Black and Gilson 1998, Jeng and Wells 2000, Michelacci and
Suarez 2001).3

In this Chapter, we study the exit opportunities made available by a fi-
nancial system from the perspective of venture capital firms. We consider the
Finnish financial system and study in particular whether it has the character-
istics that enhance the exit opportunities and hence contribute to the long-run
development of venture capital. We focus on the following two sets of ques-
tions:

¢ How does the Finnish stock market meet the exit needs of Finnish venture
capitalists? Does the market for initial public offerings (IPOs) create a
steady flow of opportunities to exit? How does the market for mergers
and acquisitions (M&As) work from the perspective of the exit needs of
venture capitalists? Is the trade sale of an investee firm — i.e. selling of the
investee firm as a whole to another company — a viable alternative exit
route in Finland?*
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¢ What have been the main routes of exits for Finnish venture capital inves-
tors in the past? How do the past patterns of exit compare with how the
stock market in Finland works? What do Finnish venture capitalists them-
selves think about the importance of exits for them and the exit environ-
ment they face?>

As we see it, Finland provides a unique platform to consider these
questions and thus to study the co-development of the supply of private risk
capital and the financial system for several reasons. First, Finland is a rela-
tively small economy, it has traditionally had a relatively small stock market
and the main source of external finance for the Finnish firms has been inter-
mediated debt finance. Second, the Finnish economy has recently undergone
a major banking crisis as well as one of the most volatile business cycles
among the OECD countries since the Great Depression of the 1930s (see, e.g.,
Honkapohja and Koskela 1999). Third, because the Finnish venture capital
industry has grown rapidly during recent years, it is relatively young and at
least to some extent immature.¢ Taken together, the historical importance of
intermediated debt finance, the volatile nature of the Finnish economy and
the young age of the venture capital industry suggest that the functioning of
the Finnish financial system and hence the co-development of “the market
for exits” may be instrumental for the long-run development of the Finnish
venture capital industry.

The remaining of this Chapter is as follows. In Section 4.2 we present a
brief review of the literature, placing special emphasis on the importance of
exits for the different stages of the venture capital cycle. Section 4.3 describes
the Finnish financial system and compares the exit opportunities that it pro-
vides to some European countries and to the US. In Section 4.4 we analyze
the exit experiences of the Finnish venture capitalists. Section 4.5 concludes.

4.2. THEORETICAL BACKGROUND

4.2.1. VENTURE CAPITAL CYCLE

The business of venture capital is best understood by considering the whole
venture capital cycle (Gompers and Lerner 2000, 2001) that we know to con-
sist of three interrelated stages: fundraising, investing, and exiting (Figure 4.1).
A typical view on venture capital investing is to consider the logical timing of
the different stages: Raising capital for a venture fund is the first step of the
cycle that is followed by an investment stage. During the investment stage,
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potential ventures are screened and the money raised from the investors is
invested in several carefully selected investee firms.” After providing the in-
vestee firms with the financial capital, the venture capital firm provides advi-
sory services and helps the investee firms to mature, with the final target be-
ing a successful exit. The exit stage realizes (or not) the financial rewards and
provides liquidity for the investments made. It also completes the cycle.

Figure 4.1. Venture capital cycle

Fundraising > Investing > Exit >

There are however reverse mechanisms also in place. In particular,
there are four principal mechanisms through which the exit stage has feed-
back effects on investing and fundraising and influences the health of the
other parts of the venture capital cycle. First, due to costs of writing detailed
contracts, the partnership contracts between the venture capitalists and capi-
tal providers remain incomplete. Exits are therefore central to the venture
capitalists” accountability to capital providers (Black and Gilson 1998). The ex-
its enhance accountability, because the exit performance of a venture capital-
ist reveals his ability to outside investors. The exit success of the venture
capitalist translates into financial returns, which signal the ability. Because
past performance, i.e. one’s track record, is a strong indicator of the ability,
the exits have an important effect on the venture capitalist’s reputation and
thereby on his capability to raise new capital from the investors in the future.

Second, the need to exit is reflected in the types of investments that the
venture capital investors are willing to make. A well functioning exit envi-
ronment enhances the degree to which entrepreneurs and venture capitalists
are able to extract the revenues associated with the projects they run. If the
exit environment boosts the exits of certain types of investments, it distorts
the monetary incentives of the venture capitalists towards those investments.
The monetary incentives also depend on how efficiently the venture capital-
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ists are able to address the agency and information problems during the in-
vesting stage. Black and Gilson (1998) argue for example that the exit oppor-
tunities enabled by stock markets are more important than the other exit
avenues because the potential for exit through an IPO allows the venture
capitalist and the entrepreneur to contract implicitly over control, in a way
that gives the entrepreneur an option to reacquire control if she so desires in
connection of listing the firm. The initial transfer of control to venture capital-
ists may be required because otherwise the venture would not be able raise
external financing. The ability to design such options is the more important,
the higher the private benefits (the value of control) from running the firm.
The analysis of Michelacci and Suarez (2001) suggests another link between
exiting and investing. The easier exiting, the faster informed capital, i.e. the
human capital of experienced venture capitalists, is recycled towards new
ventures. Hence the factors that facilitate exiting also contribute to the flow of
capital (both financial and non-financial) towards new firms (see also Kan-
niainen and Keuschnigg 2001).

Third, the availability of exit routes not only affects the amount of the
revenues that entrepreneurs and venture capitalists are able to extract from
the projects they run but also the distribution of those returns (Berglof 1994,
Bascha and Waltz 2001). The exits may therefore have an effect on the incen-
tives of the two parties to invest in the relationship. For example, the pros-
pect of exiting a venture via a trade sale may reduce the incentives of the en-
trepreneur to invest if the private benefits of control are important for her. Fi-
nally, Gompers (1996) put forward the hypothesis that young venture capital
firms bring their investee firm public earlier than older venture capital firms
in order to build their reputation, i.e., to grandstand. Such behavior need not
be optimal from the viewpoint of the investee firm’s lifecycle and may there-
fore lead to conflict of interest between the entrepreneur and the venture
capitalist.

4.2.2. EXITS AND EXIT ENVIRONMENT

The received literature suggests that there are several mechanisms through
which the exit stage has feedback effects on investing and fundraising and
hence on the health of the other parts of the venture capital cycle. The feed-
back effects in turn suggest that functioning (or malfunctioning) of the differ-
ent segments of the financial system may have important implications for the
long-run development of the venture capital industry. Taken as a whole, the
feedback effects impose certain preconditions that the financial system
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should meet before it “supports” the venture capital cycle and particularly its
exit stage.

The first precondition is that the stock market should provide a con-
stant flow of opportunities to take companies public, preferably regardless of
the type of candidates considering listing, be liquid to enable the disposition
of the large blocks typically held by the venture capitalists and be not too
volatile to allow for the planning and timing of exits. As the discussion in the
previous section suggests, the exits enabled by the stock market are impor-
tant because they i) are an important means for the venture capitalists, par-
ticularly for the younger ones, to signal their ability, to enhance their reputa-
tion and hence to improve upon their ability to attract funds in the long term;
ii) provide a means to contract over certain types of agency problems be-
tween the venture capitalists and the entrepreneurs® and iii) are necessary for
realizing sufficient financial awards from investments in certain types of in-
novative ventures and technologies. The last motivation is of particular im-
portance in cases in which asset stripping and the like by strategic investors
reduces or prevents the realization of returns in a trade sale (cf. Berglof 1994).
This kind of situation might arise in, e.g., emerging industries where the pro-
tection of intellectual property may be weak.

Because liquidity externalities create a strategic complementarity in the
decision to go public, stock markets that lack a critical mass of similar listed
companies may make IPOs especially costly (Pagano 1993, Michelacci and
Suarez 2001). This suggests that from the perspective of the venture capital
process, it would be instrumental, particularly in the smaller countries where
the stock market can encompass only relatively few industries, to have a
match between the sector focus of the domestic stock market and the activi-
ties of the venture capital investors.?

The second precondition is that the market for M&As should quite like
the stock market be active and “liquid”. In particular, it should provide a
constant flow of opportunities to sell companies to industrial buyers that are
large enough to have the resources required for the acquisition (e.g., to com-
pensate the initial investors and the entrepreneur). The flow of such oppor-
tunities reflects, first of all, a search problem as it depends on the efficiency of
the matching process through which the buyers and sellers find each other.!°
The flow also depends on the structure of the economy. For example, in
smaller countries there are fewer domestic industrial buyers because their
economies are smaller and less diversified. Matching may therefore in the
smaller countries require that also foreign industrial buyers can be attracted.
In such a case, the search costs from the perspective of the venture capitalists
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are however greater. The concentration of firm ownership may also affect the
flow of M&A opportunities. This constraint may be particularly relevant in
Europe because of the extraordinary high degree of concentration of owner-
ship (see, e.g., Becht and Roell 1999). Finally, the flow of trade sale opportuni-
ties reflects the dependence of the market for M&As on the overall macro-
economic conditions. Because the link between M&As and the stock market
is typically indirect, the changes in the flow of M&A opportunities is likely to
correlate with changing stock market conditions imperfectly and with a lag.

The exits enabled by trade sales are important for the venture capital
process because they i) are, at least potentially, less dependent on the overall
macroeconomic conditions and hence available in difficult market conditions
when the exists enabled by the stock market are typically not; and ii) may
have an impact on the types of investments that the venture capital investors
are willing to make by providing the venture capitalists with an alternative
and yet a potentially profitable route of exit. The latter of these two is particu-
larly important for the availability of venture capital to firms that cannot, due
to their small size, go public. It is also important when there is significant un-
certainty over the value of the investee firm at the time when the venture
capitalist desires to exit. In such a case, only an industrial buyer with signifi-
cant industry knowledge may have the ability to verify the value of the firm
and pay the premium initially expected by the venture capitalists.!’ The de-
mand for trade sale exits may therefore stem from emerging industries be-
cause of the high technological and market risks involved.

4.2.3. IMPLICATIONS
The foregoing discussion suggests four conclusions:

e There are important reverse mechanisms in place in a venture capital cy-
cle through which the exit stage has feedback effects on investing and
fundraising, and influences the health of the other parts of the venture
capital cycle.

e Because of the feedback effects, the overall level of stock market and M&A
activity matter for the long-run development of venture capital. Besides
the overall level of stock market and M&A activity, the intertemporal dis-
tribution of exit opportunities matters, especially for an emerging venture
capital industry. In volatile market conditions exiting becomes more diffi-
cult and the overhang of investee companies waiting the exit may in-
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crease. Too much overhang may translate into lower returns and hence to
a lower level of venture capital activity in the long term.

e How strongly the exit environment is affected by market turbulence is a
characteristic of the financial system and may differ across countries. Be-
cause small economies and their financial systems are — mainly due to
lower sector diversification — more prone to suffer from macroeconomic
volatility than the large ones, the long run development of the venture
capital industry may in such economies be particularly dependent on the
characteristics of the financial system.

e The IPO opportunities enabled by the stock market and the trade sales
enabled by M&A activity are, primarily, substitutes.? Trade sales are, for
example, substitutes for IPOs in macroeconomic downturns, in the case of
smaller firms and when the domestic stock market is fragmented or lacks
the critical mass in certain industries. Albeit the substitutability is imper-
fect, it depends on the characteristics of the financial system how effi-
ciently the venture capitalists can substitute away from the unavailable
exit route to the other.

4.3. FINNISH FINANCIAL MARKETS FROM VENTURE CAPI-
TALISTS” PERSPECTIVE

4.3.1. STOCK MARKET ACTIVITY

There are several ways to benchmark a national stock market from the per-
spective of a venture capitalist. First, the larger is the market and the more
IPOs take place, the easier it is to exit by bringing investee companies public.
Second, the liquidity of the market is an important determinant of the easi-
ness of exit. In a liquid stock market, disposing of a large block should not
have an adverse price effect. Third, the more volatile the market, the more
likely it is that an IPO cannot be executed as planned. Therefore, a very vola-
tile stock market is likely to be less preferred by the venture capitalists.

Among the most usual measures used to characterize stock markets
are their size in terms of market capitalization and number of listed compa-
nies, the number of new listings and the liquidity in terms of turnover. In ad-
dition, the overall price development and the volatility of the price develop-
ment are important characteristics of the stock markets. We use these meas-
ures in what follows.
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Market Size

Figure 4.2 displays the development of the Finnish stock market in terms of
its size. The figure reveals that the nominal market capitalization increased in
the 1990s significantly relative to the size of the Finnish economy, which we
measure in terms of GDP. However, it is well known that a significant part of
the increase reflects the increase of the market value of Nokia Ltd, the tele-
com giant. If the impact of Nokia Ltd is filtered out, the increase is clearly
more moderate. The same applies to the reduction in size more recently.

Another way of looking at the development is to consider the increase
of the market capitalization in “real terms” i.e. the increase in the market
capitalization after the impact of general stock price movements, (reflecting
changes in expected future cash flows), have been deflated out.’* As we can
see (the solid line) from Figure 4.2, the adjustment puts the recent growth of
the Finnish stock market into a proper perspective; the growth of the Finnish
stock market has been stable but by no means phenomenal. Further, it seems
that despite the recent market turbulence, the “real” size of the market has
not decreased a lot.

Figure 4.2. Market capitalization of the Finnish listed companies (1980-2002)
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Figure 4.3 displays an international comparison of the market capitali-
zation as a ratio to GDP, separately for the first and second halves of the
1990s. We use the averages to smooth out the variation in the market capitali-
zation due to changes in investors’ expectations and macroeconomic cycles.4
The figure demonstrates that the Finnish market was the smallest in the be-
ginning of the 1990s, reflecting in part the deepness of the economic crisis
that the Finnish economy underwent. Since the crisis, the Finnish stock mar-
ket has gained significance. Over 1996-2001, the ratio of market capitalization
to GDP was on average at about the same level as it was in the US and the
UK. However, it is again very important to control for the effect of Nokia; the
size of the Finnish market is by no means impressive once we filter out its
impact. Over 1996-2001, the ratio of market capitalization to GDP was with-
out Nokia on average 63%. This size compares to that of Germany, which has
a very bank-centered financial system.

Figure 4.3. The ratio of market capitalization of domestic shares to GDP (1990-2001)
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Liquidity of the market

Historically, the liquidity of the Finnish stock market has not been very good.
In the 1980s, the turnover, defined as the ratio of value traded to market capi-
talization, was around 15%. The thinness of the stock market affected, if not
distorted, the incentives of the market participants in many ways. For exam-
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ple, it provided incentives for firms to distribute dividends, because to obtain
capital gains by trading large blocks was problematic, if not entirely impossi-
ble (Kasanen et al. 1996).15 The liquidity of the market has improved since
then, and during the 1990s it was on average 41%.'¢ The increase in the num-
ber of foreign investment banks as the trading members of the market have
increased the turnover, particularly during the late 1990s. In addition, the di-
rect positive impact of Nokia on trading volumes and, perhaps more impor-
tantly, the associated positive externalities, such as the visibility of Nokia in
the international financial press, have increased the visibility of the Finnish
stock market and thus the trading activity therein.

In Figure 4.4 we display an international comparison of market liquid-
ity, based on data from the International Federation of Stock Exchanges
(FIBV).1” The comparison reveals that the liquidity has during the 1990s im-
proved in all countries. It also highlights that even if Nokia’s impact is fil-
tered out, the liquidity in Finland has clearly improved. However, when
compared to the other countries the Finnish market and its progress do not
stand out favorably. The liquidity of the Finnish market has improved in par-
allel with the reference countries. Despite the increased trading, the Finnish
market is less active than e.g. that of Canada or NYSE.

Figure 4.4. Stock market turnover (1991-2001)
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A feature that also characterizes the Finnish stock market is that both
liquidity and market capitalization are concentrated on large companies.
Figure 4.5 shows the concentration of the top ten domestic companies by
market capitalization and turnover value. The figure illustrates that while the
liquidity may have improved, it is concentrated on larger firms. This suggests
that the turnover of the small firms and particularly that of the firms listed on
the so-called I and NM-lists may be rather low. There are several reasons for
the low liquidity of the smaller firms, but the difference to the larger firms is
at least partly explained by the casual evidence indicating that the recently
entered remote brokers are not contributing to the turnover of the small
firms’ stocks.

Figure 4.5. Concentration of market capitalization and liquidity (2000-2001)
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Note: Data source is International Federation of Stock Exchanges (FIBV). The bars in the figure illustrate
the top ten domestic companies’ share of market capitalization and turnover, averaged over 2000-2001.

Volatility

In Figure 4.6 a simple international comparison of market volatility is pre-
sented. The volatility measure we use is the standard deviation of monthly
logarithmic returns, computed using the price indices of Morgan Stanley
Capital International (MSCI). The comparison clearly illustrates the volatile
nature of the Finnish stock market. First of all, the volatility has increased
quite significantly since the liberalization of the Finnish financial markets. In
the early 1980s, the level of volatility was comparable to that of the reference
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countries. Since then, the volatility has increased, if not hit the roof. The Fin-
nish stock market stands out because it has in recent times had the highest
volatility among the reference countries considered here.!® The findings im-
ply that the Finnish environment for new listings and the pricing of IPOs is
surrounded by considerable uncertainty.

The volatility of the stock prices is related to the arrival of new infor-
mation and news about the determinants of the stock prices, such as expected
dividends and discount rates. In an inefficient or thin stock market, the ob-
served volatile movements in stock prices may be due to other factors, too.
The degree of diversification of the stock exchanges or the size distribution of
the listed companies may also drive the market level volatility. Because vola-
tility may spill over, i.e. spread, the presence of a couple of highly volatile
large firms in the Finnish stock market may have induced additional overall
market uncertainty not experienced in the other markets.

Figure 4.6. Volatility of monthly stock returns (1980-2002)

18%
16%
14% —
12%
10%

8%
6%
49
A iy
0%
us UK

Finland Germany

Norway Sweden

1980-85 1986-90 M 1991-95 M 1996-2000 M 2001-2002/10

Note: Data sources are Morgan Stanley Capital International and the authors’ calculations. The volatility
is defined as the standard deviation of monthly logarithmic returns.

Listing activity

Figure 4.7 presents an overview of IPOs over 1980-2002 in Finland. Histori-
cally, the companies that have gone public in Finland have been relatively old
and they have had established operations.’ The Finnish development has in
this respect been similar to that of many continental European countries
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(Jenkinson and Ljungqvist 2001). During the economic crisis of the 1990s, the
opportunities for taking a company public were non-existent. However, the
IPO “window” opened in 1994 when six new companies were listed. In 1994
the first venture-backed company was listed, too, and in total there have been
24 venture-backed new listings in the Finnish stock market. The number of
new listings reached a peak in 1999 but since then the market turbulence has
reduced the number of IPOs. Since the end of 2000, the IPO window has been
nearly closed.

Figure 4.7. The number of initial public offerings and listed firms in Finland (1980-2002)
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ture Capital Association (various annual publications).

To compare the Finnish IPO activity with other countries, Figure 4.8
displays the average annual number of new listings per million of capita for
four periods, covering the era from 1980 to 2000 for six countries. The com-
parison verifies, first, that the first Finnish IPO wave in the late 1980s was
strong also by international standards. Second, the latter Finnish IPO wave in
the late 1990s has clearly been more moderate; in per capita terms, the Fin-
nish IPO activity, albeit significant domestically, has outpaced only that of
Germany.
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Figure 4.8. Initial public offerings per capita (per million people)
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stock exchanges, IMF’s International Financial Statistics Database and the authors’ calculations. The bars
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‘New’ stock markets and marketplaces for the stocks of ‘unlisted’ firms

‘New’ stock markets provide a specialized platform for young, technology-
based firms to raise funds for their growth and for venture capital investors
to exit their investments. For example, Bottazzi and Da Rin (2002) conclude
that Europe’s new stock markets have provided growth-oriented companies
with an “unprecedented opportunity to finance their growth”. In similar
fashion, Johnson (2000) argues that in Germany, Neuer Markt contributed
significantly to the growth of equity culture.

Table 4.1 takes a look at selected Europe’s new stock markets. It reports
the distribution of IPOs, market capitalization and turnover, as well as a
proxy for the average size of firms in these markets. The table shows the
dominant role of London’s TechMARK and Frankfurt’s Neuer Markt (to be
closed down). Further, we find that though the new market in the Helsinki
Stock Exchange, or the NM-list as it is called, has enabled the listing of a non-
negligible number of Finnish growth firms when compared to other Euro-
pean markets, it is currently small and illiquid. Also the firms traded on the
market are small.
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Table 4.1. Europe’s ‘new’ stock markets (as of 2001)

Distribution of

. Market IPOs (since Firm size,
Open since AT . Turnover K
capitalization opening) mill. euros

London (Tech MARK) 1999 87.84% 8.57% 78.48% 2755
Frankfurt 1997 6.55% 37.67% 9.40% 153
Paris 1996 1.97% 18.62% 1.50% 92
Milan 1999 1.94% 4.76% 4.01% 329

Nasdaq Europe 1997 1.05% 6.56% 0.31% 163
Zurich 1999 0.33% 1.80% 2.69% 169
Copenhagen 2000 0.13% 1.38% 3.14% 77
Helsinki 1998 0.06% 1.90% 0.04% 27
Nordic New Market 2000 0.04% 15.87% 0.43% 6
Stockholm 1999 0.04% 2.33% n.a. 15
Amsterdam 1997 0.04% na n.a. 38
Athens 2001 0.01% 0.11% n.a. 50

Madrid 2000 0.00% n.a. n.a. 1

Dublin 1997 0.00% 0.42% na. 1

Sum 100.00% 100.00% 100.00% -

Total (million euros) 762,164 - 44,596 -

Total (number) - 945 - -
Average (mill. euros) - - - 277
Median (mill. euros) - - - 63

Note: Data sources are Da Rin and Bottazzi (2002a,b), Helsinki Stock Exchange and the authors’ calcula-
tions. Market capitalization refers to the value of stocks in the market; IPOs to the number of initial pub-
lic offerings since the opening of the market; turnover to the annual value of stocks traded and firm size
to the average market capitalization of the listed firms.

The data reported in Table 4.2 allows us to take a closer look at the
NM-list, particularly its liquidity. The table reports average monthly turn-
over, defined as the ratio of monthly value of trading to market value, for the
Main List, I-list and NM-list in the Helsinki Stock Exchange (Panel A) and the
correlation of the monthly turnover between the Main List and the NM-list,
the NM-list’s share of the total market capitalization and total monthly turn-
over in the Helsinki Stock Exchange (Panel B). The table shows that while the
turnover on the Main List has over the past four years improved that of the
NM-list has decreased quite dramatically. Panel B shows that the NM-list’s
turnover currently has a negative correlation with the Main List’s turnover,
which suggests that changes in the liquidity of the Main List’s firms have
negative spillover effects on the liquidity of the Finnish growth firms’ stocks.
Moreover, it seems that the NM-list has deteriorated more in terms of its
turnover than its market capitalization. Judging on the basis of the foregoing
findings and on how the Finnish investors and financial press look upon the
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market, the NM-list as it currently stands does not provide a lucrative plat-
form for exits from the Finnish venture capitalists’ perspective.

Table 4.2. Trading activity at the Helsinki Stock Exchange by the list type (1999-2002)

Panel A
Turnover
Main list I-List NM-List
1999 4.52% 2.42% 7.10%
2000 5.54% 2.26% 8.00%
2001 8.19% 0.39% 2.54%
2002 9.46% 1.04% 1.52%
Panel B
Correlation of the . .
NM-list share of total HEX NM-list share of total HEX
AN ST market capitalization turnover
main list and NM-list P
1999 0.24 0.11% 0.20%
2000 0.10 0.34% 0.41%
2001 -0.08 0.30% 0.09%
2002 -0.23 0.25% 0.04%

Note: Data sources are the Helsinki Stock Exchange and the authors' calculations. Turnover is measured
by the ratio of monthly value of trading to market capitalization.

Besides ‘New’ stock markets, marketplaces for securities issued by
unlisted firms are important for enabling efficient pricing of such securities
and for the availability of capital to many growth-oriented firms and SMEs.
In September 2002 Helsinki Stock Exchange opened a new BL Market (“ML-
market”) for trading of unlisted companies' securities. A company is admit-
ted to the BL Market on its own initiative or that of a specialist, which can for
example be a trading member or a listing manager. As of December 2002, no
market however existed in practice.

A somewhat more encouraging market driven development is the
emergence of a securities marketplace and venture capital broker called
Privanet, which was established in 2000. The aim of this private marketplace
is organize funding for private growth companies and to connect venture
capital seeking companies and investors by providing a centralized market-
place using the Internet.?? The investors gain access to a pre-screened deal
flow and are offered information production services to support their in-
vestment decisions in share issues. Privanet acts also as a broker/dealer on
the secondary market for private equity, manages a book of all buy and sell
orders placed by the investors and, in order to increase market transparency,



Exiting venture capital investments: Lessons from Finland - 153

displays the order book to the investor clientele in the Internet. It also pro-
vides clearing and settlement and custody services for unlisted securities. As
of December 2002, stocks of 57 unlisted firms were listed on Privanet’s Inter-
net-site, of which firms 27 were telecommunications enterprises.

Besides offering a centralized place for capital rising, the marketplaces
for unlisted firms offer an alternative exit opportunity for all investors taking
part in the share issues of yet unlisted growth firms and SMEs. In light of our
overall negative assessment of the stock market enabled exists in Finland, the
recent emergence of these kinds of markets, especially that of Privanet, is en-
couraging, not least because they may well become a source of positive spill-
over effects on the availability of capital to a large number of unlisted firms.

4.3.2. MERGERS AND ACQUISITIONS ACTIVITY

An overview of the level of M&A-activity over the past twenty years is pre-
sented in Figure 4.9.2! The figure reveals that the volume of M&As has varied
quite drastically in tandem with the macroeconomic cycles. In particular,
during the economic booms in the late 1980s and 1990s, a large number of
Mé&As was undertaken. In the early 1990s, the economy experienced a deep
recession that decreased the level of M&A-activity, albeit with a lag.

Figure 4.9. The number of M&As in Finland (1980-2001)
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Note: Data sources are Talouseldméa-magazine and ETLA.
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The Finnish data is consistent with the international evidence on
merger waves (see, e.g., Weston et al. 1998). The reasons for the clustering are
not well understood, but the evidence suggests that the waves are different in
terms of industry composition and thus that they might result from industry-
level shocks. Examples of such shocks are deregulation, rapid technological
advance, and supply shocks, such as increasing oil prices. From the view-
point of the venture capitalists, the volatility of the M&A market is problem-
atic because, as we described earlier, also the IPO activity depends heavily on
general macroeconomic cycles.

Ali-Yrkko (Chapter 5 in this volume) documents that Finland ranked
the first out of the EU member states in terms of the relative M&A activity in
the 1990s. Finland’s share of the total M&A volume in the EU area is more
than double when compared to its share of the EU’s GDP. He further reports
that the ratio of cross-border transactions to GDP is clearly highest for Lux-
embourg, followed by Finland, Sweden and Ireland. The finding indicates
that the high M&A activity in Finland is not (solely) due to domestic transac-
tions; also foreign companies have been active buyers in Finland. However,
Ali-Yrkko’s analysis shows that the size of the cross-border deals may have
been small, suggesting that at least some Finnish firms have been sold abroad
at a relatively early stage of their lifecycle.

4.3.3. ASSESSMENT

Table 4.3 presents summary statistics for the IPO and M&A activity in
Finland. The table tells that the number of IPOs and the M&A activity have
during the 1990s decreased relative to the activity in the 1980s.22 The coeffi-
cients of variation moreover confirm that IPOs have been more volatile than
M&As. The volatility of both activities has, however, decreased somewhat
during the 1990s. It also seems that the correlation between IPOs and M&As
has been high (coefficient of correlation = 0.54), but decreasing.

The decrease in the average number of IPOs and Mé&As is a slightly
surprising finding. We therefore examine the development of IPOs and
Mé&As in more detail by using multivariate regressions. In the regressions,
the dependent variables are (the logarithm of) the number of IPOs and
M&As. The dependent variables are clustered over time and related to the
overall macroeconomic cycles, but there is no agreement on the determinants
of the aggregate IPO activity or the merger movements (Jenkinson and
Ljungqvist 2001, p. 37 and Weston et al. 1998, p. 121). To us, the main variable
of interest is time trend (Trend).? In addition to the time trend, we include the
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(logarithm of) contemporary and once lagged real GDP (log(Real GDP:)) to
control for the size of the economy, as well as the contemporary and once
lagged stock market returns (Sreturn:) to control for the stock market condi-
tions.?* Because the size of the sample is small and because there is no formal
model linking the explanatory variables to IPOs and Mé&As, the regression
coefficients should be interpreted as providing descriptive partial correla-
tions rather than estimates of an underlying model.

Table 4.3. Descriptive statistics for IPOs and M&As in Finland (1980-2002)

1980-2002 1980-1989 1990-2002

IPO M&A IPO M&A IPO M&A
Mean 6.9 464.0 8.2 467.3 5.8 461.3
Median 3 432 4 453 3 432
Maximum 43 812 43 812 25 729
Minimum 0 204 0 204 0 302
Standard deviation 10.3 150.9 133 185.4 77 123.9
Coefficient of variation 1.50 0.33 1.62 0.40 1.32 0.27
Correlation 0.54 0.68 0.27

Note: The data are from Keloharju (1993), Helsinki Stock Exchange (various yearbooks), and Ta-
louseldamda-magazine and the authors’ calculations.

Table 4.4 reports the results. The table confirms our earlier findings:
First, the IPO activity is closely related to the stock market conditions, as il-
lustrated by the positive relation between the number of IPOs and the stock
market returns. Second, the number of M&As grows as the size of the econ-
omy increases. Third, there seems to be a negative trend in the number of
M&As in Finland once the size of the economy is controlled for. In other
words, holding the size of the economy constant, the M&A activity exhibits a
decreasing trend. The trend variable can, of course, be a surrogate for one or
more underlying variables affecting negatively IPOs and Mé&As. Whatever
the potential unobservable variables are, they result in a rate of decay in
M&As once we account for the influence of the size of the economy.?
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Table 4.4. Multivariate regressions for IPOs and M&As

Panel A. Dependent variable: log(Number of IPOs + 1)

OLS oLS OLS OoLS
Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value

Constant -90.154  0.10 9.475 0.87 -134.328  0.01 -42.565 0.39
Trend -0.129 026 0.060  0.63 -0.207  0.06 -0.043 0.67
log(Real GDP,) 8.114 0.10 = 12.024 0.01 =
log(Real GDP, ;) - -0.767  0.88 - 3.849 038
Sreturn, = = 0.016 0.02 =
Sreturn,, = = = 0.022 0.00
R? 0.20 0.05 0.41 0.43
Adjusted R 0.12 -0.05 0.32 0.34
S.E. 1.18 1.29 1.04 1.02
Durbin-Watson 0.97 0.91 1.36 1.03
Panel B. Dependent variable: log(Number of M&As)

OoLS OoLS OoLS OLS

Coefficient p-value Coefficient p-value Coefficient p-value Coefficient p-value

Constant -42.444  0.00 -40.848  0.00 -41.304  0.00 -45353  0.00
Trend -0.076 0.00 -0.079 0.00 -0.074 0.00 -0.090 0.00
log(Real GDP,) 4314 0.00 ® 4213 0.00 °
log(Real GDP, ;) - 4188  0.00 - 4588  0.00
Sreturn, = = 0.000 0.73 =
Sreturn, = = = 0.003 0.03
R® 0.61 0.63 0.61 0.73
Adjusted R? 0.57 0.59 0.55 0.68
S.E. 0.22 0.19 0.23 0.17
Durbin-Watson 0.74 1.43 0.77 132

Note: Authors’ calculations.

We have two summarizing conclusions that we wish put forward here:

e Because of the strong clustering of IPOs, the volatility and the other
documented characteristics of the Finnish stock market, we suspect that
despite its favorable development particularly during the 1990s and suc-
cess in serving the needs of larger firms, the Finnish stock market does not
stand up as a particularly dynamic exit avenue for the venture capitalists.
Because it seems that the Finnish stock market does not fully meet the exit
needs of venture capitalists, the development of venture capital may in

the long-run be hampered in Finland.

e The market for M&As has been quite active in Finland and should in
principle provide a steady flow of trade sale opportunities for the Finnish
venture capitalists. However, the M&A activity has been quite highly cor-
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related with IPO activity and the cross-border transactions may have been
biased towards small transactions. Further, the overall time trend of
M&As activity appears to be decaying. If persistent, the trend may un-
dermine the long-run prospects for trade sale exits. Because the venture
capitalists typically finance emerging industries, the limited size of the
Finnish domestic economy and the absence of large mature companies in
many of the emerging fields, such as life science and particularly biotech-
nology, may undermine the long-run prospects for trade sale exits, too.

4.4. EXIT EXPERIENCES OF FINNISH VENTURE CAPITAL IN-
VESTORS

4.4.1. PATTERNS OF PAST EXITS

Figure 4.10 presents the number of exits achieved via public offerings and
trade sales in Finland during the period of 1991-2001.

Figure 4.10. Number of trade sales and IPO exits in Finland (1991-2001)

60—
50
40
30

20

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Trade sale M Public offering (IPO + sale of quoted equity)

Note: Data sources are the Finnish Venture Capital Association (FVCA), various yearbooks, and the au-
thors’ calculations.

The data shows that in the early 1990s essentially no exit took place via
a public offering. During the latter part of the 1990s, the relative importance
of public offerings has increased, but trade sales have still been the dominant
model of exits. This finding confirms the subdued role and cyclical character-
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istic of the stock market enabled exits in Finland. It is also consistent with the
view that the market for M&As has been relatively active.

4.4.2. SURVEY EVIDENCE

We have gathered additional data directly from the Finnish venture capital-
ists using a mail survey. In addition to the survey, we carried out 17 inter-
views. In what follows, we report what the survey evidence and interviews
bear on the Finnish exit environment.2

Table 4.5 reports the exit track record of the sample firms over 1997-
2001. Of the sample firms, 73% has had some kind of exit experience and as
many as 67% of the venture capital firms have divested one or more portfolio
firms via a trade sale. Only 15 (50%) firms have exited an investment via an
IPO. The three most common exit routes are trade sale (37%), management
buy-out (27%) and IPO (16%).

The share of IPOs in Table 4.5 is lower than what Schwienbacher (2002)
reports for a sample of six European countries and the US. It is also of inter-
est to contrast these numbers to what Finnish venture capitalists report about
their preferred methods of exit: according to our survey respondents, 42%
(51%) considered IPO (trade sale) as their preferred exit route. That IPOs are
not the most preferred exit route is in contrast to what venture capitalists re-
port in the US and UK. These findings provide further support for the sub-
dued prospects for the stock market enabled exits in Finland.

Table 4.6 provides a comparison between the venture capital firms that
have and those that have not achieved exits during the past four years. The
companies with exit experience are clearly older than the companies with no
such experience. What’s more, the companies with exit experience have in-
vested in fewer early-stage firms, have larger portfolios and make larger in-
vestments on average. All these findings are as expected, but only the first
difference is also statistically significant.



Exiting venture capital investments: Lessons from Finland - 159

Table 4.5. Exit track record

Number  Share of Number  Share of

of firms firms of exits exits
IPO 15 50% 29 16%
Sale of listed equity 4 13% 4 2%
Trade sale 20 67% 65 37%
Management buy-out 6 20% 48 27%
Liquidation (write-off) 9 30% 20 11%
Secondary sale/refinancing 3 10% 12 7%
Has some kind of exit experience 22 73%
Total number of exits 178 100%

Note: The table reports exits during the past four years or since established if the age of venture capital
firm less than four years.

Table 4.6. Differences between the companies with and without exit experience

Has exit No exit p-value for
experience experience t-test
Age of venture capital firm 6 3 0.033
Number of firms in portfolio 24 13 0.195
Share of technology-based small firms in portfolio 60% 65% 0.771
Share of early-stage firms in portfolio 30% 45% 0.366
Average size of investment, million EUR 5.0 3.0 0.436

Do exits and exit experience matter?

The Finnish venture capital firms ranked the various determinants of the in-
vestment decision as reported in Table 4.7.77 The table shows that the avail-
ability of exit routes is together with the entrepreneur’s track record the
fourth most important investment criterion. The finding is not fully in line
with those reported for the US or the UK. Kaplan and Stromberg (2002)
found for example that financial market and exit conditions were less fre-
quently mentioned than management’s track record in venture capital analy-
ses for investments (they were explicitly mentioned in only 11% of the analy-
ses). In the UK, potential exit routes have been found to be the 12th most im-
portant investment criterion whereas the expertise of the entrepreneur(s) was
the 2nd (Van Osnabrugge and Robinson 2000). These differences indicate that
the availability of proper exit routes may be a particular cause of concern to
Finnish venture capital firms.
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Table 4.7. Ten most important determinants of the investment decision

Average rank

1. Growth potential 6.6
2. Sales potential 54
3. Financial rewards 5.4
4. Entrepreneur's track record 4.4
4. Exitroutes 4.4
6. Competitive protection 36
7. Innovativeness 35
8. Entrepreneur's expertise 33
9. Entrepreneur's trustworthiness 33
10. Own understanding of business 3.2

Note: Respondents were asked to rank ten most important determinants of their investment decisions
among 18 alternatives by marking 10 for the most important determinant, 9 for the second most im-
portant, etc.

The Finnish venture capital firms ranked the various factors affecting
the decision to exit by a trade sale and by an IPO as reported in Table 4.8. The
decision to pursue an IPO is relatively more dependent on the current stock
market conditions, the investee firms’ future profitability and the firm’s
growth opportunities. These findings are in line with the findings reported in
Schwienbacher (2002) for a sample of six European countries and the US. The
table also reveals an interesting difference between IPOs and trade sales: in
all the other dimensions except in those directly related to the degree of in-
novativeness of the investee firm (R&D and patents), the decision to exit via
an IPO is more sensitive, sometimes also to a statistically significant extent, to
the factors listed than the decision to exit via a trade sale. Thus, venture capi-
talists clearly consider the nature of the investee firm’s activities carefully, in-
dicating that the market conditions are decisive for an exit decision and that
there may be demand for specific vehicles of exit depending on the type of
investee firms.
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Table 4.8. Factors influencing the choice of exit route

Trade sale IPO p-value for t-test
Industry sector of the firm financed 65% 71% 0.802
The firm’s expected market position 77% 92% 0.104
Quality of management 52% 92% 0.002
The current stock market conditions 48% 100% 0.000
The firm’s current profitability 63% 80% 0.212
The firm’s future profitability 89% 100% 0.083
The firm’s expected market cap. 59% 92% 0.003
The firm’s growth opportunities 74% 100% 0.005
The firm’s R&D intensity 70% 60% 0.265
The number of patents the firm owns 41% 32% 0.265

Note: The percentages represent the number of respondents who regarded the factor in question im-
portant, i.e., they answered 5-7 in a seven-point scale with higher score indicating higher importance.
Paired t-test was applied to test Ho: The proportions are equal.

In our survey, we also asked the venture capital firms to report to what
extent certain selected factors influence their fundraising, investment and
exit. Table 4.9 summarizes the results. Beginning first from the first stage of
the venture capital cycle, i.e. the fundraising, the available data speak, in ad-
dition to the importance of experience for fundraising, for the existence of
feedback effects between the exit performance and environment and the abil-
ity to raise funds. Mechanisms of this type together with a clear emphasis on
the importance of reputation building were also the concern that was most
systematically put forward in the interviews we had with the venture capital-
ists. The table also reveals that the ability to generate returns for investors
seem to be of particular concern for the venture capital firms with no earlier
exit experience. Together with the emphasis on experience and age of the
venture capital firms, the findings of ours are, as we see it, consistent with the
hypothesis that demonstrating one’s ability is relatively more important in
the venture capital business for the less experienced (Gompers 1996).2 The
data shows too that in a considerably high number of venture capital firms,
the state of the exit environment is perceived to have an impact on their ac-
tivity. In particular, investing becomes cautious if exit environment becomes
more uncertain.

What’s more, as many as 90% of the respondents think that the uncer-
tain exit environment leads to a reduction in the number of full exits that the
venture capital firms are able to make. The Finnish venture capitalists are
thus unanimous that market turbulence translates into a larger overhang of
investee companies. While this finding itself is by no means surprising, it il-
lustrates the sensitivity of the venture capital process to changes in overall



162 - Jyrki Ali-Yrkko, Ari Hyytinen and Johanna Liukkonen

operating environment: If the overhang in the venture capital firms becomes
excessive, the venture capitalists may find it difficult to raise new capital
when the demand for venture capital increases next time.

Table 4.9. Feedback effects and the importance of market environment

Whole Has exit No exit p-value for
sample experience experience t-test
Factors that have/have had an impact on fundraising:
recent exit performance 78% 83% 60% 0.411
domestic stock market conditions 52% 56% 40% 0.589
previous returns on investors 83% 78% 100% 0.042
age of the venture capital firm 83% 84% 80% 0.854
experience of partners and other senior employees 96% 95% 100% 0.331
Investments: Uncertain exit environment has/has had
a negative impact on
investment activity in general 79% 77% 86% 0.628
investments in seed and start-up firms 63% 65% 57% 0.740
investments in technology-based small firms 70% 70% 71% 0.948
degree of specialisation (in investing) 54% 52% 57% 0.841
"Hot-issue markets": Considerations about the ability
to exit have led to
too many investments being undertaken in “hot” 71% 76% 57% 0.416
industries
too few investments in industries not in the public 29% 29% 29% 1.000
limelight
Periods of market turbulance: Considerations about
the ability to exit have led to
too many investments in the industries that are 36% 38% 29% 0.665
perceived less risky
too few investments in technology-based small firms 25% 29% 14% 0.429
Uncertain exit environment has/has had a negative impact 90% 91% 86% 0.747
on number of full exits you are able to make

Note: The percentages represent the number of respondents who agreed with the question i.e., they
answered 5-7 in a seven-point scale with higher score indicating higher agreement. t-test (with un-
equal variances assumption) was applied to test Ho: The proportions of the respondents who agree
with the question are equal.

Institutional environment

In this section we consider how the Finnish venture capitalists view the exit
environment they face. Table 4.10 shows that the lack of market sophistica-
tion in the form of efficient price formation, the volatility of the domestic
market and the capabilities of investment banks bringing firms public is the
problem expressed by the majority and more frequently experienced than,



Exiting venture capital investments: Lessons from Finland - 163

e.g., the investment behavior of institutional investors or the securities mar-
ket regulation. Venture capitalists with no exit experience expressed their
concern over the efficiency of price formation and the market liquidity more
strongly.? Overall, the Finnish venture capitalists” perceptions of the Finnish
stock market are a degree or two negative. The same conclusion describes the
views put forward in the interviews, in which the problems due to the thin-
ness and cyclical nature of the domestic stock market were highlighted.

Table 4.10. Institutional environment of IPOs

Whole Has exit No exit p-value for
sample experience experience t-test
IPOs and stock market:
In Finland price formation is as efficient and prices as 25% 33% 0% 0.005
informative as in other market places
The anticipation of poor secondary market liquidity 86% 81% 100% 0.042
affects adversely the primary market
Finnish market place as an exit route is more sensitive to 64% 57% 86% 0.136

general market conditions than the market places of
other advanced economies

Itis very difficult to bring a firm to the public market if 71% 71% 71% 1.000
there are only few, if any, listed firms in the stock market
that are similar to the firm

In Finland, it is as easy to list technology-based small 48% 35% 86% 0.014
firms as it is to list any other firm
The anticipation of poor secondary market liquidity 68% 71% 57% 0.543

affects adversely particularly the primary market of
technology-based small firms

The institutional investors active in the Finnish market 37% 35% 43% 0.740
pay only little attention to technology-based small firms
Securities regulatory requirements have a significant 48% 48% 50% 0915

impact on the cost of taking a firm public

Investment banks operating in Finland

..screen and evaluate carefully firms that they take public 26% 32% 13% 0.266
...have expertise to bring all kinds of firms to the public 37% 32% 50% 0416
market

...have sufficient placing power (sales power) to bring 52% 42% 75% 0.123

also technology-based small firms to the public market

Note: The percentages represent the number of respondents who agreed with the question i.e., they
answered 5-7 in a seven point scale with higher score indicating higher agreement. t-test (with unequal
variances assumption) was applied to test Ho: The proportions of the respondents who agree with the
question are equal.

From Table 4.11 we see that 59% of the sample companies reported
that the finding of an industrial buyer is problematic. The results also indi-
cate that the use of external advisors is considered beneficial, particularly
when it comes to cross-border transactions. To find a buyer for secondary
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sales seems to be of more concern, particularly in the eyes of the more experi-
enced venture capitalists. Overall, the Finnish venture capitalists” assessment
of the institutional environment for trade sales is more neutral than that con-
cerning the stock market.®

Table 4.11. Institutional environment of M&As

Whole Has exit No exit p-value for
sample experience experience t-test
Trade sales
There is clear lack of strategic / industrial buyers in 59% 62% 50% 0.595
Finland
In Finland, it is as easy to find a buyer for a technology- 59% 52% 75% 0.273

based small firm as it is for a less technology dependent
("old-economy") firm

The Finnish M&A-market as an exit route is more sensitive 44% 40% 57% 0.476
to general market conditions than the markets of other
advanced economies

Trade sale can be executed more efficiently by using 86% 90% 75% 0.402
outside advisors

In a trade sale, outside advisors are useful in

- identifying international buyers 90% 90% 88% 0.837

- driving cross-border deals through 83% 86% 75% 0.567
Secondary sales and buy-backs

Itis difficult to find a buyer in secondary sales 61% 75% 25% 0.022

It is difficult to find financing for a buy-back / MBOs 30% 32% 25% 0.743

Note: See Table 4.10.

4.4.3. ASSESSMENT
The foregoing supports the following conclusions:

e The patterns of past exits are consistent with the view that the Finnish
stock market has served as a less important exit avenue for the venture
capitalists than the market for M&As.

e The survey evidence and the interviews support the earlier conclusion of
ours that despite the advance achieved in the 1990s, the Finnish stock
market does not fully meet the exit needs of Finnish venture capitalists.
The fact that the availability of exits is an important determinant of the
investment decision and that Finnish venture capital investors do not re-
gard IPOs as their preferred method of exit support the conclusion. More-
over, Finnish venture capital investors’ overall assessment of the institu-
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tional environment of IPOs is a degree or two negative and more negative
than their assessment of the M&A environment.

4.5. CONCLUSIONS

The received literature suggests that because the exit stage may have several
feedback effects on the earlier stages in the venture capital process, the long-
run development of the venture capital industry is dependent on the exit
possibilities the financial system (in which venture capitalists operate) gener-
ates. In this Chapter, we consider the Finnish financial system and study in
particular whether it has the characteristics that enhance the exit opportuni-
ties and hence contribute to the long-run development of venture capital.

Our analysis of aggregate level data suggests that despite its favorable
development particularly during the 1990s and success in serving the needs
of larger firms, the Finnish stock market does not fully meet the exit needs of
Finnish venture capitalists. This is because of the strong clustering of IPOs,
the volatility and the other documented characteristics of the Finnish stock
market. The market for M&As has been quite active in Finland and should in
principle provide a steady flow of trade sale opportunities for the Finnish
venture capitalists. However, the overall trend may be decaying once the size
of the economy is controlled for. Because the venture capitalists typically fo-
cus on emerging industries, the limited size of the Finnish domestic economy
and particularly the absence of large mature companies in many of the
emerging fields, such as biotechnology, may undermine the long-run pros-
pects for trade sale exits, too.

The survey we administered to Finnish venture capitalists confirms the
above conclusions. The survey results suggest that the Finnish stock market
does not necessarily have the characteristics that enhance the exit opportuni-
ties of venture capitalists. The venture capitalists’ assessment of the stock
market is a degree or two negative and more negative than their assessment
of the M&A environment. Consistent with the importance of feedback effects,
the availability of exits is an important determinant of the investment deci-
sion for the Finnish venture capitalists.

Because a large fraction of the Finnish venture capital industry is
rather young, the long-run prospects of the industry depend crucially on the
industry’s success in generating returns to investors and in building reputa-
tion (see Hyytinen 2002). The exits enabled by the stock market would be in-
strumental to achieving these goals, particularly for the less established ven-
ture capital firms. The Finnish venture capital industry would therefore bene-
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fit a great deal if Finland had a “stronger” stock market. Moreover, even
though the amount of risk capital available to private, unlisted firms has
grown quite rapidly in the recent past, the analysis indicates a reason why
the development of Finnish venture capital industry may slow down: The
Finnish market for venture capital matures slowly, if at all, because the struc-
ture of the Finnish financial system is such that it only imperfectly supports
successful exiting, something that lies at the heart of the venture capital proc-
ess.

The emergence of private marketplaces for the stocks of unlisted Fin-
nish firms is a step towards alleviating the problems identified in this Chap-
ter. The development deserves therefore the full attention of financial mar-
kets community and policy-makers. To overlook it amounts to nothing less
than undermining the competitive advantage of Finland, as the lack of exit
opportunities means that investors may need to focus on cash-generating,
shortsighted projects in which they invest on the basis of short-term cash
flow outlook instead of long-term capital gains. This means that capital gets
allocated in a distorted fashion, away from long-gestation period and poten-
tially most innovative projects.



Exiting venture capital investments: Lessons from Finland - 167

REFERENCES

Ali-Yrkko, J., 2001, Mergers and acquisitions: Reasons and results, The Research Institute of the
Finnish Economy (ETLA), mimeo.

Bascha, A. and Walz, U., 2001, Convertible securities and optimal exit decisions in venture
capital finance, Journal of Corporate Finance, forthcoming.

Becht, M. and Raell, A., 1999, Blockholdings in Europe: An international comparison, European
Economic Review, 43, 1049-1056.

Becker, R. and Hellman, T., 2000, The genesis of venture capital: Lessons from the German
experience, Graduate School of Business, Stanford University, mimeo.

Berglof, E., 1994, A control theory of venture capital finance, Journal of Law, Economics and
Organisation, 10: 2, 247-267.

Black, B. S., 2001, The legal and institutional preconditions for strong securities markets, UCLA
Law Review, 48, 781-858.

Black, B. S. ja Gilson, R. J., 1998, Venture capital and the structure of capital markets: Bank versus
stock markets, Journal of Financial Economics, 47, 243-277.

Bottazzi, L. and Da Rin, L., 2002, Europe’s ‘new ‘ stock markets, Centre for Economic Policy
Research, Discussion Paper No. 3521.

Da Rin, M. and Bottazzi, L., 2002, Financing entrepreneurial firms in Europe: Facts, issues, and
research agenda, Paper prepared for CESifo Conference on Venture Capital,
Entrepreneurship and Public Policy.

EVCA (European Private Equity and Venture Capital Association), various yearbooks.
FVCA (Finnish Venture Capital Association), various yearbooks.

Gans, J. S. and Stern, S., 2000, When does funding research by smaller firms bear fruit? Evidence
from the SBIR program, National Bureau of Economic Research, Working Papers No.
7877.

Gompers, P. A., 1996, Grandstanding in the venture capital industry, Journal of Financial
Economics, 42, 133-156.

Gompers, P. A. and Lerner, J., 2000, The venture capital cycle, The MIT Press, US.

Gompers, P. A. and Lerner, J. A., 2001, The venture capital revolution, Journal of Economic
Perspectives, 15, 145-168.

Helsinki Stock Exchange, various yearbooks.

Honkapohja, S. and Koskela, E., 1999, The economic crisis of the 1990s in Finland, Economic
Policy, 14, 400-436.

Hyytinen, A. and Pajarinen, M., 2003, Financial systems and venture capital in Nordic countries:
A comparative study, Chapter 1 in this volume.



168 - Jyrki Ali-Yrkko, Ari Hyytinen and Johanna Liukkonen

Hyytinen, A., 2002, How important are exits for venture capital finance? Evidence from Finland,
Paper prepared for CESifo Conference on Venture Capital, Entrepreneurship and Public
Policy.

Hogfeld, P. and Holmen M., 2001, A law and finance analysis of initial public offerings,

Stockholm School of Economics, mimeo.

Jeng, L. A. and Wells, P. C., 2000, The determinants of venture capital funding: Evidence across
countries, Journal of Corporate Finance, 6, 241-289.

Jenkinson, T. and Ljungqvist, A., 2001, Going public: The theory and evidence on how
companies raise equity finance, Oxford University Press, UK.

Johnson, S., 2000, Private contracts and corporate governance reform: Germany’s Neuer Markt,
Massachusetts Institute of Technology, mimeo.

IMF (International Monetary Fund), International financial statistics, various publications.

Kanniainen, V. and Keuschnigg, C., 2001, Start-up investment with scarce venture capital
support, University of Helsinki, mimeo.

Kaplan, S. N. and Stromberg, P., 2002, Characteristics, contracts, and actions: Evidence from
venture capitalist analyses, National Bureau of Economic Research Working Paper No.
8764.

Kasanen, E., Kinnunen, J. and Niskanen, J., 1996, Dividend-based earnings management:
Empirical evidence from Finland, Journal of Accounting and Economics, 22, 282-312.

Keloharju, M., 1993, The winner's curse, legal liability and the long-term price performance of
initial public offerings in Finland, Journal of Financial Economics, 34, 251-277.

Michelacci, C. and Suarez, J., 2001, Business creation and stock market, CEMFI, Madrid, mimeo.

Milhaupt, C. J., 1997, The market for innovation in the United States and Japan: Venture capital
and the comparative corporate governance debate, Northwestern University Law Review,
91, 865-898.

Nenova, T., 2000, The value of corporate votes and control benefits: A cross-country analysis,
Harvard University, mimeo.

Neuer Markt Report, 2001, Gateway to European capital markets — Key to growth, Deutsche
Borse AG.

Ongena, S. and Smith, D. C., 2001, The duration of bank relationships, Journal of Financial
Economics, 61, 449-475.

Pagano, M., 1993, The flotation of companies in the stock market: A coordination failure model,
European Economic Review, Vol. 37, 1101-1125.

Pagano, M., Roell, A. A. and Zechner, J., 2001, The geography of equity listing: Why do
companies list abroad?, Centre for Economic Policy Research, Discussions Papers, No.
2681.

Rousseau, P. L. ja Wachtel, P., 2000, Equity markets and growth: Cross-country evidence on
timing and outcomes 1980-1995, Journal of Banking and Finance, Vol. 24, 1933-1957.

Sahlman, W., 1990, The structure and governance of venture capital organizations, Journal of
Financial Economics, Vol. 27, 473-521.

Schwienbacher, A., 2002, An empirical analysis of venture capital exits in Europe and in the
United States, mimeo.



Exiting venture capital investments: Lessons from Finland - 169

Van Osnabrugge, M. and Robinson, R. J., 2000, Angel investing: Matching start-up funds with start-
up companies, Jossey-Bass, San Francisco, US.

Weston, ]. F., Kwang, S. and Siu, J. A., 1998, Takeovers, restructuring, and corporate governance,
Prentice Hall, New Jersey, US.



170 - Jyrki Ali-Yrkko, Ari Hyytinen and Johanna Liukkonen

APPENDIX. DATA AND SURVEY DESIGN

We used a survey to collect additional primary data. This additional empiri-
cal evidence is based on the results of a questionnaire administered to 39
Finnish venture capitalists covering nearly the entire population of the Fin-
nish venture capitalists and corporate ventures. We excluded two funds of
funds (Finvest and Proventure) and public venture capitalists (The Finnish
National Fund for Research and Development (Sitra) and The Finnish Indus-
try Investment Ltd (Teollisuussijoitus)) from the target sample because our
primary interest is in the private part of the venture capital sector that invests
directly in the firms in need of external capital.

Model of questionnaire

The model of our questionnaire was based on a questionnaire used in Armin
Schwienbacher (2002). We modified it to reflect our special interest in the role
of exit stage in the venture capital cycle and in the exit environment that ven-
ture capitalists face. The questionnaire was divided into six main parts. The
parts were roughly about the respondent and the company’s background in-
formation, investment decisions, exit experiences, fundraising and the Fin-
nish institutional and legal environment.

Several types of questions were used. First, the respondents were ex-
pected to provide and estimate quantitative data, such as the number of ven-
tures in their portfolio, achieved exits, type of exits, usage of exit agreements
and syndication deals, to name a few. Second, the respondents were pre-
sented statements and asked to take a stance on them. These questions were
measured with a Likert-scale, which indicates whether the respondent agrees
or disagrees with a statement on a scale from 1 to 7. The scale values of the
statements were as follows: 1-3 indicate disagreement, 4 indicates indiffer-
ence and 5-7 indicate agreement. Third, the respondents were asked to pro-
vide rankings of certain factors. Some of the answers were expected to be
given for a time period covering the past four years, i.e. 1997-2001.

The questionnaire was distributed to the target sample together with a
cover letter that suggested the companies to choose a respondent, a single in-
formant, who had strongly been involved in the decision-making in exit
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processes. The questionnaires were sent to the target firms in the end of June
2001 and received back by the end of August 2001.

Achieved sample

A total of 30 completed questionnaires were returned out of the 39 question-
naires that were distributed. This results in a response rate of 77%. The re-
sponse rate is higher than in many similar surveys that have involved re-
spondents in high executive positions and that have required the provision of
detailed, company-specific information. Albeit the achieved sample is small
in absolute terms, it is a representative sample of the private Finnish venture
capital firms.

Field study and interviews

In addition to the survey, we carried out 17 interviews with the Finnish ven-
ture capital companies. The interview questions were designed to support
the research questionnaire and in particular to get a closer look at topical is-
sues surrounding exists. The aim of the interviews was also to enhance our
knowledge about the nature and stage of the venture capital cycle in Finland,
as well as uncover any other factors and problems that might affect adversely
the venture capital processes. The interviews took place in July and August
2001.

Description of the survey data

Table 4.12 provides background information on the characteristics of the re-
spondent firms. As can be seen from the table, the Finnish venture capital in-
dustry is relatively young. Nearly 60% of the private, currently operative
Finnish venture capital firms have been established during the past five
years. Because of the financial crisis of the early 1990s and the fact that the
Finnish financial markets were for long bank-centered and debt-dominated,
this finding is by no means very surprising. The age profile suggests, how-
ever, that a large part of the industry is relatively inexperienced and may
hence lack a degree or two of maturity (see also Hyytinen and Pajarinen
Chapter 1 in this volume). Over half of the companies in our data are inde-
pendent venture capital firms, and the second biggest group is those belong-
ing to some financial corporation or group. Of the sample companies, 73%
manages closed-end funds, suggesting that the Finnish venture capitalists
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are, as their counterparts in the US, forced from time to time to return to the
market in order to raise new funds due to the limited lifetime of the funds.
Finally, we note that insurance companies and pension funds serve as the
main sources of funds while the role of banks and retained capital gains as
the source of funds is less important. The class “Other”, which includes capi-
tal infusions into the venture funds for example by fund-of-funds and private
persons, has too been mentioned to be an important source of funds.

The venture capital firms have, on average, 21 investee firms in their
portfolio. A closer look at the size distributions shows, however, that the dis-
tribution of the venture capital firms is skewed towards the smaller-sized
firms. The total number of investee firms in the portfolios managed by the
venture capital firms in our sample is 630, suggesting that our sample is very
representative indeed: at the end of year 2000, the size of the total (popula-
tion) portfolio was 626 firms (Finnish Venture Capital Association 2000).

The average size of the investments in portfolio companies is EUR 4.5
million. One third of the investee companies are at seed and start-up stage
and 61% of them can be classified as investments in technology-based small
firms (TBSFs), defined as a firm with less then 250 employees that operates in
a “high-technology” industry. There seems to be no notable changes in the
investment behavior; the portfolio composition in terms of the stage of the
investee firms and their type (i.e. TBSF or not) today is about the same as it
has been during the past four years.
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Table 4.12. Background information

Number of respondents 30

Year of establishment

before 1990 13%
1990-1995 30%
1996-2001 57%
Type of business
independent venture capitalist 53%
subsidiary of non-financial corporation 3%
international organization related 3%
subsidiary of financial corporation 23%
government / municipal related 7%
other 10%
Manages closed-end funds 73%

Main sources of funds

banks 4%
corporate investors 8%
insurance firms 25%
government agencies 15%
realized capital gains 2%
pension funds 23%
other 23%
Proportion of funds provided or guaranteed by the public sector 11%
Number of firms in current portfolio 21
Average size of investments, million EUR 4.47

Share of technology-based small firms in portfolio
current situation 61%
over past four years 59%

Share of seed and start-up firms in portfolio
current situation 34%
over past four years 37%
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ENDNOTES

! As Bottazzi and Da Rin (2002) have noted, “[TThe commonly perceived degree of achievement of the ‘new’
markets has varied with stock prices” The recent bear market is reflected in many recent assessments (see,
e.g, “Since April 2000 Germany’s Neuer Markt has shrunk by EUR211 bn... now the market itself is to close”
in Financial Times, September 27, 2002; and “NM-lista nylki mummotkin” in Talouseldmd, October 18, 2002,
No. 35))

2 See also Black (2001) who considers the legal and institutional preconditions, such as the existence of re-
strictions against self-dealing, mechanisms of investor protection and functioning of reputational interme-
diaries, for strong securities markets.

® There indeed exists evidence that IPOs are a systematic determinant of venture capital investing across
countries; see Section 2 for further discussion.

4 Besides IPOs and trade sales, there are other exit vehicles available for venture capitalists, such as buybacks
(share repurchase by the founding entrepreneurs), secondary sales (selling of shares to institutional inves-
tors), and write-offs. However, IPOs and trade sales are typically the most profitable routes of exit and also
most commonly used.

° To address these questions we have gathered data directly from the Finnish venture capitalists using a
mail survey. In addition to the survey, we carried out 17 interviews. The survey, data and interviews are de-
scribed in detail in Appendix.

© Despite the recent growth, the level of investment and divestment activity has nevertheless remained be-
low the level predicted by the country’s GDP share in Europe. In Finland, the peak year in terms of funds
raised (EUR 628 million) was 1999 while and in terms of investments (EUR 384 million) it was 2000. When
compared to other European countries, it appears that the Finnish venture capital industry is also at an ear-
lier stage of the venture capital cycle (see also Hyytinen and Pajarinen, Chapter 1 in this volume).

7 Information and incentive problems in the financing of innovative entrepreneurs and technology-based
small firms (TBSFs) are typically so severe that they undermine and often block the entrepreneurs’and TBSFs
access to conventional sources of external finance. The firms that venture capital firms finance are plagued
with higher uncertainty, deeper information asymmetries, worse incentive problems and higher risk of out-
right failure than the more traditional firms. Moreover, the firms that the venture capital firms finance are of-
ten young, generate limited cash flow, have a short track record, and own only few, if any, assets that they
could pledge as collateral. The venture capitalists are therefore thought to solve a more extreme set of
agency and informational problems than the traditional financial intermediaries, such as the deposit banks
do.

8This possibility may be particularly important if the private benefits of control account for a significant frac-
tion of the entrepreneurs’ compensation. The empirical importance of the private benefits of control is diffi-
cult to evaluate. However, some surveys administered by the Federation of the Finnish enterprises provide a
hint that the control may be highly valued within the Finnish entrepreneur community. Moreover, a recent
study by Nenova (2000) suggests that the control value, i.e. the benefits that controlling shareholders ex-
tract out of corporate control, is higher in Finland than in the other Nordic countries but lower than in cer-
tain civil law countries.

’

°The existence of such a match cannot be taken for granted in Europe, because only relatively established
and old firms have traditionally gone public. Seen in this light, the importance of the recent growth of new
hi-tech stock market segments in Europe cannot be over-emphasized. If domestic listing is not feasible, an
exit enabled by public offering to an international stock exchange may be required. While listing abroad
may be an integral part of the strategy of globally oriented growth firms, it involves, however, higher flota-
tion costs. In the case of smaller firms with some but limited globalization prospects, the listing abroad may
be an infeasible choice because of the costs and, additionally, because of the lack of interest by the foreign
investors. For a detailed treatment of the benefits and costs of listing abroad, see Pagano et al. (2001).
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1% Investment banks, consulting firms, specialized M&A advisors, law firms as well as accounting firms are an
integral part of the financial infrastructure that enhance the matching process. See also Black (2001) who
considers the importance of these institutions for strong securities markets.

' Johnson (2000) considers this problem from another perspective and suggests a reason why the institu-
tional design of stock markets may matter for the development of the venture capital industry. Because
many of the high-risk ventures face a considerable amount of uncertainty even at the time when they want
to become public, a sufficient amount of disclosure of information is needed for the listing to take place;
otherwise investors are reluctant to buy the shares of the company in the IPO and thereafter. Johnson
points out that the private contract offered by Deutsche Borse, requiring companies to commit to disclo-
sure and to use US-GAAP or IAS for their financial statements, attempts overcoming the information prob-
lems. If companies are willing to adopt this listing contract, Deutsche Borse enforces compliance and pro-
vides a basis for successful IPO. Johnson argues that at least in Germany, the use of such private arrange-
ments has proven consistent with a significant increase of venture-backed IPOs and a more active venture
capital industry.

12 In other words, the venture capitalists can substitute away from the unavailable exit route to the other. To
be sure, IPOs and M&As can also sometimes be complements because occasionally one makes the other
available. Such complementarity would, for example, arise if the most important industrial buyers are the
larger companies listed on the stock exchange in which case better liquidity would enhance M&As. It would
also arise if the smaller investee companies were merged to increase the company size prior to flotation.
The exits enabled by MBOs and LBOs in connection of firm restructuring and de-listings suggest yet an-
other instance of complementarity.

'3 The adjustment addresses the forward-looking nature of the stock prices and puts more weight on the
dimension of the stock market capitalization that reflects the importance of financing through equity issues
and new listings (see Rousseau and Wachtel 2000).

' Even in a cross-section, the ratio has varying interpretations, as it reflects, besides new listings and equity
issuance, the discounted value of the listed firms’ expected future cash flows. The measure’s deficiencies
notwithstanding, it is an indicator of the relevance of the stock market for an economy.

1> Kasanen et al. (1996) reports that during 1970-1989, the average ratio of annual dividends paid by a group
of Finnish listed firms was as high as 100.3% of the annual turnover of the Stock market.

16 Because the turnover is measured by dividing the value traded by the market capitalization, the forward-
looking nature of the stock prices is not driving the improvement.

7 Because the turnover (value traded) is recorded in international stock exchanges in different ways, the
numbers we present should be interpreted with care. The numbers for the Finnish stock market are re-
corded according to a Trading System View (TSV), which measures only transactions passing through the
stock exchange’s trading system. The same methodology is used in Japan, Canada and in the New York
Stock Exchange (NYSE) in the US. In several other stock exchanges, including Stockholm's and Oslo's ex-
changes as well as Nasdaq in the US, also off-market transactions are recorded (based on Regulated Envi-
ronment View (REV) methodology). The turnover under REV is typically higher than the turnover under the
TSV concept. Therefore, the Finnish numbers can be compared only to the group of exchanges using the
TSV. Albeit a comparison of growth rates can too be misleading, we display the turnover for Norway and
Sweden for completeness.

'8 The finance theory predicts that higher risk comes with higher expected returns. The comparison pre-
sented here does not take into account the trade-off.

19 Between World War Il and the early 1980s, only a handful of companies went public in total. Amidst the
liberalization of the financial markets, the IPO activity increased. The common procedure in the 1980s was
to list new companies on a separate list called “Stockbroker’s list”and on the OTC market. These companies
were typically quite small, operating most often in manufacturing and financial services sectors.

2 Privanet Capital Group consists of three companies: Privanet Capital Corporation and its fully owned sub-
sidiaries Privanet Ventures Ltd and Privanet Securities Ltd. Privanet Securities Ltd is an investment firm that
operates in accordance with EU Investment Services Directive (93/22/EEC). It is registered in Finland and
regulated by the Finnish Ministry of Finance and supervised by the Finnish Financial Supervision Authority.
The parent company of the group, Privanet Capital Corporation, is a full member of the Finnish Venture
Capital Association. The only institutional shareholder of Privanet is Sitra, the Finnish National Fund for Re-
search and Development, which owned 31.1% of Privanet as of December 2002. Privanet has also received
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funding from Tekes, the National Technology Agency as a part of the SPIN 2000-2003 technology program.
For more information, see https://www.privanetcapital.com/priv/julkinen/.

1 Because no official M&A data exist, we use different databases in the comparisons that follow; see Ali-
Yrkko (2001).

22 An explanation for this finding is a reform of the taxation of capital gains in the late 1980s.

% The explicit introduction of the trend variable in the regression may be acceptable only if the trend un-
derlying the variables is deterministic and not stochastic. Because in the reported regressions the coefficient
of determination is larger than the value of the Durbin-Watson statistic, the Granger-Newbold rule of
thumb for a spurious regression suggests that the results are not dubious. We also explicitly corrected in un-
reported regressions for the possible effects of autocorrelation in the error terms, but the results did not
change.

*We also experimented by including the real market capitalization of the stock market into the regressions.
Our qualitative conclusions are robust to the experiment.

% The decreasing trend in M&As can be uncovered even if we control for the stock market returns and the
real size of the stock market.

% \We benefited a great deal from Armin Schwienbacher’s help when drafting the questionnaire for the sur-
vey. The survey, data and interviews are described in detail in Appendix.

77 |tis important to notice that we now analyze entirely subjective assessments of the importance of the se-
lected factors. Essentially, we can only report to what extent the respondents agreed or not with certain
statements concerning the Finnish exit environment and its impacts on the venture capital process. The
limitation of this assessment is, of course, that the respondents provided only their subjective judgment of
the statement, not a quantitative measure of the actual impact.

%8 See also Hyytinen (2002) who finds further support for the hypothesis.

#In light of this negative assessment, it is a little surprising that the less experienced venture capital firms
nevertheless thought that listing a technology-based firm is as easy as it is to list any other firm.

0 We asked (in unreported questions) whether the pricing of the services that investment banks (and other
external advisors) provide is ‘competitive”. In the case of listing, 37% of the firms reported that the pricing is
competitive, while in a question addressing the costs arising in trade sales, (only) 31% of the respondents
indicted that the pricing of the services is competitive.
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5. PATTERNS OF THE FINNISH MERGER
AND ACQUISITION ACTIVITY

Jyrki Ali-Yrkko®

Abstract:

The aim of this Chapter is to consider the key motives behind mergers and acquisi-
tions (M&As) and to provide an analysis of the Finnish market for M&As. In par-
ticular, we are interested in how active the Finnish M&A market is compared to that
of other countries. We find that Finnish companies have faced an active M&A mar-
ket. In fact, after taking into account the size of the economy, Finland ranked the first
out of all EU member states during the 1990s. This high level of activity is not only
due to domestic deals but also due to a high number of outward and inward cross-
border M&As. Our analysis also indicates that a large part of the cross-sectional and
time-series variation of the M&A activity can be explained by using some prominent
macroeconomic factors, such as GDP and the size of the stock market. However, even
after controlling for these factors, there is something different about Finland, as there
exists some other positive factor(s) that have contributed to the Finnish M&A activ-

ity.

" Jyrki Ali-Yrkkd is at the Research Institute of the Finnish Economy (ETLA) and Etlatieto Ltd. The author
would like to thank Ari Hyytinen, Markus Koskenlinna, Eva Lilieblom, Anu Nokso-Koivisto, Vesa Puttonen,
Petri Rouvinen, Otto Toivanen and Pekka Yl&-Anttila for helpful comments. The views expressed in the Chap-
ter are those of the author. The usual caveat applies.
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5.1. INTRODUCTION

The latest merger and acquisition (M&A) wave that started in the mid of the
1990s can be termed “the wave of megadeals”, reflecting the high number of
very big M&As that were carried out.! Most of the largest deals were hori-
zontal in nature, but also diversifying mergers were undertaken, particularly
in the financial industry where banks and insurance companies merged.
While the biggest deals received most of the attention in the headlines, a
great number of smaller M&As were also closed. However, the recent M&A
activity is far from being a unique phenomenon, as it is the fifth wave that
has occurred during the last hundred years.

One of the driving forces behind the recent surge in M&As is global-
ization. As shown in Figure 5.1, domestic M&As still dominate the M&A
market although the number of cross-border deals has during the past ten
years grown three-fold. Particularly in the U.S, the latest wave has been
characterized as the first international merger wave.

Figure 5.1. The number of mergers and acquisitions (world total, 1990-2000)
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The long history and waves of Mé&As raise the question of importance
of M&As for national economies. M&As affect not only market structures
and industry dynamics, but also wealth of shareholders and welfare of
stakeholders. Moreover, M&As serve as an important mechanism of corpo-
rate control.

In this study, the key questions addressed are as follows:

e What are the key motives behind M&As?
¢ How active is the Finnish market for M&As? In particular, how active is it
compared to that of other countries?

The rest of this Chapter is organized as follows. In Section 5.2 the rele-
vant literature concerning the motives of M&A is reviewed. Section 5.3 gives
a description of Finnish M&A activity overtime and compared to other coun-
tries. Finally, Section 5.4 concludes.

5.2. MOTIVES OF MERGERS AND ACQUISITIONS

5.2.1. FIRM-LEVEL MOTIVES FOR M&AS

Economic performance and efficiency

The dominant motive of Mé&As in the economics and finance literature is that
they lead to improvements in economic performance. The motive suggests
that M&As occur because of the economic gains that merging two companies
give rise to. According to this motive, the value of a merged company (V,;)
is higher than the sum of the value of separate companies (V,,V;), ie.,
V. >(V,+V;,). The condition is related to the neoclassical theory of firms
and to the assumption that firms maximize their profits or shareholder value.

Maximizing profits or shareholder value is however too general to be a
motive for M&As. It is too general, because it does not identify the sources of
the improvements in economic performance. There are several possible
sources of performance gains, including the following ones:

e Cost savings. The term synergy is often used as a synonym for cost sav-
ings. According to this motive, M&As are undertaken to achieve savings
in both variable and fixed costs. Perhaps the most obvious source of cost
savings is the elimination of overlapping operations of two merging com-
panies, such as administration and IT. Due to the nature of fixed costs,
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cost reduction potential is not restricted only to horizontal mergers. Verti-
cal mergers (integration) can be a source of cost reduction. For instance,
cost savings can be achieved by avoiding costs of communication and
bargaining (Arrow 1975, Williamson 1975). Moreover, if production proc-
esses require a tightly integrated production chain, lower production
costs may be achieved by vertical integration (Mueller 1980, p. 30). The
size of the new entity can be the source of cost reductions for less than
minimum efficient size firms.? It has also been argued that companies
may achieve financial synergies by merging. While some firms have ex-
cess cash flow, others short of financing have large investment opportuni-
ties. Due to the lower costs of internal financing versus external financing
(Myers and Majluf 1984), combining two such companies may result in
financial synergies, i.e. cost savings. Also tax-related savings may drive
some firms to combine.

e Market power. According to the market power motive companies merge to
increase their market power (see e.g. Stigler 1950). If the merger or acqui-
sition is large enough, the combined firm may obtain a monopoly-like po-
sition and earn above-normal profits. Moreover, if a large economy of
scale exists, a big company may set its price above marginal cost but be-
low the level that would lead to entry. M&As may thus be a means to cre-
ate entry barriers.

e Acquiring resources. By acquiring an existing company, control of the target
company’s resources is transferred to the acquirer. This transfer offers
several potential advantages for the acquirer. First, it is able to increase its
own capacity without increasing the total capacity of the industry. This
motive may be particularly important in declining industries. Moreover,
an acquisition offers a rapid way to increase capacity compared to a
greenfield investment. Second, in vertical mergers, the acquirer can secure
supply of a critical input and reduce external uncertainty (Porter 1980). In
addition to raw materials, intermediate products and distribution chan-
nels, this resource-seeking motive also covers acquisition of know-how,
such as technological, geographical and managerial knowledge. Rather
than developing technology only through R&D, acquisitions can be used
as a means to acquire new technology. In acquisitions patents, copyrights
and also technological know-how of the acquired unit’s personnel are
transferred to the acquiring company. Moreover, cross-border acquisitions
offer a potential means to acquire geographical know-how. Particularly
for companies with a limited international experience, a cross-border ac-



Patterns of the Finnish merger and acquisition activity - 181

quisition is an attractive means to acquire country or continent specific
know-how.

e Market for corporate control. Managers compete for the right to manage the
resources of a company. If this market for corporate control functions
properly, poorly performing managers are threatened to become a victim
of a takeover (Jensen 1988). After the takeover, the incumbent but ineffi-
cient management team is replaced by more efficient managers. The po-
tentially ensuing improvements in performance create therefore a motive
for M&As.

e Speculative motive. Instead of long term benefits, in some cases M&As are
motivated by speculative motives (see e.g. Gort 1969). The speculative mo-
tives stem from differences of opinion in valuation of a firm between cur-
rent shareholders and potential shareholders that are interested to pur-
chase the firm.

Managerial motives

The background of the managerial motive for M&As can be found from the
principal-agent theory suggesting that corporate managers are an agent of
the owners of company (principal) (Jensen and Meckling 1976). Agency prob-
lems arise when ownership and management are separated (Berle and Means
1932). These problems exist because owners and managers have different in-
terests and because complete contracts between them cannot be written.

This agency view to M&As assumes that instead of shareholder
wealth, managers maximize their own utility (wealth). The managerial incen-
tives may drive a company to grow beyond its optimal size (Jensen 1986).3
The idea is that self-interested managers may wish to build corporate em-
pires to increase their remuneration and to reap private benefits, power and
prestige. These benefits are often positively related to the company size and
the growth rate of sales. Moreover, managers of large companies have better
opportunities to obtain a position in other companies” boards. M&As also
provide the management with a much faster means to grow than internal ex-
pansion.

Hubrid

The hubrid hypothesis of Roll (1986) suggests that managers make mistakes
in estimating the value of target firms. To see the underlying logic of this
M&A motive, suppose that a bidder firm’s management is as likely to overes-
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timate as to underestimate the synergies to be achieved by acquiring a listed
company. The bidder firm’s management knows that the current market price
is the lowest price that the target company’s shareholder can accept. Hence,
when the valuation of the bidder firm’s management is below the market
price, it does not make offer. If the bidder firm’s management believes that
there are potential synergies when actually there are none, the takeover pre-
mium is a mistake made by them. Of course, such errors are made also in the
opposite direction but those cannot be observed empirically because they are
not made public. Thus, the hubrid hypothesis does not imply that managers
act consciously against owner’s interests. The main implication is that man-
agers make mistakes in valuating target firms.

Summary

Berkovitch and Narayanan (1993) have summarized the different motives for
Mé&As and their implications into three categories as shown by Table 5.1. The
table suggests that the motives of M&As can be empirically evaluated by ex-
amining correlation between different gains. The empirical evidence pre-
sented in Berkovitch and Narayanan (1993) is based on a sample of tender of-
fers in U.S. during 1963-1988. The evidence is consistent with the view that
the synergy motive dominates. Moreover, their results suggest that the
dominating motive of value-decreasing acquisitions is managerial related,
not hubrid. Focusing on foreign acquisitions of U.S. firms, Seth et al. (2000)
report similar results. While these results are suggestive, a serious problem
with them is that the motives for M&As are derived from the post-merger fi-
nancial performance. This implies that the causes and consequences of M&As
get mixed.

Table 5.1. Implications of different hypotheses of M&As

Gains to acquirer  Gains to target Total gains
Economic performance and efficiency + + +
Managerial motives (agency) - o -
Hubrid - + 0

Note: The original source of the table is Berkovitch and Narayanan (1993), modified by the author.
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Ingham et al. (1992) suggest that managers pursue several goals with
M¢&As. Based on survey data on mergers in the UK during 1984-88, they find
that the top three motives are 1) increasing profitability, 2) pursuing market
power and 3) marketing economics of scale. Brouthers et al. (1998) report
similar results based on survey data on mergers of Dutch firms in 1994.
Brouthers et. al. put forward an alternative categorization for the motives of
M&As. They conclude that economic motive is the most important followed
by strategic and personal motives. The problem in using survey data to study
the motives for M&As is that managers may have weak incentives to reveal
the true motive for M&As. For example, it is unlikely that they would admit
that M&As are not driven by a pursuit of increased financial performance.

5.2.2. MACRO-LEVEL CAUSES FOR M&AS

Mergers occur in waves

Figure 5.2 illustrates M&A activity in the United States from 1895 to 2000.
Despite the problem of data inconsistency that arises because different data
sources have been used to construct the figure, the figure clearly shows that
the M&As occur in waves (gray areas).

Figure 5.2. The number of M&As in the U.S. (1895-2000)
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Note: Data sources are Yago et. al. (2000), Nelson (1959), Thorp (1941), Mergerstat's statistics and the au-
thor’s calculations.
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The first wave (1897-1904) involved predominantly M&As between
large firms operating in the same industry (i.e. horizontal M&As). These
Mé&As resulted in an increase in concentration rates and even in the creation
of monopolies. The second wave (1916-1929) was mostly composed of M&As
in industries outside the previously consolidated heavy manufacturing in-
dustries. Rather than monopolies, the second wave created many oligopolies.
The third wave (1965-1969) can be termed “the wave of conglomerates”. To
reduce cyclical risks, a number of companies acquired unrelated firms and
business units. The fourth wave (1981-1989) was characterized by leveraged
buyouts and hostile takeovers (Holmstrom and Kaplan 2001). In Finland, a
number of large Finnish firms started overseas production by acquiring
companies abroad. The latest wave (1994-2000) can be termed “the wave of
megadeals”. A number of very big M&As were carried out. Most of the larg-
est deals were horizontal in nature but also diversifying mergers were under-
taken (e.g. deals between banks and insurance companies). Particularly in the
U.S., the latest wave has be considered to be the first truly international
merger wave (Black 2000).

Changes in economic environment as a driving force

Merger waves seem to coincide with economic booms (Mueller 1989). During
booms, the stock market typically surges. Consistent with this, empirical evi-
dence suggests that M&As are positively correlated with stock market prices
(Nelson 1959). The stock market may an impact on M&As via three different
channels. First, a high market capitalization helps a company to finance its
acquisitions if it uses its stocks as a method of payment. In this case the ac-
quirer does not have to spend its retained profits or raise additional debt to
finance the deal. Second, cash reserves of companies are during booms in
general high and also debt finance is more easily available than during reces-
sions. Finally, rising prices of assets increase the collateral value of firms’ as-
sets.

Ordinary business cycles are not a sufficient condition for the existence
of merger waves. Economic upturns are observed much more frequently than
merger waves. The question arises: Does the appearance of a merger wave
require more profound changes in the economy? It seems that merger waves
coincide with big changes in environment and technology. New means of
transportation and communications and energy production have been intro-
duced during the past hundred years or so. The first merger wave accompa-
nied major changes in economic infrastructure and business environment.
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Railroads were built and use of electricity and coal became common about at
the time the first wave took place. Also the second wave coincided with big
changes in infrastructure. Major developments in transportation, communi-
cation and merchandising were the main motivational factors behind the re-
structuring during the second wave (Weston et al. 1990). Broaddus (1998)
suggests that the most important force behind banks’ consolidation in the
1990s has been the development of communications and data processing
technology. It has been argued that cost savings achieved by utilizing these
latest technologies increase with the size of company.

Also political decisions impact Mé&As. Forming free trade areas, such
as NAFTA and EU, have changed the business environment of firms operat-
ing in member states. The prime example of such changes is perhaps that
new competitors may enter. Moreover, the deregulation of financial markets
has had a positive impact on M&As. The liberalization of foreign ownership
has lead to a growing number of cross-border deals.*

Macroeconomic changes may also lead to excess capacity and ulti-
mately to downsizing and exit. M&As that aim at closing inefficient units are
one means to resolve the problem of excess capacity (Jensen 1993). Changes
in economic environment also form a basis of an industry shock explanation
for M&As (Mitchell and Mulherin 1996). Different kinds of industry-level
shocks push companies to react to changes by restructuring. Mitchell and
Mulherin (1996) and Andrade et al. (2001) provide empirical evidence about
industry clustering in the M&A activity. As Table 5.2 shows, industries that
are involved in one wave do not necessarily do so in other waves.

Table 5.2. Top five M&A industries in the U.S.

1970s 1980s 1990s

Metal mining Oil and gas Metal mining

Real estate Textile Media and telecommmunication
Oil and gas Miscellaneous manufacturing  Banking

Apparel Non-Depository credit Real estate

Machinery Food Hotels

Note: Data source is Andrade et al. (2001). M&As have been ranked by market values.
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5.2.3. ASSESSMENT — WHAT DRIVES M&AS?

Despite M&As occurring in waves, the waves are not similar. This pattern
suggests that different kinds of industry shocks might cause changes in the
merger activity. The interesting point of the industry shock explanation is
that it does not contradict with the three firm-level motives (economic,
managerial and hubrid motives) for M&As. The industry shock explanation
therefore complements rather than substitutes previous hypotheses about the
causes of M&As. Taken together, the foregoing suggests that M&As are
driven by macro-level, industry-level and firm-level factors. Figure 5.3 illus-
trates this idea.

Figure 5.3. Causes of M&As
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Industry-level

Economic
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Technology
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In the top of the figure, some macro-level factors are displayed. Albeit
in some cases these factors influence directly firm-level motives, they might
also cause industry-level shocks. Firms react to these industry shocks by en-
tering the market for M&As. Industry shocks may create, for instance, excess
capacity and need for consolidation. In these cases the firm-level motive is ef-
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ficiency or economic. But shocks and booming industries might also provide
managers an opportunity to acquire more personal benefits by empire-
building. These managerial motives may be conveniently hidden in the turbu-
lence of industry. But it is also likely that due to the industry shocks, it is dif-
ficult to estimate accurately the real value of a target firm. Also the hubrid hy-
pothesis is thus a valid part of the industry shock explanation. Naturally, the
firm-level motives for M&As are also valid without industry shocks. How-
ever, the shocks may boost restructuring needs and also create room for (or
amplify) the firm-level motives.

5.3. PATTERNS OF FINNISH M&A ACTIVITY

5.3.1. VOLUME OVER TIME

Figure 5.4 displays the number of Finnish M&As over the past twenty years.
The figure reveals that the volume of M&As varies drastically in tandem with
macroeconomic cycles. In particular, a great number of M&As was under-
taken during the economic booms in the late 1980s. Besides the boom, the
major causes behind the high M&A activity were the liberalization of capital
markets and changes in capital income taxation. It is of interest to note that
many deals were carried out just before the changes in the taxation in 1990.
In the early 1990s, Finland ran into a deep economic crisis, which reduced the
number of M&As.

As discussed, received theory and recent empirical evidence suggest
that industry clustering characterizes M&A activity. In Table 5.3 we display
the industries most heavily involved in Mé&A activity for each decade
(ranked by the number of deals). The table shows that only few industries
show up repeatedly. This finding suggests that M&A booms are not similar
in Finland. An explanation for this industry clustering is, as discussed, indus-
try level shocks. Companies react to such shocks by restructuring (Andrade
et al. 2001). For example, due to the deep banking crisis in the beginning of
1990s, the entire banking industry was restructured. The industry clustering
hypothesis is backed up by the events in 2000. The IT industry was booming
and a number of IT companies were listed in the Helsinki Stock Exchange
during the latter half of the 1990s and in 2000. After listing these companies
were able to use their stocks as a payment in acquisitions. This may explain
why a large number of IT-firms was involved in M&As during 2000.
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Figure 5.4. The number of M&As in Finland (1980-2001)
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Note: Data sources are Talouseldma-magazine and ETLA.

Table 5.3. Top five industries based on the number of M&As in Finland

1980s 1990s 2000

(1982-1989) (1990-1998)

Metal and engineering Metal and engineering IT-services

Other services Wholesale business Other services

Wholesale business Retailing Metal and engineering
Construction and contracting  Other services Retailing

Printing industry Finance and banking Construction and contracting

Note: Data sources are Talouselama-magazine and the author’s calculations.
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Table 5.4 shows that a large share of Finnish Mé&As has targeted small
companies. Roughly 60% of the targets have had less than 50 employees and
20% of all targets have had less than 10 employees. The share of the targets
with more than 500 employees is only 7%. However, the latest figures indi-
cate that the share of large targets has slightly risen during the latter part of
1990s, reflecting perhaps the growth of the economy.

Table 5.4. The Finnish M&As by the target size (percentages)

Number of employees in the target firm

1-49 50-99 100-199 200-499 >500
1982 63% 14% 1% 6% 6%
1983 61% 19% 9% 6% 6%
1984 62% 17% 1% 6% 4%
1985 56% 16% 15% 9% 4%
1986 59% 13% 10% 1% 7%
1987 64% 14% 8% 8% 6%
1988 62% 14% 10% 9% 4%
1989 67% 13% 8% 8% 5%
1990 64% 14% 1% 6% 6%
1991 61% 13% 12% 7% 6%
1992 62% 16% 7% 9% 6%
1993 55% 16% 10% 1% 8%
1994 63% 11% 1% 9% 6%
1995 53% 16% 14% 9% 8%
1996 57% 13% 10% 8% 12%
1997 53% 16% 10% 10% 1%
1998 54% 14% 7% 14% 11%
Average 60% 15% 11% 8% 7%

Note: Data sources are Talouseldméa-magazine and the author’s calculations.

5.3.2. VOLUME IN CROSS-COUNTRY COMPARISON

During the past 15 years, the evolution of the number of M&As have varied
between different areas. At the end of the 1980s, a great number of deals was
undertaken in Finland and in the EU. Even though such a peak cannot be ob-
served in the US (in terms of the number of deals), the 1980s were character-
ized by a large dollar volume of M&As. During the latter part of 1990s, the
overall trend of M&A activity in the US, EU and Finland shows remarkable
similarities. While in 1995 the number of M&As was roughly 8800 in the EU,
in 1999 the corresponding figure was 12 800, representing a growth of 46%
(European Economy 2000). In Finland, the corresponding growth was 55%
and in the US, the growth exceeded 150% during the same period.
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Figure 5.5 benchmarks Finland against other EU member states. The
relative size of countries has been taken into account by proportioning each
country’s share of the number of M&As in the EU to each country’s share of
the total GDP of EU area. If this figure is above one, more M&As are under-
taken in that country than would be expected by considering its GDP. These
figures cover both national and cross-border M&As.

The result of the comparison is surprising. Finland ranks the first out
of the EU member states during the 1990s. Finland’s share of the total M&A
volume in the EU area is more than double compared to its share of GDP in
EU. It seems hence that during the 1990s, once we control the size of national
economy, Finnish companies have faced a very active M&A market.5

Figure 5.5. The M&A activity in the EU member states (1991-99)
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Note: Data sources are European Economy, Supplement A, No 5/6 - 2000 and the author’s calculations.
M&A activity is defined as the ratio of a country’s share of EU’s M&A activity to the country’s share of
EU’s total GDP.

Cross-border inward investments by country are portrayed in Figure
5.6. As the figure reveals, the ratio of cross-border transactions to GDP is
clearly highest for Luxembourg (25.7) followed by Finland, Sweden and Ire-
land. The figure suggests that the high M&A activity of Finland is not only
due to domestic transactions, but also foreign companies have been active
buyers of Finnish firms.

Benchmarking the value of inward cross-border Mé&As by country
provides a slightly different picture of the M&A activity in different countries
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(see Ali-Yrkko 2002). Because Finland’s ranking is clearly lower in terms of
the deal value than in terms of the number of deals, we can conclude that
Finnish transactions have not been as large as in several other countries.
Finland occupies the seventh position in this comparison. It is worth noting
that unlike one might expect, the position of the US is as low as the eleventh.

Figure 5.6. Countries as cross-border M&A targets (1990-99)
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Note: Data sources are OECD (2001) and the author’s calculations. Countries as cross-border M&A tar-
gets is measured as the ratio of the sum of the number of inward cross-border deals during 1990-99 to
GDP at market prices in 1999, mill. Euros.

Mé&As have also served as a main mode of internationalization for
Finnish companies. According to a recent survey by the Federation of Finnish
Industries (TT 2001)¢, acquisitions have a very important role in Finnish
companies’ growth strategy. Approximately 40% of the growth of foreign
sales can be attributed to M&As.

Figure 5.7 benchmarks Finland against the EU Member States and US
in terms of the number of outward Mé&As. Luxembourg ranks the first in this
comparison, followed by other small countries Ireland, Sweden and Finland.
The comparison confirms our presumption that Finnish companies have
undertaken a number of cross-border Mé&As.

The value of outward deals is displayed in Figure 5.8. The pattern that
emerges is somewhat different. While Luxembourg keeps its position on the
top, Finland’s ranking is clearly lower in terms of the deal value than in terms
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of the number of deals.” Firms from the UK and Netherlands apparently have
been active buyers of large firms aboard.

Figure 5.7. The number of outward cross-border deals in relation to GDP (1990-99)
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Figure 5.8. The value of outward cross-border deals in relation to GDP (1990-99)
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The foregoing suggests that the Finnish M&A activity has exceeded the
EU average in the 1990s. Is the Finnish M&A market as active as this finding
suggests? It this question we address next.

5.3.3. ASSESSMENT — IS FINLAND DIFFERENT?

As discussed above, macroeconomic factors are an important driver of
M&As. In what follows we consider three macroeconomic factors — GDP,
stock market capitalization and the number of listed companies — when try-
ing to explain the distribution and evolution of M&A activity in the EU
Member States during the period 1994-99. Like most macroeconomic phe-
nomena, also the factors we consider are not exogenous. Therefore, we can-
not make claims about the direction of causality between the number of
M&As and GDP, market capitalization and the number of listed firms. In-
stead, our focus is on the question if Finland is somehow different: Is the
Finnish M&A market as active as the earlier finding of ours suggests?
The basic regression model that we consider is:

MA, =o+ B,GDP, + 5, MCAP, + B,LISTED,, +e,,

where MA, = the number of M&As in country i in year t, GDP,= GDP
(millions EURO at 1995 prices) in country i in year {, MCAP,= market capi-
talization (millions EURO at 1995 prices) in country i in year ¢, LISTED,, = the
number of listed companies in country i in year f, and e, = error term. The
Appendix describes the construction of the variables in more detail.

Table 5.5 shows the results of regressions for the number of Mé&As. In
models (1-2) the dependent variable is the number of M&As, while in models
(3-4) it is the logarithmic of the number of M&As. The results show that R-
squared varies from 0.70 to 0.91 indicating that most of cross-sectional and
time series variation can be explained by the included regressors.
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Table 5.5. Explaining M&A activity

(1) () 3) 4
OLS OLS, OLS, Random effects,
with dummy logarithmic logaritmic
Constant -133.760 *** -178.670 *** -2.272 *** -0.293
(-3.196) (-4.221) (-3.680) (-0.323)
GDP 0.399 *** 0.433 *** 0.299 *** 0.414 **
(5.39) (6.066) (3.759) (2.465)
Market capitalization 0.543 *** 0.496 *** 0.384 *** 0.767 ***
(4.202) (4.000) (3.661) (4.504)
Number of listed firms 0.849 *** 0.890 *** 0.308 ** -0.589
(9.361) (10.187) (2.289) (-0.311)
Dummy (Finland=1) 358.94 *** 1.096 ***
(3.132) (3.759)
R’ 091 0.92 0.77 0.70
Number of obs. 920 90 90 90
Degrees of freedom 86 85 85 72
Hausman'’s test 5.8
p-value 0.12

Note: t-statistics in parentheses, *** denotes statistical significance at the 1% level and ** at the 5%
level. In models (3) and (4) the logarithmic transformation was also taken of the independent variables
(excluding the dummy).

As indicated by model (1), the coefficients on GDP, market capitaliza-
tion and the number of listed firms are positive and highly significant. The
positive coefficient of GDP indicates that the larger the economy, the more
M&As. Moreover, it indicates that the growth rate of GDP impacts the num-
ber of M&As. The coefficients of market capitalization and the number of
listed firms suggest that also the size of financial market correlate positively
with the number of M&As. In model (2), the dummy variable (Finland=1,
others=0) is added into the equation. Its positive coefficient and high statisti-
cal significance indicate that in addition to the included explanatory vari-
ables, there are some other factor(s) in Finland, not captured by the regres-
sors, that affect positively the number of Mé&As in Finland. The results for
model (3) are very similar to model (1) and (2). In model (4), a panel data es-
timation procedure is used.® As can be seen from the table, the results deviate
slightly from the other models. The number of listed firms is no longer statis-
tically significant and the coefficient is negative.

The estimation results suggest that a large share of cross-country and
time series variation in the number of M&As can be explained by GDP, mar-
ket capitalization and the number of listed firms. However, the results sug-
gest there is something different about Finland. The Finnish M&A market
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seems to be rather active even after controlling for some prominent macro-
economic drivers of M&A activity.

5.4. CONCLUSION

The latest surge of M&A activity is the fifth merger wave during the past
hundred years. Received theory suggests that the waves of M&As and more
generally the M&A activity are driven by macro-level, industry-level and
firm-level factors.

Our analyses show that the M&A activity varies drastically between
the EU member countries. During the 1990s, the most active countries have
been Finland, Luxembourg, Sweden and Ireland. After taking into account
the size of the economy, Finland ranks the first among the EU member states
in terms of the number of M&As. The high M&A activity is not only due to
domestic deals but also many cross-border deals have been undertaken.

Our statistical analysis suggests that the number of Mé&As correlate
positively with GDP, market capitalization and the number of listed firms.
However, it is difficult to draw causal inferences about the relations of these
variables. The econometric analysis also indicates there is something differ-
ent about Finland: Even after controlling for the three macroeconomic drivers
of M&A activity, there exists some (other) positive factor(s) that have contrib-
uted to the Finish M&A activity.

The question that arises is why the Finnish M&A activity has been so
high. There may be several reasons for this. First, approximately 60% of the
Finnish target companies have been small companies with less than fifty em-
ployees. This suggests that the small size of target firms may explain why
Finland ranks high particularly when the number of M&As is considered.
Second, during the 1990s the structure of the Finnish national economy has
drastically changed. A number of former conglomerates have carried out re-
structuring programs that have led to divestments. Third, it is easy to find in-
dustry shock explanations for the high Finnish M&A activity. For instance,
due to the banking crisis and deregulation of financial market, a number of
banks were consolidated during the 1990s. Moreover, the booming IT indus-
try undertook a great number of deals during the late 1990s. Fourth, because
Finland is a small country with a small domestic market, a number of Finnish
firms have expanded their international operations by undertaking M&As.
Fifth, due to the creation of the internal market of the EU, possibilities and in-
centives to undertake M&As have multiplied. The liberalization of restric-
tions of foreign ownership has made it possible to carry out deals abroad.
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Moreover, companies have responded to the increased competition by re-
structuring and acquiring business units.

Taken together, our analysis shows that by international standards, the
Finnish M&A market has been active during the past ten years. Albeit we
have proposed some preliminary explanations for the high Finnish M&A ac-
tivity, the question of why it has been so active remains open. It is therefore
an important topic for future research.
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APPENDIX

The variables used in the regression analysis:

M&As:

The number of cross-border Mé&As (source: OECD 2001)
1-share of national M&As (source: European Economy 2000)

GDP:
GDP in millions EURO/ECU, current prices. Source: Eurostat.

Market capitalization:
Market capitalization (millions ECU/EURO), current prices. Source: Interna-
tional Federation of Stock Exchanges, see: http://www.fibv.com.

Listed firms:
The number of listed firms. Source: International Federation of Stock Ex-
changes, see: http://www.fibv.com.

Dummy (FIN):
Dummy variable for Finland. The variable gets value 1 for Finland otherwise
the value is 0.

Population:
The population (thousands) at the end of each year. Source: Eurostat.
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ENDNOTES

"

' In this study, the terms “acquisition’, “deal’, and “merger” are used as a synonym for both mergers and ten-
der offers.

2 In this case, with the help of bigger size, average unit costs may reduce, which implies that the new entity
enjoys economics of scale. However, in multi-product case, the relation between scale economies and
benefits of mergers is more complex. Due to diseconomies of scope, there may exist overall diseconomies
of scale even if there are product specific economies of scale (Stennek and Verboven 2001).

* According to the free cash flow hypothesis of Jensen (1986), managers use free cash-flow, ie, the cash
flow that is left after all investment with a positive net present value are funded, in excess investments in-
stead of paying this money to shareholders.

4 Of course, political decisions do not always increase the M&A activity. Antitrust authorities may for exam-
ple be able to block deals.

® Proportioning countries’ M&A activity to the total population and to the number of listed companies yields
similar results; see Ali-Yrkko (2002).

% In Finnish, Teollisuus ja Tydnantajat: Suomalaisyritysten ulkomaantoiminta ja sen kehitysnakymat, January
2001.

’ However, recent statistics by KPMG show that during (the first half of) 2000, the value of Finnish outward
M&As drastically increased.

& The value of Hausman'’s test argues in favor of the random effects model rather than the fixed effect
model.
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6. SMALL BUSINESS FINANCE IN
FINLAND — A DESCRIPTIVE STUDY

Ari Hyytinen and Mika Pajarinen’

Abstract:

In this Chapter we examine the financing of small and medium-sized enterprises
(SMEs) in private equity and debt markets in Finland. We find that the three most
important sources of funds are the principal owner’s equity, trade credit provided by
non-financial firms and debt provided by financial institutions (FIs). These account
for about 2/3 of total debt and equity. The Finnish SMEs run a debt ratio of 54%, but
it is lower for small than for large SMEs. The debt ratio also varies non-
monotonically with the age of firms. Ouverall, the capital structure of the Finnish
SMEs does not seem to fundamentally differ from that in the US (when the study of
Berger and Udell (1998) is used as the US benchmark). There are however some evi-
dence that as the Finnish SMEs age, they increase indebtedness slowly compared to
the US SMEs. The young SMEs also utilize less FI debt in Finland than in the US.
We also find that the financing of innovative and R&D-intensive SMEs differs in
several aspects from that of other SMEs. The data shows that innovative firms, firms
with R&D-activities and firms that own patents and/or intangible assets run a lower
debt ratio than their counterparts. The difference is most notable for the most R&D-
intensive SMEs, which also rely less on debt supplied by Fls than other firms do.
SMEs with R&D-activities seem to resort more on inside equity than other SMEs do.
The analysis suggests that a partially “reversed” pecking order may best characterize
innovation finance. We also provide new evidence on main sources, concentration
and interconnectedness of SME finance.

" Ari Hyytinen and Mika Pajarinen are both at the Research Institute of the Finnish Economy (ETLA) and Etla-
tieto Ltd. This Chapter is based on Etla Discussion Papers, nr. 812 (dated 25/6/2002). The authors would like
to thank Markus Koskenlinna, Eva Liljeblom, Anu Nokso-Koivisto, Vesa Puttonen, Petri Rouvinen, Otto
Toivanen, Pekka Yld-Anttila, the participants at the OECD-BRIE conference on Venture Capital and Local De-
velopment (Paris) as well as the seminar participants at the Helsinki School of Economics and the Research
Institute of the Finnish Economy (ETLA) for useful comments. The views expressed in the Chapter are those
of the authors. The usual caveat applies.
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6.1. INTRODUCTION

Small and medium-sized enterprises (SMEs) are nowadays considered an
engine of economic growth and a heart of national innovation capacity.
Unlike on large firms, there is relatively little information available on SMEs
and particularly on the private capital markets providing funding to them.
SMEs are informationally opaque, because financial press does not system-
atically follow them, because they are not subject to equally demanding dis-
closure requirements as large firms and because commercial financial data
vendors and credit rating services collect their data only to a limited extent
(Berger and Udell 1998, BU for short). Innovative and R&D-intensive SMEs
may be even more informationally opaque than the SMEs are on average be-
cause R&D projects are often beset with high uncertainty and secrecy. A con-
sequential upshot of the informational opacity is that it reduces the availabil-
ity of external finance to SMEs. Curiously enough, it also prevents policy
makers, providers of public SME support and researchers from studying the
determinants and availability of small business finance on the marketplace.

The private equity and debt markets that fund SMEs are different from
the public markets that provide funding to transparent and well-known large
businesses. In contrast to the public markets, the private markets are charac-
terized by relationships, tailored financing solutions, combinations of explicit
and implicit contracts and private information production and monitoring
(see also BU 1998). These are market responses to the informational opacity
and to asymmetric information that arises because the insiders of a firm typi-
cally know more than outside investors about the likelihood of the firm mak-
ing a breakthrough or going bankrupt (adverse selection). They also are market
responses to the frictions that arise because neither firms nor financiers can
commit not to behave opportunistically (moral hazard).

Financial intermediaries (FIs), such as banks, finance companies, in-
surance companies and venture capital firms, play a special role as informa-
tion producers in the private markets. Their specialized information produc-
tion and monitoring are an important means to address the problems of ad-
verse selection and moral hazard and to assess the quality of SMEs. How ef-
ficiently they perform the tasks determines financial intermediaries” ability to
channel external finance to firms, be it equity or debt. Other sources of exter-
nal finance, such as trade credit, private persons and family finance, are also
important, as they may have a comparative advantage in providing finance
to some of the most opaque SMEs. The comparative advantage of these other
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sources of external finance is however based on their natural relationships
and interaction with the SMEs rather than on specialization. Trade credit, for
example, is a funding mechanism in which some firms act as intermediaries
channeling funds from the financial institutions to their peers (Demirgiic-
Kunt and Maksimovic 2001).

Using new data originating from a recently conducted survey, this
Chapter aims at addressing two questions. First, what are the most important
sources of finance to SMEs? Because Finland’s financial sector has recently
undergone a major restructuring in which a bank-centered financial system
shifted from relationship-based debt finance towards a US type system with
increasing influence of the stock market (Hyytinen and Pajarinen Chapter 1
in this volume, and Hyytinen et al. 2003), it is of particular interest to com-
pare the sources of small business finance in Finland with those in the US.!
Second, are the sources of finance different for innovative small businesses
and/or for SMEs investing in R&D?

We proceed in Section 6.2 with a theoretical discussion of the determi-
nants of small business finance. We consider the financial growth cycle of
SMEs in general and particularly the financing of R&D-intensive SMEs. In
Section 6.3 we provide a detailed analysis of small business finance in
Finland. Section 6.4 concludes.

6.2. FINANCING OF SMALL BUSINESSES AND R&D: THEORY

The traditional view of small business finance is descriptively captured by
the notion of financial growth cycle of SMEs (BU 1998). In this Section, we
first describe the basic building blocks of the financial growth cycle view and
the broad predictions it puts forward for the optimality of the different
sources of finance. We then discuss briefly some theories of the financing of
R&D-intensive small businesses, and consider how they contrast with the
traditional view.

6.2.1. THE TRADITIONAL VIEW: THE FINANCIAL GROWTH CYCLE OF SMES

The financial growth cycle view of small business finance posits that the less
informationally opaque the firm, the easier its access to frictionless capital
markets. Typically, a firm characterized by severe informational asymmetries
about its quality, with no track record or assets that it could pledge as collat-
eral must rely primarily on insider finance. After insider finance has been ex-
hausted, it is optimal to use debt. The optimality may be related to many
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things, such as asymmetric information between corporate insiders and out-
siders. The received theory suggests that firms may wish to minimize issue
costs by issuing the safest security first, as its value is least sensitive to the in-
formational asymmetries. Because of adverse selection and other capital
market imperfections, issue costs, including underpricing, may be smaller for
debt than for equity. Leverage may also limit management’s opportunities to
use corporate resources opportunistically (Jensen 1986). After feasible bor-
rowing opportunities have been exhausted, outside equity is raised. Outside
equity is however a last resort, because its value is most sensitive to the
informational asymmetries.

The financial growth cycle view suggests that the financing needs and
options of an SME change as the firm grows. The youngest and smallest
firms with limited track record and assets in place do not necessarily obtain
significant amounts of debt finance from Fls. Because of this, these firms may
be forced to rely disproportionately on “initial” insider finance. The initial in-
sider finance consists of funds provided by the entrepreneur and start-up
team. It may also include capital infusions by family and friends during the
infant stages of the firm, though these should probably be considered as a
form of angel finance. For entrepreneurs with limited wealth, angel finance
and trade credit together with other financing from alternative providers of
external finance, such as non-financial firms, are potentially an important
source of funds. Because of their natural relationships and interaction with
SMEs, the alternative providers of external finance may have a comparative
advantage in providing finance to some of the most opaque SMEs.

As firms grow and become a bit more transparent, they gain access to
intermediated debt finance.? Fls play a special role as information producers
in the markets for intermediated finance. Their specialized information pro-
duction and monitoring are an important means to address the informational
and agency problems that SMEs with limited track record and assets in place
are beset with. SMEs can sometimes obtain more and cheaper financing from
FIs by establishing close relationships with them (Petersen and Rajan 1994,
Boot 2000). The value of the securities of those firms that become medium-
sized and have some track record and collateral available becomes less sensi-
tive to the private information of the corporate insiders. They are therefore
more likely to receive financing also from less specialized Fls. Private place-
ments of debt and equity provide a financing option for firms that are rela-
tively large and that can demonstrate a convincing track record. At this point,
firms often cease belonging to the class of SMEs. Finally, the larger and more
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successful firms gain access to domestic public equity and debt markets and
at some point also to international financial markets.

Because of its characteristics, the financial growth cycle view closely
resembles the pecking order theory of (external) financing developed by
Myers and Majluf (1984) and Myers (1984).> The pecking order implies that
firms prefer internal to external finance, specifically when information
asymmetries are prevalent. If external finance is required, firms will issue
debt before equity. External equity is the most costly source of external fi-
nance. It is therefore a last resort. The pecking order theory suggests that if
the need for external finance reduces, firms first trim down their use of eq-
uity and then use of risky debt. As summarized in Myers (2001), a conse-
quence of this is that each firm’s debt ratio reflects its cumulative need for ex-
ternal finance.

6.2.2. FINANCING OF INNOVATIVE AND R&D-INTENSIVE SMES

It is a widely held view that the financing of R&D investments and techno-
logical innovations is characterized by a number of market failures (Hall
2002). Besides uncertainty over technological opportunities, investments in
technological innovations are beset by appropriability problems (i.e., by diffi-
culties in extracting the social value of innovations)* and capital constraints.
Capital constraints are directly related to an innovative firm’s access to exter-
nal finance. The access depends on how effectively the problems of adverse
selection and moral hazard are addressed on the marketplace. Adverse selec-
tion arises because the insiders of the innovative firm know more about the
likelihood of the firm delivering an innovation than outside investors. Moral
hazard arises because the insiders may have an incentive to engage in oppor-
tunistic behavior at the expense of the outside investors (Stultz and Johnson
1985).

The conventional wisdom underlying the financial growth cycle view
need not apply to innovative small businesses investing heavily in R&D.
There are several reasons to this. First, moral hazard rather than adverse se-
lection (underlying especially the pecking order theory) may be the main
problem in innovation finance. Moral hazard may disproportionately charac-
terize innovation finance because, if anything, the exact nature of an innova-
tion is ill-defined ex ante.> Holmstrém’s (1989) analysis for example suggests
that the market for innovation finance may fail because of the agency costs
that stem from the forward-looking, high-risk, labor-intensive and idiosyn-
cratic nature of innovative activities and because designing appropriate in-
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centive schemes for such activities is difficult. Another related source of
moral hazard is the incompleteness of R&D contracts (Aghion and Tirole
1994), as it is difficult, if not impossible, to contract for a delivery of a specific
innovation.

Second, R&D-intensive SMEs may have a limited amount of assets in
place to back up their debt and to reduce the risk of the debt securities they
issue. More generally, it is often argued that the debt capacity of growth op-
portunities, defined as the amount of debt that firms optimally raise for an
incremental project, is smaller than that of assets in place (see, e.g., Smith and
Watts 1992). Recently, Barclay et al. (2001) have shown that because more
growth options increase the under-investment cost of debt (Myers 1977) and
reduce the benefits of debt in controlling over-investment by corporate man-
agement (Jensen 1986), the debt capacity of growth opportunities can even be
negative.

Finally, R&D-intensive SMEs may find it difficult to reveal the quality
of their projects to the providers of external finance due to confidential na-
ture of the projects (Anton and Yao 1994, Bhattacharya and Chiesa 1995).
Partly for this reason, R&D-intensive SMEs cannot necessarily rely on rela-
tionship banking as a source of debt finance as much as other SMEs can. The
costs of relationship banking are potentially high to R&D-intensive SMEs,
because banks obtain proprietary information about them as part of their re-
lationships and because the proprietary information may allow the banks to
charge (ex post) high loan interest rates (see Boot 2000). It is this threat of be-
ing “locked-in” which reduces the benefits of relationship banking to R&D-
intensive SMEs.

The above considerations suggest that a partially “reversed” pecking
order theory may best apply to innovative small businesses, especially to
those investing heavily in R&D. In the reversed pecking order, firms resort to
outside equity finance before they (can) obtain significant amounts of debt.6
Data would be consistent with the partially reversed pecking order if

e leverage decreases and the use of equity-linked securities (i.e. capital
loans) increases with “innovativeness”; and if

e R&D-intensive firms rely less on debt than the firms that can already
demonstrate a degree of innovativeness do.

However, as many have observed, tapping the market for outside eg-
uity may be difficult. Myers (2000) and Zingales (2000) argue for example
that tapping the market may require co-investment of both human and fi-
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nancial capital by the corporate insiders. Data would be consistent with these
views, i.e. that it is relatively expensive to issue outside equity, if

¢ Ré&D-intensive firms disproportionately rely on inside equity (holding the
debt ratio constant).

6.3. FINANCING OF SMALL BUSINESSES AND R&D: EVI-
DENCE

6.3.1. RAW DATA AND SAMPLE WEIGHTS

The empirical evidence in this Chapter is based on new data originating from
a recently conducted private survey. The survey covered SMEs from most
major sectors of the Finnish economy as only farm (agricultural), financial,
and real-estate sectors were fully excluded.”

The survey resulted in an original sample that consists of 936 firms.
Because initially 2600 firms were contacted, this implies a response rate of 36
percent. For this study we use a smaller sample of 754 SMEs. The sample is
smaller because some of the firms in the original sample are not SMEs and
because some answers to certain key questions (from the viewpoint of this
Chapter’s analysis) were missing or inconsistent.

The data are book values and unless otherwise indicated, the data are
weighted to adjust for our sampling design (see Appendix) and to permit
rough inferences about the capital structure of the population of the Finnish
SMEs. However, because there is no data available to us against which we
could check the accuracy or consistency of our data, we caution the reader
that the estimates should be considered to give only a general idea of the fi-
nancing sources of the Finnish SME sector.

Table 6.1 illustrates un-weighted and weighted data. Firms in the un-
weighted data are younger, more R&D-intensive and more growth-oriented
than in the weighted data. Moreover, in the un-weighted data firms have
more patents and other intangible assets than in the weighted data. These
patterns are expected, as they reflect our desire to over-sample technology-
based SMEs.
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Table 6.1. Description of unweighted and weighted data

Unweighted Weighted
n % n %
Net sales, mill. € <0.2 136 18% 112 15%
0.2-1.5 378 50% 426 56%
1.6-8 205 27% 181 24%
>8 35 5% 35 5%
Number of employees <5 257 34% 330 44%
5-20 329 44% 312 41%
>20 168 22% 112 15%
Age of firm, years 0-2 38 5% 35 5%
3-4 75 10% 69 9%
5-24 526 70% 527 70%
>24 115 15% 123 16%
Exports / net sales 0% 438 58% 527 70%
1-25% 194 26% 167 22%
26-50% 44 6% 27 4%
51-75% 26 3% 14 2%
76-100% 51 7% 19 3%
N/A 1 0% 0 0%
R&D expenditure / 0% 242 32% 399 53%
net sales 0-1% 145 19% 175 23%
2-5% 137 18% 97 13%
6-10% 81 1% 24 3%
>10% 124 16% 46 6%
N/A 25 3% 13 2%
Predicted annual growth rate <0% 4 1% 5 1%
for the next three years 0-1% 152 20% 235 31%
2-5% 133 18% 149 20%
6-10% 169 22% 170 23%
>10% 269 36% 157 21%
N/A 27 4% 38 5%
Has patents Yes 29 13% 49 6%
No 654 87% 705 94%
N/A 1 0% 0 0%
Has other intangible assets Yes 169 22% 108 14%
No 582 77% 645 86%
N/A 3 0% 1 0%
Total number of obs. 754 754

Note: The data are drawn from a primary survey administrated by the Research Institute of the Finnish
Economy (ETLA) and Etlatieto Ltd and conducted between December 2001 and January 2002. The data
have been weighted to replicate the Finnish small business population as a whole, excluding farm, real-
estate and financial businesses as well as subsidiaries, partnerships and proprietorships. The data refer
to 2000/2001 and the financial data are book values. Because of the small sample size and measure-
ment problems, we caution that these data are not necessarily completely accurate or consistent. The
numbers we present should be considered rough estimates intended only to give a general idea of the
Finnish small business sector and its characteristics.
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6.3.2. DISTRIBUTIONS OF EQUITY AND DEBT BY FIRM AGE AND SIZE

Small size and young age are often considered a potential source of financial
constraints for SMEs. In this Section, we document how the distribution of
sources of funds depends on firm size and age. We also compare the distribu-
tion to that of the US SMEs using Table 1 from BU (1998, p. 620) as the bench-
mark.?

Overview

Table 6.2 - Table 6.6 show the estimated distribution of the sources of funds
for the Finnish small businesses as well as their decomposition by firm size
and age.’ The size and age categories roughly follow BU (1998); we will ex-
plain them in more detail shortly.

In Table 6.2 the funding sources are displayed for two sources of eq-
uity, two sources of capital loans and three sources of debt.’® “Principal
owner” is defined either as a shareholder who is one of the five largest own-
ers with significant control over the firm’s capital structure and governance
or, for some firms, as the largest shareholder if such a shareholder unambi-
guously exists. “Other equity” consists of the remaining shareholders’ equity.
“Private” capital loans are supplied by Fls and other private sources, while
“Public” capital loans include capital loans supplied by the National Tech-
nology Agency (Tekes), Finnvera plc (a specialised financing company
owned entirely by the Finnish state), the Finnish National Fund for Research
and Development (Sitra), and other governmental bodies.! The sources of
debt are “Financial institutions” that include banks, finance companies, in-
surance companies, pension funds, foreign financial institutions and other
credit institutions. “Other institutions” are defined as government sources
and non-financial firms. “Other debt” consists of commercial papers and
bonds, which, as we will see, are a negligible source of debt in our data, as
well as unidentifiable sources of debt. More detailed categorizations are pre-
sented in tables that we will discuss in a moment.

Table 6.2 shows that like large companies, SMEs depend heavily on
both equity and debt.’? The (capital loans inclusive) debt ratio, i.e., the ratio of
the sum of debt and capital loans to the sum of debt, capital loans and equity
financing, is 54%. Finnish SMEs are somewhat more indebted that their US
counterparts who run a debt ratio of 50% (BU 1998). However, treating capi-
tal loans as a part of debt increases the debt ratio of the Finnish SMEs by 2
percentage points. The most important source of funds is unsurprisingly the



212 - Ari Hyytinen and Mika Pajarinen

principal owner’s equity that accounts for 29% of the total debt and equity.
The same holds for the US, as there the principal owner’s equity accounts for
31% of the total equity plus debt (BU 1998). The second most important
source of funds for Finnish SMEs with 26% proportion of the total debt and
equity is the debt provided by non-financial institutions (“Other instit.” in
Table 6.2); however, as we will show in a moment, the prevalent use of trade
credit explains to a large extent this finding. This finding is in contrast to BU’s
findings for the US, where trade credit is the third most important source of
funds. Finally, the third most important source of funds to Finnish SMEs is
the debt provided by FIs (17%). The share is somewhat lower than the corre-
sponding share in the US where according to BU (1998), FIs are the second
most important source of funds to SMEs. They account for about 27% of the
total debt and equity.

Table 6.2. Estimated distributions of equity, capital loans and debt by firm size and age

Sources of equity Capital loans Sources of debt
; Total

— s —
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A: All nonfarm, nonfinancial, nonreal-estate small businesses, subsidiaries excluded (n = 754)
% 294% 16.8% 463% 14% 05% 1.9% 16.6% 26.1% 9.1% 51.9%  100.0%
(amount, mill. €) (52,097)
B: Breakout by size of small business
"Smaller" 354% 213% 56.7% 1.9% 09% 2.8% 148% 16.2% 9.6% 40.6%  100.0%

(18,689)
"Larger" 26.1% 144% 405% 1.1% 02% 1.3% 17.6% 31.7% 8.8% 582%  100.0%
(33,407)

C: Breakout by age of small business
"Infant" 9.7% 338% 435% 47% 4.0% 87% 16.9% 22.5% 84% 47.8%  100.0%
[0-4 years] (2,294)
"Adolescent” 33.0% 17.5% 505%  0.6% 03% 1.0% 19.5% 19.8% 9.2% 48.5%  100.0%
[5-8 years] (8,722)
"Middle-Aged" 223% 162% 386% 09% 03% 1.2% 16.4% 37.6% 62% 60.2%  100.0%
[9-24 years] (24,543)
"Old" 409% 151% 55.9% 2.0% 03% 23% 155% 13.0% 13.4% 41.8%  100.0%
[=> 25 years] (16,538)

Note: The table reports percents of total debt and equity. In panel B“Smaller”is defined as a firm having
less than 20 employees and less than 1 million € sales; “Larger” includes other SMEs. For more informa-
tion about the data, see Table 6.1.
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A breakout by the size of SMEs is presented in Panel B. “Larger SMEs”
are defined to have at least 20 employees or one million euros in sales. Panel
C displays the sources of funds over the lifecycle of firms. In this panel, SMEs
are divided into four categories by their age. The categories are “Infant (0-4
years )”, which approximates the seed and start-up stages, “Adolescent (5-8
years)”, “Middle-aged (9-24 years)” and “Old (25 or more years)”, which cor-
respond to the later stages of the firms lifecycle.’

Panel B of the table reveals that large SMEs are more indebted than
small ones. Despite small SMEs relying more on capital loans than large
SMEs (3% vs. 1%), the debt ratio of the large SMEs is 59% while that of the
small SMEs is 43%. This finding is in line with the results reported by BU
(1998) for the US. Principal owner’s equity is the most important source of
funds both for small SMEs and for large SMEs, but it is relatively more im-
portant for the former (35% vs. 26%). These findings are in line with the US
results (BU 1998), too.

The age categorization of Table C shows that that the debt ratio is non-
monotonic over the lifecycle of firms. It is first high at 56% when SMEs are
“Infant”, i.e., 0-4 years old, decreases thereafter somewhat, and reaches its
peak at 61% when firms become middle-aged. The high debt ratio of the “In-
fant” SMEs is explained by the prevalent use of capital loans. They represent
nearly 9% of the total debt and equity in the “Infant” category and seem to be
a substitute for the (standard) debt provided by Fls. The life-cycle closes
when firms become old. The table reveals that at that stage the debt ratio
again decreases. One explanation for this phenomenon may be the accumula-
tion of retained earnings, as it may be that SMEs that survive to become
“Old” are those that are able to generate internal funds.

The non-monotonic development of the debt ratio over the lifecycle of
SME:s is qualitatively identical to BU’s (1998) findings regarding the evolution
of the capital structure of the US small businesses. The Finnish data are also
consistent with that of the US regarding the role of principal owner as a
holder of shareholders’ equity: the principal owner accounts for a relatively
low fraction of total funds among the “Infant” SMEs. The fact that the princi-
pal owner’s equity increases after the infant years more than the total equity
indicates that the principal owner is perhaps buying shares from other
shareholders.

Overall, we can conclude that the capital structure of Finnish SMEs
does not fundamentally differ from that of the US SMEs when the study by
BU (1998) is used as the US benchmark. There however are some differences
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between Finland and the US in addition to the difference in the relative im-
portance of trade credit documented earlier. We discuss them next.

Comparing Panel C to BU (1998) shows that the Finnish SMEs start
with about the same level of debt than their US counterparts do. However, it
seems that

¢ the Finnish SMEs increase the level of indebtedness slowly compared to
the US SMEs (according to BU, the debt ratios of SMEs in the US peak
when firms are from 3 to 4 years old while in Finland they peak when
firms become middle-aged, i.e., older than 9 years);

¢ the youngest SMEs (that are 0-4 years old) utilize less debt provided by
FIs in Finland than in the US (according to BU, the ratio of FI debt to total
equity and debt is in the US over 30%, while in Finland the corresponding
ratio is around 22% even if capital loans supplied by FlIs are taken into ac-
count).

The raw data provide us with no good explanation for these differ-
ences. However, if the differences are not entirely attributable to differences
in demand, they suggest that the debt market in Finland is perhaps not as
conducive for entrepreneurship and start-ups as it is in the US.

Sources of equity

Table 6.3 - Table 6.5 report the sources of equity in more detail. Concentrating
first on Table 6.3, Panel A reveals that following the principal owner’s contri-
bution of 64% (of total equity), the second largest source of equity (with 24%
share of the total equity) are managers and employees who are actively in-
volved in the daily business of firms (but who do not have control over the
firm as required by the definition of the principal owner). Other individuals,
which include “business angels” and other individual investors who do not
participate in the daily business or have control over the firm, are the third
largest source of equity (about 5%), followed by non-financial firms (about
4%).1* Venture capital firms’ (VCs) contribution to the total equity of SMEs is
modest, about 1%, but it is well known that they invest very selectively and
the overwhelming majority of SMEs are not candidates for venture capital.
Finally, “Other equity” in Table 6.3 includes residual shareholders’ equity,
which we were unable to assign to any specific investor category (2% of total

equity).
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Breakout by the size of SMEs in Panel B reveals, on the one hand, that
the principal owner has a slightly lower proportion of the total equity in
small SMEs than in large ones (62% vs. 65%). On the other hand, managers
and employees are a more significant source of equity in small SMEs than in
large ones (33% and 17%, respectively).!> Panel C of Table 6.3 illustrates the
sources of equity by the age of SMEs. It tells us that the principal owner is the
dominant source of equity in all age categories but “Infants”. In this category,
managers and employees contribute more to the equity capital than the prin-
cipal owner. Panel C also illustrates that VCs and other non-financial firms
(“Other firms”) are important holders of equity in the youngest SMEs in
Finland.'

Table 6.3. Estimated distribution of equity by firm size and age, version 1

Individuals Institutions
. Total
= @ : = sources
2= 999 [T [} 2 9 = N .
5S¢ ® g T3 = © S 2 T w T ofequity
£E5 § £ 35 2 = 28 £E £3
£33 22 828 RY £Y £2 8&£ 88
A: All nonfarm, nonfinancial, nonreal-estate small businesses, subsidiaries excluded
% 63.6% 243% 4.7% 03% 0.8% 0.1% 3.9% 24% 100.0%
(amount, mill. €) (24,116)
B: Breakout by size of small business
"Smaller" 62.4% 33.0% 1.7% 05% 07% 0.1% 1.0% 0.5% 100.0%
(10,589)
"Larger" 64.5% 17.4% 7.0% 0.1% 0.8% 0.1% 62% 3.8% 100.0%
(13,527)
C: Breakout by age of small business
"Infant" 222% 582% 1.3% 41% 57% 05% 8.0% 0.0% 100.0%
[0-4 years] (998)
"Adolescent" 65.3% 333% 0.6% 02% 03% 0.0% 03% 0.0% 100.0%
[5-8 years] (4,403)
"Middle-Aged" 57.9% 28.3% 0.4% 0.1% 09% 0.1% 84% 3.9% 100.0%
[9-24 years] (9,467)
"Old" 73.1% 122% 114% 01% 04% 0.0% 07% 22% 100.0%
[=> 25 years] (9,248)

Note: The table reports percents of total equity. In panel B“Smaller” is defined as a firm having less than
20 employees and less than 1 million € sales; “Larger” includes other SMEs. For more information about
the data, see Table 6.1.

Table 6.3 and Table 6.4 allow us to track the relative importance of “in-
side” and “outside” equity for the Finnish SMEs. From Table 6.3 we can
compute “broad inside equity” as the sum of the equity owned by the princi-
pal owner and that owned by managers and employees. The remaining eq-
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uity in the firm is a proxy for “outside equity”. In Table 6.4 the category of
principal owner has been disaggregated into categories according to the
identity of owners. From this table, we can identify “narrow inside equity” as
the equity held by individuals that are actively involved in a firm’s daily
business, such as management and employees. Again, the remaining equity
is a proxy for “outside equity”.

Table 6.4. Estimated distribution of equity by firm size and age, version 2

Individuals Institutions

Total
c v ©
£ . 8
g8 .3 o o S, ., g5p Sources
2% 22 3 g st &g 235 ofequity
> =T SVY SV £ 2 B E BOoO
<o O£ a> a> £ O« O o

A: All nonfarm, nonfinancial, nonreal-estate small businesses, subsidiaries excluded

% 83.1% 6.6% 04% 1.0% 01% 47% 41% 100.0%
(@mount, mill. €) (24,116)

B: Breakout by size of small business

"Smaller" 87.7% 5.4% 06% 0.8% 0.1% 23% 3.2% 100.0%
(10,589)
"Larger" 79.5% 7.5% 01% 12% 0.1% 6.6% 4.8% 100.0%
(13,527)

C: Breakout by age of small business

"Infant" 772% 2.2% 41% 65% 05% 9.1% 0.6% 100.0%
[0-4 years] (998)

"Adolescent” 91.1% 7.9% 02% 03% 0.0% 04% 0.2% 100.0%
[5-8 years] (4,403)
"Middle-Aged"  85.2% 0.9% 03% 09% 0.1% 87% 4.0% 100.0%
[9-24 years] (9,467)
"Old" 77.8% 123%  0.1% 09% 0.0% 23% 6.5% 100.0%
[=> 25 years] (9,248)

Note: In the table the category of principal owner has been disaggregated into categories according to
the identity of owners. The table reports percents of total equity. In panel B“Smaller”is defined as a firm
having less than 20 employees and less than 1 million € sales; “Larger” includes other SMEs. For more in-
formation about the data, see Table 6.1.

Taken together, we can infer from Table 6.3 and Table 6.4 that the eq-
uity provided by corporate insiders is a very important source of funds for
Finnish SMEs. Specifically, on the basis of Table 6.3, we find that the broad
inside equity

e accounts for about 88% of the total shareholders’ equity among the Fin-
nish SMEs;
e is more important for small SMEs than for large SMEs (95% vs. 82%);



Small business finance in Finland - A descriptive study - 217

¢ is used non-monotonically over the life-cycle of SMEs, as it accounts for
about 80% in the “Infant”, 88% in the “Adolescent”, 86% in the “Middle-
Aged” and 85% in the “Old” category.

Table 6.4 confirms the above findings, as narrow inside equity behaves
similarly as the broad insider equity does. Specifically, it confirms that out-
side equity is in relative terms most important for the youngest SMEs. Fi-
nally, the tables show that VCs and “Other firms”, i.e. non-financial firms, are
a disproportionately important source of outside equity to the youngest
SMEs.

Finally, Table 6.5 provides information about the identity of the princi-
pal owner by disaggregating the category of principal owners into two types
of individuals and three types of institutions. The table provides us with a
rough distribution of control in Finnish SMEs.

Table 6.5. Estimated distribution of principal owner’s equity by firm size and age

Individuals Institutions

Total
cw L
S8 3 o = . _ principal
> < o3> 2L Tuv g=£ owner
=) £ 35 c'a £ E c =
U S = U © = = v
<o O£ >0 O« O£

A: All nonfarm, nonfinancial, nonreal-estate small businesses, subsidiaries excluded

% 92.5% 3.0% 05% 13% 27% 100.0%
(amount, mill. €) (15,341)

B: Breakout by size of small business

"Smaller" 87.6% 58%  03% 20% 42%  100.0%
6,612)
"Larger" 96.3% 0.8%  06% 07% 1.6%  100.0%
(8,730)

C: Breakout by age of small business

"Infant" 853% 4.3% 32% 48% 24% 100.0%
[0-4 years] (222)

"Adolescent" 88.5% 11.1% 0.0% 0.1% 0.3% 100.0%
[5-8 years] (2,876)
"Middle-Aged" 98.2% 0.8% 03% 0.6% 0.1% 100.0%
[9-24 years] (5,485)
"Old" 89.9% 1.2% 0.8% 22% 6.0% 100.0%
[=> 25 years] (6,758)

Note: The table reports percents of total principal owner’s equity. In panel B “Smaller” is defined as a
firm having less than 20 employees and less than 1 million € sales; “Larger” includes other SMEs. For
more information about the data, see Table 6.1.
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Panel A in Table 6.5 shows that over 92% of the principal owner’s eq-
uity originates from entrepreneurs and other individuals active in the daily
business of firms. The breakouts by the size and age of SMEs in Panel B and
Panel C depict that the share of the individuals that are active in business in-
creases as SMEs grow and mature. The fact that individuals that are active in
business account for a smaller fraction of the principal owner’s equity in the
smallest and youngest firms indicates that these firms may have been forced
to relinquish control in order to receive financing from FIs and other institu-
tional investors.

Sources of debt

Table 6.6 sheds light on the sources of SME debt by dividing institutional
creditors into nine categories.!” The nine categories consist of four types of fi-
nancial institution debt, four types of debt from non-financial business and
governmental bodies, and an aggregate of public debt instruments (commer-
cial papers and corporate bonds). The four types of FIs are self-explanatory.
The debt provided by non-financial firms is either “Trade credit” or other
lending by “Other nonfin. business”. The governmental bodies are either
“Govt.: Finnvera”, which refers to Finnvera plc and “Other govt.”, which in-
cludes all the other governmental sources. A tenth category in the table is
“Other debt”. This category includes debt from individuals and also some re-
sidual debt provided by sources that the survey data did not allow us to
identify.

Panel A in Table 6.6 shows that the most important source of debt for
SMEs is trade credit that accounts for 45% of total debt. Although high, this
finding is expected. BU (1998) for example reports that trade credit repre-
sents 31% of the total debt among the U.S. SMEs.'8 Domestic banks are the
second most important source of debt finance, as they supply 26% of the total
debt. “Other debt”, coming mainly from individuals, is the third largest cate-
gory of debt, while governmental bodies are the fourth largest creditors.
They supply 5% of the total debt, but note that over 90% of the debt comes
from one source, Finnvera. As expected, commercial papers and other in-
struments of public debt account for a negligible proportion of total small
business debt.

Breakout by the size of SMEs in Panel B reveals that trade credit is the
most important source of debt finance for small and large SMEs, although for
the latter, the share is higher. Banks are unsurprisingly the second most sig-
nificant source of debt in both size categories, though small SMEs rely rela-
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tively more on it than large SMEs do. The governmental bodies are only a
slightly more important source of debt for small SMEs than for large SMEs.

Table 6.6. Estimated distribution of debt by firm size and age

Financial institutions Nonfin. business and govt.
v g o 2 c £ = » Total

k) ,\_ch %E £ 5 2 % w £ g 8 sources

5, 88 28 5% O €8 €g§ S 2., T ofdebt

£ExX g<S @©c g=& 3 S ¢z $g ©7T 7}

6§ o8 £2 5% & £33 8 53 &5 £

0o O« O& u £ (=t o Vi O o UaQa o
A: All nonfarm, nonfinancial, nonreal-estate small businesses, subsidiaries excluded
% 264% 33% 21% 03% 450% 03% 47% 05% 0.0% 175%  100.0%
(@amount, mill. €) (27,016)
B: Breakout by size of small business
"Smaller" 309% 39% 1.7% 01% 336% 06% 48% 09% 0.0% 235% 100.0%

(7,585)
"Larger" 246% 3.0% 22% 04% 494% 02% 46% 03% 0.0% 152% 100.0%
(19,432)

C: Breakout by age of small business
"Infant" 258% 69% 1.9% 07% 344% 26% 89% 1.1% 02% 174%  100.0%
[0-4 years] (1,097)
"Adolescent" 348% 50% 03% 0.0% 353% 04% 48% 04% 0.0% 19.0% 100.0%
[5-8 years] (4,234)
"Middle-Aged" 21.9% 27% 2.0% 06% 582% 0.1% 38% 04% 0.0% 104% 100.0%
[9-24 years] (14,775)
"Old" 30.8% 28% 34% 0.0% 243% 03% 59% 05% 0.0% 320% 100.0%
[=> 25 years] (6,911)

Note: The table reports percents of total debt. In panel B “Smaller” is defined as a firm having less than
20 employees and less than 1 million € sales; “Larger” includes other SMEs. For more information about
the data, see Table 6.1.

Panel C shows the distribution of debt finance by firm age. It shows
that the only age category in which trade credit is not the most important
source of funds is “Old”, i.e., firms older than 25 years. The ratio of bank
loans to total debt increases as firms mature from the “Infant” category to
“Adolescent”, then decreases significantly in the “Middle-age” category and
increases again when firms mature to the “Old” category. The drop in the
share of bank loans among the middle-aged SME:s is related to the simulta-
neous increase in the proportion of trade credit. Panel C also shows that the
proportion of debt from finance firms, other non-financial firms as well as
from the governmental bodies is the highest during the early stages of SMEs’
lifecycle. In particular, the share of the debt provided by finance companies is
high among the “Infant” but decreases monotonically when firms mature.
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In summary, the two most important sources of (standard) debt — trade
credit and loans from domestic deposit banks — account for about 71% of the
total debt held by the Finnish SMEs. However, sources of debt are more het-
erogeneous for the smallest and especially youngest (“Infant”) SMEs than
they are for the older and larger SMEs.

6.3.3. DISTRIBUTIONS OF EQUITY AND DEBT BY FIRM INNOVATIVENESS
AND R&D-INTENSITY

Besides small size and young age, innovativeness and investments in R&D
are often considered as a source of financial constraints for SMEs. In this Sec-
tion, we document how the distribution of sources of funds depends on
SMESs’ innovativeness and Ré&D-activities.

Overview

Table 6.7 displays the estimated distribution of sources of funds for the Fin-
nish small businesses by their innovativeness and R&D-activities. Whereas
Panel A of the table displays the unconditional distribution, the distribution
in Panel B has been conditioned on SMEs’ innovativeness.!® The definition for
an “Innovative firm” is taken from Statistics Finland’s (1998) innovation sur-
vey and Detragiache et al. (2000): a firm is innovative if it has innovated its
products, production processes, or both during the last three years. The pro-
portion of firms fulfilling the criterion is about 33%. In Panel C we have di-
vided SME:s into three categories by their R&D-intensity, which is defined as
the ratio of R&D expenditure to sales during the last fiscal period. A firm has
“High R&D intensity” if the ratio is over 5%, “Low R&D intensity” if it is
positive but less than 5% and “No R&D expenditure” if the firm reports no
R&D expenses. The proportion of firms falling in “High R&D intensity”,
“Low R&D intensity” and “No R&D expenditure” categories are (roughly)
9%, 36% and 53%, respectively. Finally, Panels D and E of Table 6.7 categorize
SMEs by the “output” of their R&D activity. In Panel D SMEs are classified
according to whether they own patents (6% of SMEs report that they own
patents) while in Panel E the classification is based on whether they own
other valuable intangible assets besides patents (14% of SMEs report that
they own such intangible assets).



Small business finance in Finland - A descriptive study - 221

Table 6.7. Estimated distributions of equity, capital loans and debt by innovation activity

Sources of equity Capital loans Sources of debt
X Total
— s —
3 5 =2 > i 9] S 2 Do s debt ?nd
2¢ 25 35 §f 5 TE 5% £f £y wp ey
£33 568 B¢ & & RS £ 52 563 L3
A: All small businesses which responded to questions related to innovation activity (n =728)
% 26.6% 17.9% 44.6% 15% 05% 19% 17.7% 264% 9.5% 53.5% 100.0%
(@amount, mill. €) (48,382)
B: Breakout by innovations of small business
"Innovative firms" 29.2% 18.7% 48.0% 21% 1.0% 3.1% 20.8% 18.8% 9.4% 49.0% 100.0%
(19,446)
"Non-innovat. 249% 17.4% 42.3% 1.0% 01% 1.1% 156% 315% 9.5% 56.6% 100.0%
firms" (28,936)
C: Breakout by R&D intensity of small business
"High R&D 332% 266% 598% 2.0% 3.0% 5.0% 9.8% 17.9% 74% 35.1% 100.0%
intensity" (4,290)
"Low R&D 33.8% 17.8% 51.6% 12% 01% 14% 17.7% 162% 13.1% 47.0% 100.0%
intensity" (22,033)
"No R&D 182% 16.3% 34.6% 16% 03% 19%  192% 382% 6.2% 63.6% 100.0%
expenditure” (22,058)
D: Breakout by patenting activity of small business
"Has patents” 29.7% 25.8% 55.5% 12% 1.9% 3.1%  204% 139% 7.1% 41.4% 100.0%
(5,346)
"No patents" 26.2% 17.0% 43.2% 15% 03% 1.8% 173% 279% 9.8% 55.0% 100.0%
(43,036)
E: Breakout by other intangible assets of small business
"Has intangible 31.7% 143% 46.1% 49% 1.6% 6.5% 253% 13.5% 8.6% 47.4% 100.0%
assets" (7,591)
"No intagible 25.7% 18.6% 44.3% 0.8% 03% 1.1% 16.3% 28.8% 9.6% 54.7% 100.0%
assets" (40,791)

Note: The table reports percents of total debt and equity. For more
Table 6.1.

information about the data, see

Panels B, C, D and E provide us with the following findings:

¢ Innovative firms, firms with R&D-activities (those with “High R&D inten-
sity” or “Low R&D intensity”), and firms that own patents and/or intan-
gible assets run a lower debt ratio than their counterparts. The difference
is most notable for the most R&D-intensive SMEs (“High R&D intensity”).
e Unlike for their (non-innovative) counterparts, the most important source

of funds for innovative firms, firms with R&D-activities, and firms that

own patents and/or intangible assets is equity attributable to the principal

owner.
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¢ Despite the low leverage, innovative firms, firms with R&D-activities and
firms that own patents and/or intangible assets resort quite a lot to capital
loans. For example, the most R&D-intensive firms have 5% of total debt
and equity provided in the form of capital loans.?

¢ The most R&D-intensive firms are less leveraged than firms that can al-
ready demonstrate a degree of innovativeness.

The Finnish SME data is thus not inconsistent with the partially re-
versed pecking order theory that we loosely outlined in Section 6.2: innova-
tive small businesses investing in R&D emphasize equity over debt. The evi-
dence is also consistent with the cross-sectional evidence for the US that
R&D-intensity and leverage are negatively correlated across firms (Smith and
Watts 1992, Bhagat and Welch 1995, Barclay et al. 2001, see also the discus-
sion in Hall 2002).

Sources of equity

Table 6.8 - Table 6.10 provide more detailed information on the sources of eq-
uity by firm innovativeness and R&D-intensity. Panels B, C, D, and E of Table
6.8 and Table 6.9 show that

e SMEs with R&D-activities rely clearly more on (both broad and narrow)
inside equity than other SMEs do.?! As the other classifications of innova-
tiveness reveal, insider equity is not, in relative terms, as important for
firms that can demonstrate a degree of innovativeness as it is for SMEs
with R&D-activities.

e For the most R&D-intensive SMEs, the most important sources of outside
equity are venture capital and other non-financial firms (“Other firms”).

e For SMEs with some but low R&D-intensity, innovations, patents and/or
intangible assets, the most important source of outside equity are other
individuals (that are neither principal owners nor otherwise active in the
firms’ daily business), i.e., business angles.

What we find is that holding the amount of equity constant, especially
Ré&D-intensive firms resort heavily to inside equity. Demand side considera-
tions may explain the finding to a large extent, but it may also reflect defi-
ciencies in the market for innovation finance. In particular, the finding is con-
sistent with the view that the most R&D-intensive firms find it expensive to
issue outside equity.
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Table 6.10 finally decomposes the sources of principal owners’ equity
by innovativeness and Ré&D-intensity. The table indicates that holding the
amount of equity contributed by the principal owner constant, individuals
active in the daily business of firms account for a larger proportion of the
principal owner’s equity in innovative firms, firms with R&D-activities, and
firms that own patents and/or intangible assets than in other firms. This fact
suggests that retaining control by individuals active in business is dispropor-
tionately important in innovative firms, firms with R&D-activities, and firms
that own patents and/or intangible assets. It is however also in line with the
view that the individuals active in business that are owners of such firms find
it expensive to issue outside equity.

Table 6.8. Estimated distribution of equity by innovation activity, version 1

Individuals Institutions
Total
— 2 —
) @ . © sources
s O35 [ 3T ] g o - N )
£8 =2 6 &> &3 £ &6& &8
A: All small businesses which responded to questions related to innovation activity
% 59.8% 26.9% 5.3% 03% 0.8% 0.1% 44% 2.6% 100.0%
(amount, mill. €) (21,558)

B: Breakout by innovations of small business

"Innovative firms" 60.9% 243% 9.0% 06% 16% 01% 09% 2.6% 100.0%

(9,325)
"Non-innovat. 58.9% 28.9% 2.4% 0.1% 0.1% 0.0% 7.1% 2.6% 100.0%
firms" (12,233)
C: Breakout by R&D intensity of small business
"High R&D 55.5% 34.8% 1.5% 23% 23% 05% 20% 1.2% 100.0%
intensity" (2,567)
"Low R&D 65.5% 22.8% 9.3% 0.0% 08% 0.0% 05% 1.1% 100.0%
intensity" (11,370)
"No R&D 52.7% 30.3% 0.5% 0.0% 0.1% 0.0% 11.1% 5.3% 100.0%
expenditure" (7,622)
D: Breakout by patenting activity of small business
"Has patents" 53.6% 33.1% 8.2% 16% 16% 00% 06% 1.4% 100.0%

(2,966)
"No patents" 60.8% 259% 4.8% 0.1% 06% 0.1% 5.0% 2.8% 100.0%

(18,592)

E: Breakout by other intangible assets of small business

"Has intangible ~ 68.9% 17.2% 7.7% 14% 18% 02% 03% 24% 100.0%

assets" (3,497)
"No intagible 58.0% 28.8% 4.8% 01% 05% 0.0% 52% 2.6% 100.0%
assets” (18,061)

Note: The table reports percents of total equity. For more information about the data, see Table 6.1.
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Table 6.9. Estimated distribution of equity by innovation activity, version 2

Individuals Institutions
Total

c 9 . ©
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A: All small businesses which responded to questions related to innovation activity

% 81.5% 7.4% 03% 1.0% 0.1% 52% 45% 100.0%
(@amount, mill. €) (21,558)

B: Breakout by innovations of small business

"Innovative firms" 81.0% 10.7% 06% 22% 0.1% 13% 4.1% 100.0%

(9,325)
"Non-innovat. 81.9% 4.8% 0.1% 0.1% 0.0% 82% 4.9% 100.0%
firms" (12,233)
C: Breakout by R&D intensity of small business
"High R&D 87.9% 2.0% 23% 3.0% 05% 32% 1.2% 100.0%
intensity" (2,567)
"Low R&D 85.1% 10.0% 00% 12% 00% 14% 23% 100.0%
intensity" (11,370)
"No R&D 740% 5.2% 0.0% 0.1% 0.0% 11.7% 9.0% 100.0%
expenditure” (7,622)
D: Breakout by patenting activity of small business
"Has patents" 85.9% 8.2% 1.6% 2.0% 0.0% 08% 1.5% 100.0%

(2,966)
"No patents" 80.8% 7.2% 0.1% 0.9% 0.1% 59% 5.0% 100.0%

(18,592)

E: Breakout by other intangible assets of small business

"Has intangible  81.3% 8.1% 14% 23% 02% 04% 6.2% 100.0%

assets" (3,497)
"No intagible 81.5% 7.2% 0.1% 0.8% 0.0% 62% 42% 100.0%
assets" (18,061)

Note: In the table the category of principal owner has been disaggregated into categories according to
the identity of owners. The table reports percents of total equity. For more information about the data,
see Table 6.1.
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Table 6.10. Estimated distribution of principal owner’s equity by innovation activity

Individuals Institutions

Total
c w L
=9 3 2 _ principal
> < o3> 2L Tuvw gz owner
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A: All small businesses which responded to questions related to innovation activity

% 91.4% 3.5% 05% 14% 33% 100.0%
(amount, mill. €) (12,884)

B: Breakout by innovations of small business

"Innovative firms" 93.0% 2.8% 1.1% 0.7% 2.4% 100.0%

(5,679)
"Non-innovat. 90.1% 4.1% 0.0% 19% 3.9% 100.0%
firms" (7,204)
C: Breakout by R&D intensity of small business
"High R&D 95.6% 0.9% 13% 22% 0.0% 100.0%
intensity" (1,424)
"Low R&D 95.1% 1.1% 06% 13% 1.9% 100.0%
intensity" (7,445)
"No R&D 83.0% 8.9% 0.0% 1.1% 7.0% 100.0%
expenditure” (4,015)
D: Breakout by patenting activity of small business
"Has patents" 98.5% 0.1% 0.8% 05% 0.2% 100.0%

(1,589)
"No patents" 904% 4.0% 04% 1.5% 3.7% 100.0%

(11,295)

E: Breakout by other intangible assets of small business

"Has intangible ~ 93.1% 0.6% 07% 0.1% 5.4% 100.0%

assets" (2,410)
"No intagible 91.0% 4.2% 04% 1.7% 2.8% 100.0%
assets" (10,474)

Note: The table reports percents of total principal owner’s equity. For more information about the data,
see Table 6.1.
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Sources of debt

Table 6.11 provides information on the sources of debt by firm innovative-
ness and R&D-intensity. Panels B, C, D, and E of the table show that:

The most R&D-intensive SMEs rely less on debt from domestic banks than
other firms do. For them, the most important source of debt is trade credit
that together with other credit from non-financial firms account for 36% of
the total debt.

Domestic banks are the largest source of debt for small businesses which
are able to report “output” for their innovative activity, i.e., they have in-
novated or hold patents and/or other intangible assets. The same holds for
SMESs with low R&D-intensity. The use of trade credit is clearly less preva-
lent among these SMEs than among their counterparts.

Debt other than trade credit provided by non-financial firms is systemati-
cally more important for innovative firms, firms with R&D-activities, and
firms that own patents and/or intangible assets than for their counter-
parts.

The debt provided by governmental bodies and specifically by Finnvera
seems to be an important source of debt for innovative firms, firms with
R&D-activities and firms that own patents and/or intangible assets. Spe-
cifically, the debt provided by Finnvera accounts for about 10% of the total
debt of the most R&D-intensive firms.

The data shows that there are systematic differences in the sources of

debt between the most R&D-intensive and other SMEs. Provided that the dif-
ferences are not entirely attributable to differences in demand, it seems that

the deposit banks in Finland are less willing to finance R&D-intensive SMEs

than SMEs with signs of innovativeness. The other side of the finding is that

the SMEs with signs of innovativeness seem to be able to raise non-negligible

amounts of standard debt from domestic banks.
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Table 6.11. Estimated distribution of debt by innovation activity

Financial institutions Nonfin. business and govt.
«n o c I o Total
g . 3 A = & c c -
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A: All small businesses which responded to questions related to innovation activity
% 272% 34% 22% 03% 437% 03% 48% 04% 0.0% 17.7% 100.0%
(@amount, mill. €) (25,894)

B: Breakout by innovations of small business

"Innovative firms" 33.8% 4.0% 4.4% 04% 272% 06% 95% 1.1% 0.0% 19.1%  100.0%

(9,520)
"Non-innovat. 233% 3.0% 09% 03% 534% 0.1% 21% 0.0% 0.0% 169% 100.0%
firms" (16,374)
C: Breakout by R&D intensity of small business
"High R&D 221% 1.7% 21% 2.1% 332% 28% 106% 43% 0.0% 21.1% 100.0%
intensity" (1,507)
"Low R&D 306% 36% 33% 01% 27.7% 03% 63% 02% 0.0% 27.9% 100.0%
intensity" (10,362)
"No R&D 251% 33% 13% 04% 567% 0.0% 31% 02% 0.0% 9.8% 100.0%
expenditure” (14,024)
D: Breakout by patenting activity of small business
"Has patents" 457% 1.1% 15% 1.0% 233% 14% 7.8% 1.0% 0.0% 17.2% 100.0%

(2,214)
"No patents" 254% 36% 22% 03% 456% 02% 45% 04% 0.0% 17.7%  100.0%

(23,680)

E: Breakout by other intangible assets of small business

"Hasintangible  43.7% 3.9% 52% 0.6% 16.1% 1.6% 102% 0.6% 0.0% 18.1%  100.0%

assets" (3,597)
"No intagible 245% 33% 1.7% 0.3% 482% 0.1% 39% 04% 0.0% 17.6% 100.0%
assets" (22,296)

Note: The table reports percents of total debt. The debt data do not include capital loans. For more in-
formation about the data, see Table 6.1.

6.3.4. EQUITY AND DEBT IN R&D-INTENSIVE SMES: NEW PERSPECTIVES

So far, we have examined the financing patterns of SMEs from the viewpoint
of conventional capital structure studies. In this Section, our aim is to provide
new perspectives on the financing patterns of SMEs by examining main
sources, concentration and interconnectedness of finance.

We look at the main sources of finance, because recent research on re-
lationship banking suggests that SMEs can sometimes obtain more and
cheaper financing by resorting to a single source of finance and by establish-
ing a close relationship with it (Petersen and Rajan 1994, Boot 2000). If the
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main sources of funds are more heterogeneous for R&D-intensive firms, it
may suggest that the costs of relationship finance are high for them. We look
at the concentration of finance because it can point to the presence of capital
market failures (Gans and Stern 2000). For example, the concentrated use of,
say, FI debt may be a sign of credit rationing (Stiglitz and Weiss 1981). Con-
centration may, of course, also point to the clustering of technological oppor-
tunities and to cross-sectional variation in appropriability of the returns from
innovations. Finally, we look at the interconnectedness of finance because it
may be related to the existence and, especially, transmission of capital market
frictions. Interconnectedness stems from the possibility that the various
sources of funds may be substitutes or complements (BU 1998). With com-
plementary sources, a capital market failure originating from one source hin-
ders the availability of the other. However, with substitute sources, a capital
market failure originating from one source forces SMEs to substitute the
available source for the unavailable.? Thus, if anything, interconnectedness is
an indication of a more complex system of SME finance where the function-
ing of one segment of the private capital market affects that of the other seg-
ments. We therefore specifically examine if interconnectedness is more preva-
lent among R&D firms than among other firms.

Main sources

Figure 6.1 presents the main lenders and equity sources of SMEs by R&D in-
tensity. In this figure, a firm is recorded to have, say, a financial institution as
its main lender if the largest provider of credit to it is a financial institution. A
similar rule also identifies main equity sources.

Figure 6.1 reveals that the importance of FIs as the main lender de-
creases as firms” R&D intensity increases. Over 40% of the SMEs with no
R&D have a financial institution as their main lender, while the correspond-
ing percentage for the most R&D-intensive firms is below 25%. The finding
echoes our previous result, as it shows that FIs provide disproportionately
more credit to less R&D-intensive firms. A reverse pattern is found to apply
to the credit supplied by governmental bodies, while the role of non-financial
institutions, such as other non-financial firms, as the main lender of SMEs
does not seem to depend on the R&D-intensity. Interestingly, the most R&D-
intensive firms have many kinds of main lenders. They also have more fre-
quently than other SMEs two equally significant sources of debt, which
amounts to saying that there is a tie between the two largest sources of debt
(see the bars marked as “No main identifiable lender type” in the figure). The
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findings are not inconsistent with the view that the costs of relationship fi-
nance are high for R&D-intensive firms.

Figure 6.1 also shows that the narrowly defined insiders are the main
equity holders in more than 80% of the SMEs irrespectively of the level of
R&D-intensity. This may seem to be in contrast with our earlier finding that
R&D-intensive SMEs depend more on insider equity than other SMEs do.
However, it is not, because the firms with R&D-activities run lower debt ra-
tios and because the insiders of these firms hold on average larger stakes of
equity. These imply that the insiders can be a disproportionately important
source of equity in the R&D-intensive firms even though they are not as fre-
quently as one would expect the main source of equity funds. As a final re-
mark it is of interest to note that venture capital is the main source of equity
in a small number of the most R&D-intensive SMEs (1.1%).

Figure 6.1. Main lenders and equity sources by R&D-intensity of SMEs

Main lender type Main equity source
45% — 100%
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overnment enture capita
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Note: The charts report the proportion of SMEs in which the selected providers of finance are the main
source of debt or equity finance.

Concentration

Our starting point in this Subsection is the possibility that the distribution of
debt and equity may be concentrated.?? As an example of such concentration
consider SMEs with R&D-activities. Whereas they were found to rely less on
debt than other SMEs, it may be that some of the SMEs with R&D-activities
use no debt and that some use a disproportionately large fraction of it.
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To study the patterns of concentration, we rely on Lorenz curves that
are typically used to measure (income) inequality. The Lorenz curves meas-
ure how evenly a characteristic of firms is distributed across the SMEs. Fol-
lowing Gans and Stern (2000), we modify the basic Lorenz curve so that it
plots cumulative percentages of the characteristic in question against cumula-
tive percentages of a scale variable. SMEs are ranked along the x-axis of the
Lorenz curve in terms of their rank of the ratio of the characteristic to the
scale variable. The ranking implies that SMEs with a large “amount” of the
characteristic relative to the scale variable contribute to the Lorenz curve first.
The Lorenz curve thus assumes the position of the 45-degree line if all SMEs
have an equal “amount” of the characteristic relative to the scale variable.
The extent to which the estimated Lorenz curves deviate from the hypotheti-
cal line of no concentration indicates the degree of concentration of the char-
acteristic within the SMEs.

Concentration relative to assets in place (firm size)

In what follows, we distinguish firms that have a positive ratio of R&D ex-
penditures to sales (“R&D>0") and that have innovated their products, pro-
duction processes, or both (“Innovative firms”) from the SMEs that do not
satisfy these criteria. The firms satisfying (either or both of) the criteria are
collectively called “the R&D/innovative firms”.

Figure 6.2 presents the Lorenz distribution of bank loans, FI loans and
total debt relative to assets in place, measured by firms’ total assets. The
charts reveal that relative to the distribution of assets in place, 50% of SMEs
accounts for most (around 75%) of the total debt. The use of bank and FI debt
is much more concentrated than that of the total debt. That is, even after con-
trolling for firm size, a very small subset of SMEs exhausts most of the debt
provided by banks and FIs. However, it seems that the concentration of the FI
or total debt among the R&D/innovative firms is not qualitatively different
from that among their counterparts.

Figure 6.3 presents the Lorenz distribution of outside and inside equity
relative to assets in place.?* The charts reveal that relative to the distribution
of assets in place, a very small share of SMEs account for most of the outside
equity. The outside equity is also a lot more concentrated than total equity;
most of the SMEs have no outside equity at all. Moreover, the concentration
of outside equity among the R&D/innovative firms is stronger than among
their counterparts.
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Figure 6.2. Concentration of debt vs. total assets
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Note: The Lorenz curves measure how evenly a characteristic of firms is distributed across the SMEs. Lo-
renz curve plots cumulative percentages of a characteristic in question (bank loans, say) against cumu-
lative percentages of a scale variable. SMEs are ranked along the x-axis of the Lorenz curve in terms of
their rank of the ratio of the characteristic to the scale variable. The Lorenz curve would assume the
characteristic of the 45-degree line if all SMEs had an equal “amount” of the characteristic relative to the
scale variable. The extent to which the estimated Lorenz curves deviate from the hypothetical line of no
concentration indicates the degree of concentration of the characteristic within the SMEs. For more in-
formation about the data, see Table 6.1.



232 - Ari Hyytinen and Mika Pajarinen

Figure 6.3. Concentration of equity vs. total assets
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Concentration relative to R&D-expenditures

Figure 6.4 and Figure 6.5 present the Lorenz distribution of financial institu-
tions” loans, total debt as well as outside and inside equity relative to firms’
R&D-expenditure. The figures apply only to SMEs with Ré&D-activities and
they contrast the relative distribution of the different sources of finance to the
distribution of Ré&D-investments. For completeness, we present separate
curves for small and large firms, as well as for young and old firms.

The figures show that FI loans are more concentrated than total debt
relative to the distribution of R&D-investments. The same applies to outside
equity, which is more concentrated than the total equity. The figures specifi-
cally reveal that

¢ Flloans are concentrated even among the SMEs with R&D-activities, as a
very small number of SMEs receive a high share of the overall credit pro-
vided by Fls (Figure 6.4).

¢ Outside equity is very concentrated even among the SMEs with R&D-
activities, as a very small number of SMEs receive a high share of the
overall outside equity (Figure 6.5).

Figure 6.4. Concentration of debt vs. R&D-expenditures
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Note: See Figure 6.2.
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Figure 6.5. Concentration of equity vs. R&D-expenditures
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Interconnectedness

Empirically, the hypothesis of interconnectedness translates into a (generally
unknown) correlation structure that characterizes the relationships of the in-
terconnected sources of finance. Table 6.12 and Table 6.13 report the coeffi-
cients of correlation for the different sources of finance. The sources of equity
finance are the same as those used in Table 6.4. The sources of debt finance
are the same as those used in Table 6.6, with the minor modification that we
report no results for “CPs and Bonds” because of their insignificance as the
source of debt finance. We have computed the correlations separately for
firms with no R&D-activity and for firms with a positive R&D-intensity.

The tables reveal that there are more statistically significant coefficients
of correlation across the sources of funds of SMEs with R&D-activities than
with no R&D. This implies that the different sources of funding are more of-
ten substitutes or complements for SMEs with R&D-activities than for SMEs
with no R&D-activity. It also implies that the hypothesis of the intercon-
nected SME finance applies better to firms that do R&D. The following also
characterizes the data:
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Table 6.12. Coefficients of correlation between selected sources of finance — Panel A

Debt Equity
g ¢ v = 2 = —
= 5 - ] . g o & > =
g & $% § = & £ g o 2 = g
o « = > %) %) B
s 2 525 % 5,2, £ £ Ef 3 % 55 E 3
g2 & T3 5% ¢ £¢ £¢ ., T 5§ I S ©3 ¢ Y
E Eg 25 9E g 2§ 3£ 2% 2 23 & £ s & 2
8 &8& 6& 22 £ 63 & 68 & £ec 6 2 £ & S

Domestic 1.00

banks

Domestic -0.02 1.00

finance f. (0.71)

Oth. dom. 0.00 0.03 1.00

fin. inst. (0.94) (0.45)

Foreign -006 0.02 0.00 1.00

fin. inst. (0.21) (0.62) (0.97)

Trade -0.37 -0.14 -0.14 -0.06 1.00

credit (0.00) (0.00) (0.00) (0.17)

Other -0.08 -0.04 -0.04 -0.02 -0.09 1.00

nonfin. b. (0.07) (0.40) (0.42) (0.72) (0.06)

Govt.: -0.06 -0.03 007 -001 -0.23 -0.03 1.00

Finnvera (0.18) (0.46) (0.13) (0.88) (0.00) (0.51)

Other -009 -006 -004 -0.02 -0.14 -003 0.03 1.00

govt. (0.05) (0.21) (0.34) (0.64) (0.00) (0.46) (0.52)

Other -0.34 -0.12 -0.09 -006 -0.30 -0.08 -0.21 -0.11 1.00

debt (0.00) (0.02) (0.07) (0.19) (0.00) (0.09) (0.00) (0.02)

Individ. 000 004 -001 -007 0.02 -0.10 -007 -0.10 0.03 1.00

activeinb. (1.00) (0.39) (0.75) (0.12) (0.70) (0.03) (0.11) (0.04) (0.53)

Other 001 -002 001 -004 -002 005 004 -004 0.09 -0.67 1.00

individ. (0.90) (0.70) (0.79) (0.42) (0.63) (0.30) (0.39) (0.40) (0.09) (0.00)

Venture -001 0.00 -0.02 -0.03 -006 0.10 0.13 0.15 -0.08 -0.33 -0.01 1.00

capital (0.81) (0.93) (0.60) (0.55) (0.18) (0.03) (0.01) (0.00) (0.12) (0.00) (0.84)

Financial 0.11 -002 -0.02 -001 -006 -0.01 -0.04 0.10 -0.02 -0.13 000 005 1.00

institit. (0.01) (0.58) (0.60) (0.83) (0.19) (0.80) (0.36) (0.02) (0.66) (0.00) (0.98) (0.30)

Other 000 -003 -001 0.06 007 -002 001 0.11 -0.10 -0.46 -0.04 -0.02 004 1.00

firms (0.96) (0.45) (0.85) (0.19) (0.13) (0.59) (0.83) (0.01) (0.05) (0.00) (0.33) (0.63) (0.34)

Other -002 -002 005 0.18 -002 0.10 0.00 0.1 -0.03 -0.38 -0.05 -0.03 -0.01 0.00 1.00

equity (0.61) (0.65) (0.28) (0.00) (0.66) (0.02) (0.98) (0.84) (0.59) (0.00) (0.25) (0.50) (0.80) (0.92)

Note: Data consist of SMEs with R&D-activities. The table reports the coefficients of correlation and p-
values that are in parentheses. The coefficients of correlation that are in bold are statistically significant
at the 5% level.
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Table 6.13. Coefficients of correlation between selected sources of finance - Panel B

Debt Equity
v ¢ = s 23 =
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Domestic 1.00

banks

Domestic 0.00 1.00

finance f. (0.99)

Oth.dom. -0.05 -0.01 1.00

fin. inst. (0.48) (0.89)

Foreign -0.01 -002 0.0 1.00

fin. inst. (0.89) (0.76) (0.11)

Trade -0.41 -0.13 -0.10 -0.05 1.00

credit (0.00) (0.04) (0.12) (0.41)

Other -0.01 -002 -001 -0.01 -0.07 1.00

nonfin.b.  (0.92) (0.77) (0.89) (0.90) (0.26)

Govt.: -009 -0.03 -005 004 -0.16 -0.04 1.00

Finnvera (0.15) (0.63) (0.42) (0.50) (0.01) (0.57)

Other -003 0.15 0.0 000 -0.03 -001 -0.03 1.00

govt. (0.70) (0.02) (1.00) (0.94) (0.64) (0.88) (0.68)

Other -0.40 -0.11 -0.10 -005 -0.29 0.00 -0.22 -0.04 1.00

debt (0.00) (0.14) (0.17) (0.49) (0.00) (0.99) (0.00) (0.61)

Individ. -0.08 002 0.09 003 -002 005 010 -0.11 -0.02 1.00

activeinb. (0.22) (0.82) (0.18) (0.68) (0.71) (0.40) (0.11) (0.09) (0.77)

Other 005 -002 -006 -0.02 001 -004 -0.10 0.16 0.00 -0.74 1.00

individ. (0.45) (0.74) (0.35) (0.76) (0.83) (0.54) (0.12) (0.01) (0.97) (0.00)

Venture -0.04 -003 -002 -0.01 0.13 -001 -001 -0.01 -0.05 -0.12 -0.03 1.00

capital (0.50) (0.69) (0.76) (0.93) (0.05) (0.87) (0.89) (0.92) (0.45) (0.07) (0.69)

Financial 005 -002 -002 0.0 003 -001 -002 0.00 -0.05 -0.19 -0.02 -0.01 1.00

institit. (047) (0.76) (0.82) (0.95) (0.61) (0.90) (0.72) (0.94) (049) (0.00) (0.76) (0.93)

Other 0.01 001 -005 -001 003 -0.03 -003 -001 0.04 -0.44 -002 -002 0.41 1.00

firms (0.84) (0.83) (0.48) (0.84) (0.61) (0.69) (0.67) (0.82) (0.63) (0.00) (0.76) (0.80) (0.00)

Other 009 000 -004 -0.01 -0.04 -0.02 -002 -0.01 0.04 -0.47 -005 -0.01 -0.01 0.08 1.00

equity (0.19) (0.98) (0.57) (0.86) (0.50) (0.73) (0.71) (0.84) (0.60) (0.00) (0.42) (0.82) (0.86) (0.20)

Note: Data consist of SMEs with no R&D expenditures. The table reports the coefficients of correlation
and p-values that are in parentheses. The coefficients of correlation that are in bold are statistically
significant at the 5% level.
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e SMEs substitute (the narrowly defined) insider equity for outside equity
irrespectively of the source of the outside equity.

e Trade credit is a substitute source of finance, particularly for SMEs with
Ré&D-activities.

Among SMEs with R&D-activities, the debt provided by Finnvera and
other governmental bodies is a complement to the equity provided by ven-
ture capitalists, while it is a substitute to trade credit and “Other debt”,
which comes from individuals and unknown sources.?

6.4. CONCLUSIONS

Inspired by a recent study of BU (1998), this Chapter explores a number of
facets of the Finnish SME finance. We specifically explore two questions.
First, what are the most important sources of finance to SMEs? Because
Finland’s financial sector has recently undergone a major restructuring in
which a bank-centered financial system shifted from relationship-based debt
finance towards a US type system with increasing influence of the stock mar-
ket, we also compare the sources of SME finance in Finland with those in the
US. Second, are the sources of finance different for innovative small busi-
nesses and/or for SMEs investing in R&D?

The conventional financial growth cycle view of SME finance suggests
that the most opaque firms, such as young and small SMEs, use first insider
funds, then debt, and only as a last resort outside equity. This conventional
wisdom need not however apply to innovative small businesses investing in
R&D. In contrast, a partially reversed pecking order may best apply to them,
as outside equity rather than debt may for a number of reasons be the opti-
mal form of finance for them.

Our analysis reveals that the capital structure of SMEs significantly
varies with the size and age of firms. Consistent with conventional wisdom,
we find that the three most important sources of funds are the principal
owner’s equity, trade credit provided by non-financial firms and debt pro-
vided by Fls. These account for about 2/3 of total equity and debt. The Fin-
nish SMEs run a debt ratio of 54%, but the debt ratio is lower for small SMEs
than for large SMEs. It also varies non-monotonically with the age of firms.
Overall, these findings are in line with what BU (1998) have documented for
the US. It seems that the capital structure of the Finnish SMEs does not differ
fundamentally from that of the US SMEs.
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We also document some interesting differences between Finland and
the US. Although the Finnish SMEs start with about the same level of debt
than their US counterparts,

e SMEs increase the level of indebtedness more slowly in Finland than in
the US; and
e the youngest SMEs rely on FI debt less in Finland than in the US.

If the differences are not entirely attributable to differences in demand, they
suggest that the debt market in Finland is perhaps not as conducive for en-
trepreneurship and start-ups as it is in the US.

Our analysis also reveals that the financing of innovative small busi-
nesses differs in several important aspects from that of other SMEs. In par-
ticular, the evidence is consistent with the partially reversed pecking order in
which equity is preferred to debt. The data speak for the partially reversed
pecking order in the following dimensions:

e Innovative firms, firms with R&D-activities and firms that own patents
and/or intangible assets run a lower debt ratio than their counterparts.
The difference is most notable for the most R&D-intensive SMEs.

e Unlike for their (non-innovative) counterparts, the most important source
of funds for innovative firms, firms with R&D-activities, and firms that
own patents and/or intangible assets is equity attributable to the principal
owner.

e Despite the low leverage, innovative firms, firms with R&D-activities and
firms that own patents and/or intangible assets resort quite a lot to capital
loans.

e The most R&D-intensive firms are less leveraged than firms that can al-
ready demonstrate a degree of innovativeness.

¢ The most R&D-intensive firms are less dependent on the debt supplied by
Fls than other firms are.

This evidence is consistent with the US cross-sectional evidence showing that
R&D-intensity and leverage are negatively correlated across firms (Smith and
Watts 1992, Bhagat and Welch 1995 and Hall 2002). It is also consistent with
the view that an important determinant of SMEs’ investments in innovative-
ness is the availability of internal finance (quite like in the US, see Himmel-
berg and Petersen 1994) and equity.
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We also document some interesting, new patterns in the financing of
innovative small businesses. First, the most R&D-intensive SMEs have a vari-
ety of main lenders when compared to their less R&D-intensive counterparts.
Second, a small subset of SMEs exhausts most of the debt provided by banks
and Fls as well as most of the outside equity. In fact, most of the SMEs have
no outside equity at all. Third, different sources of funding are more often
substitutes or complements for SMEs with R&D-activities than for SMEs with
no R&D-activity. This suggests interconnectedness may be a characteristics
feature of innovation finance.

Taken together, the findings of this Chapter indicate several fruitful di-
rections for further analysis, both for researchers and policy makers. We sub-
jectively emphasize two of them: On the one hand, it seems that the Finnish
FIs provide debt finance to SMEs selectively, leaving in particular the financ-
ing of the youngest and most R&D-intensive SMEs to other investors.
Whether this is a signal of a credit market imperfection, specialization within
the private market for debt and equity or something else, is an open but im-
portant question, especially because government agencies (particularly Finn-
vera) seem to be strongly present in the market that provides debt to these
firms.

On the other hand, the financing of the most R&D-intensive SMEs is
surprisingly dependent on equity, especially inside equity. The mere finding
supports the view that it may be efficient to finance R&D investments with
equity. Whether the prevalent reliance by the most R&D-intensive SMEs on
inside equity is a signal of an equity market imperfection, or something else,
is another open but important question, especially because SMEs’ possibili-
ties to tap the market for outside equity are closely linked to macroeconomic
conditions. Because the Finnish venture capital industry may lack a degree or
two of maturity (Hyytinen and Pajarinen, Chapter 1 in this volume) and be-
cause the Finnish stock market (and the economy) seems to be rather volatile
(Ali-Yrkko et al., Chapter 4 in this volume), special attention should perhaps
be paid to the availability of equity financing in different market conditions.
Temporary hiring and firing of research personnel and other adjustments to
SME’s R&D projects due to disruptions in the availability of equity finance
would be, if anything, inefficient. They would result in losses of firm-specific
knowledge, in information leaks to competitors and in other adjustment costs
that characterize involuntary scaling of R&D projects.
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APPENDIX. DATA AND SURVEY DESIGN

The data are drawn from a primary survey administrated by the Research In-
stitute of the Finnish Economy (ETLA) and Etlatieto Ltd. The main objective
of the survey was to obtain quantitative information on the funding sources,
including equity, and financial structure of Finnish firms, particularly those
of technology-based SMEs. The survey was conducted between December
2001 and January 2002.

Sample design and interviews

The survey respondents were drawn from a population of active, for-profit,
non-financial and non-farm corporations registered in Finland. Proprietor-
ships, partnerships as well as subsidiaries were excluded from the sample.
The subsidiaries were excluded, because the internal capital markets of firms
may fundamentally differ from the markets for external capital (Stein 2001)
and because the characteristics of a subsidiary firm may carry no information
about its creditworthiness or ultimate sources of (external) finance (Harhoff
and Korting 1998). Proprietorships and partnerships were excluded from the
sample because of the financial and other intertwining of owners and their
businesses (see Ang 1992) in such firms.

Because of our special interest in the technology-based SMEs, we over-
sampled firms in the high-technology (NACE Rev.1 244, 30, 321, 322, 353),
medium high-technology (NACE Rev.1 24 excluding 244, 29, 31, 323, 33, 34,
352) and information-intensive service (NACE Rev.1 642, 721, 722, 73, 743)
sectors. Many earlier studies consider these sectors innovative and R&D-
intensive (see, for example OECD 1996, 1999), though we acknowledge that
the classification is not complete. The over-sampled sectors account for 60%
of the sample. The remaining sample consists of firms in basic manufactur-
ing, services and trade.

The survey was conducted as computer-assisted telephone interviews
and the interviews were carried out by Tietoykkonen Ltd (for more informa-
tion, see www.tietol.fi). Trained interviewers, mostly university students in
statistics and business administration, suggested a contacted firm to choose a
respondent, a single informant, who is strongly involved in the firm’s deci-
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sion-making. All the questions in the survey asked the respondent to provide
the interviewer with either quantitative data or a “Yes/No”-answer. The ques-
tions requiring the provision of quantitative data were asked in three stages.
First, the respondent was expected to provide the quantitative data at the
level of accuracy the accounting books or other written sources of the firm al-
lowed her to respond. If no accurate number was available, or the respondent
was not reluctant to provide it, she was asked to provide a rough estimate of
the data item in question. Finally, if no rough estimate was available either,
the respondent was asked to indicate to which pre-specified category her
firm belongs. The prespecified categories were given by the interviewer. This
strategy of letting the respondents to self-select at which level they are will-
ing to provide information turned out to be important in questions address-
ing firms’ R&D-intensity, for example.

The initial objective of ours was that around 1000 firms would partici-
pate in the survey. To this end, around 2600 firms were initially contacted.
Though some of the contacted firms were subsidiaries, proprietorships or
partnerships and therefore excluded, over 1100 firms declined to participate
in the survey. The most frequently presented reason for not participating was
that the respondent was too busy to participate (63% of the non-
respondents). Some of the respondents said, however, that they are not will-
ing to disclose the information we were interested in. Such explicit declines
due to data confidentiality were quite rare (5%), as the interviewers con-
stantly stressed that full anonymity and confidentiality would be guaranteed.
Of the initial sample of 1000 firms, 936 responses were after certain logical
tests and other data checks eventually accepted. These firms constitute our
original sample, yielding a response rate of 36 percent. For this study, the
data quality in the original sample was further analyzed and answers cross-
checked. The further checks decrease the sample to 754.

Questionnaire design

The structure of the survey reflected our special interest in the funding
sources and financial structure of Finnish SMEs. Besides some ordinary in-
come and balance sheet items, the survey questions were about firms’ basic
characteristics (such as age), product market environment, ownership struc-
ture, creditors, innovation activity, support from governmental bodies, and
systems of corporate governance, totaling to nearly 70 questions. To cover
this broad set of questions, the survey was divided into six main parts. In the
first part, the respondent, who typically was either the CEO or CFO of the
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firm, was asked to provide us with background information on the firm. In
the second, third and fourth parts of the survey, detailed information about
the sources of debt, capital loans and equity were asked. Capital loans were
given a special treatment, because the Finnish Companies Act allows firms to
include them to the share capital even though their economic nature resem-
bles more that of debt. In particular, capital loans are special in that if they
conform the restrictions of the Companies Act, they contribute to share-
holder’s equity even though the holders of a capital loan do not have voting
or other ownership rights. In part five, the respondent provided us with
information on her firm’s previous and current use of public support. Finally,
part six consisted of a series of questions addressing the firm’s innovative-
ness, such as its R&D intensity.

In the initial sample, the average duration of interviews was 23 min-
utes, ranging from 10 to 65 minutes. Given that the length of the survey in
terms of the total number of questions, the average duration may seem low.
However, it is important to note that not all firms were required to answer to
all questions. For example, a firm with no R&D, no capital loans, and no use
of public support was expected to answer fewer than 30 questions, most of
which were “Yes/No”-type of questions.
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ENDNOTES

' We will use BU's study as the US benchmark.

2There are several reasons to this. First, the longer the firm survives and the larger it grows, the more assets
it can accumulate to back up the use of debt finance (Stiglitz and Weiss 1981, Bester 1985, Besanko and
Thakor 1987). Second, the older the firm, the more time it has had to build reputation (Diamond 1991) and
the more likely it is that the firm can demonstrate a history of interaction (i, a relationship) with the out-
side investors, such as Fls (Petersen and Rajan 1994, BU 1995).

3 As Myers (2001) has recently concluded, there is no universal theory of the capital structure choice. Besides
the pecking order theory, the other two theories that have in recent times been put forward are the trade-
off theory and the free cash-flow theory. The tradeoff theory considers the balance between the tax advan-
tages of additional debt and the costs of possible financial distress. It typically predicts moderate borrowing
by tax-paying firms (Myers 2001). The free-cash flow theory of Jensen (1986) focuses on agency problems
and applies best to firms with plenty of internal finance available.

4 R&D-intensive SMEs may face more severe appropriability problems than the SMEs face on average, as it is
sometimes prohibitively costly to obtain intellectual property rights for innovations and as SMEs are not
likely to own complementary assets, such as reputation and existing distribution channels, to enhance the
appropriability (see Gans and Stern 2000)

5 If the amount of external finance needed to finance the invention (research) and innovation (develop-
ment) is large relative to the amount of committed insider finance, moral hazard problems can become
more severe. Moreover, there is a potential hold-up problem in the relationship between the
firm/researchers performing R&D and the providers of external finance (Anand and Galetovic 2000). The
hold-up problems arise because the knowledge acquired through costly research becomes embodied in
the human capital of researchers and because the researchers can commercialize the knowledge on their
own. This may allow the researchers to act opportunistically and thus worsen the moral hazard problem fur-
ther.

© Other factors influencing the use of external equity finance by a firm are the desire of founding entrepre-
neurs to keep ownership and control of the firm, the founding entrepreneurs’ need for risk-sharing and the
amount of unused interest tax shields that the firm has.

" We also excluded SMEs that are proprietorships, partnerships, or subsidiaries. A detailed description of the
survey and data is presented in Appendix.

&It is very important to note that the US numbers refer to early 1990s, so the comparison is indicative at
best.

°The size of the sample for which the entries in the tables have been calculated is reported on the top row
of Panel A. Firms were dropped from the analysis in this section if they had responded incompletely in the
questions regarding the sources of funds and if these missing observations could not be replaced by the
authors'own calculations using available data.

19 Capital loans are loans that satisfy the regulations set out in the Finnish Companies Act. Because of their
special treatment in the Companies Act, capital loans must in the financial statements be included in the
shareholders’ equity. However, because their economic nature resembles that of debt, we have included
them neither in equity nor in debt.

" Tekes, Sitra and Finnvera are the most prominent sources of public support to firms in Finland. Tekes fi-
nances R&D projects of companies and universities and its funds are awarded from state budget via the
Ministry of Trade and Industry. Sitra provides government venture capital funding for early stage technol-
ogy companies and for commercialization of innovations. Finnvera offers financing services, such as subsi-
dized loans and quarantines, to promote the domestic operations and internationalization of Finnish SMEs.
In addition to Tekes, Sitra and Finnvera, there are 16 Regional Employment and Economic Development
Centres ('TE Centres’) that provide public support, both financial and non-financial, to SMEs.
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'2 Note that total debt and equity does not necessarily equal to the balance sheet total because there are
items in the balance sheet not reported in the tables, such as provisions and accumulated closing entries.

'3 The size category is the same that BU (1998) uses. The age categories differ, because we did not have
enough observations in the younger end of the age distribution. Our “Infant” corresponds to what would
result if BU's “Infant” and “Adolescent” were combined. As a result, “Adolescent” in this Chapter is a subset of
BU's "Middle-aged”. We take these differences in the definitions into account when commenting differences
in financing patterns between Finland and the US.

"1t is important to note that these data are not in “reduced form’, as the identity of the principal owner is
not restricted in any way. The category for the principal owner can therefore include capital contributions
both by individuals and by institutional investors.

1> Somewhat surprisingly, other individuals, including business angels, are more important owners in large
SMEs than in small SMEs (7% vs. 2%). As expected, public VCs invest proportionally more heavily in small
SMEs than private VCs albeit the difference seems to be small. In addition, non-financial companies seem to
be quite a significant source of equity in large SMEs with a 6% share of total equity. This source of equity
may include minority stakes in spin-offs, joint ventures, etc.

'8 In addition, it reveals that passive non-controlling individuals (‘Other individuals”) are a significant group
of investors only for the category of “Old” SMEs (11%).

17 Note that these debt data do not cover capital loans.

'8 The finding that Finnish firms rely more on trade credit than their US counterparts is by no means new.
Mérttinen (2000) reports that between 1970 and 1985, trade credit accounted for 17% of total financing
sources of the Finnish non-financial enterprises and that the corresponding figure in the U.S. was 8.4%. The
figure for Finland is nicely in line with our more recent survey data, as in our data set trade credit represents
23% of the total debt and equity. Niskanen and Niskanen (2000) reports a similar difference between the
Finnish and US firms using more recent data on accounts payable.

19The sample on which we rely in this section includes only firms which responded to the survey questions
regarding innovativeness and R&D-activities; we applied no statistical method to “impute” values for the
non-respondents or to match the totals with the preceding tables. As a result, the sample size is in this sec-
tion about 2% smaller than in the previous sections. Panel A of Table 6.7 summarizes the current sample.
The table reveals that the current sample has a debt ratio that is only slightly higher than that reported in
Panel A of Table 6.2 (55% vs. 54%). This suggests that the firms that did not respond to the questions regard-
ing innovativeness and R&D-activities were no different from the ones that did.

Thus, had we included capital loans into equity, we would find an even lower debt ratio.

21 Recall that the sum of the equity held by a firm's principal owner and its managers and employees consti-
tutes the broadly defined insider equity in Table 6.8. The narrowly defined insider equity equals the equity
held by individuals active in a firm's daily business ("Active in business”) in Table 6.9. The tables show that the
broad inside equity increases from around 83% of the total equity in firms with no R&D to 90% in the most
R&D intensive SMEs, while the corresponding numbers for the narrow inside equity are 74% and 89%.

22 For example, not receiving angel finance may decrease the probability of obtaining venture capital fi-
nance (complements), while firms may substitute trade credit for intermediated debt finance if FIs ration
credit (substitutes).

2 A characteristic feature of the US private equity market is, for example, that venture financing is concen-
trated heavily on certain industrial segments (see, e.g,, Gans and Stern 2000). On the US private debt mar-
ket, observably riskier borrowers tend to rely more on finance companies than on banks (Carey et al.1998).

*The inside equity is here measured using the narrow definition of inside equity; specifically, it consists of
the equity held by individuals active in a firm's daily business, including management and employees. We
use the narrow definition because to examine the concentration of “non-entrepreneurial” equity.

% The debt from governmental bodies other than Finnvera is additionally a complement to the equity pro-
vided Fls and non-financial firms and a substitute to the equity provided by the (narrowly defined) insiders.
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7. GLOBALIZATION OF BUSINESS IN A
SMALL COUNTRY — DOES OWNERSHIP
MATTER?

Jyrki Ali-Yrkko and Pekka Yla-Anttila”

Abstract:

Globalization has recently changed the ownership structures and corporate govern-
ance systems of many small countries. In this Chapter, we investigate the implica-
tions of these changes by examining the effects of ownership nationality on firms’
goals and performance in one such small country, Finland. Our empirical analysis
shows that large Finnish firms adopted the maximization of shareholder value as a
major goal during the 1990s. The change coincided with increases in foreign owner-
ship. Our results suggest that foreign-owned companies have performed better than
domestically owned ones. The result applies both to the firms that are subsidiaries of
foreign companies and to the firms that have foreign portfolio investors as their major
owners.

" Jyrki Ali-Yrkkd and Pekka Yl&-Anttila are both at the Research Institute of the Finnish Economy (ETLA) and
Etlatieto Ltd. The authors would like to thank Ari Hyytinen, Markus Koskenlinna, Eva Liljeblom, Anu Nokso-
Koivisto, Vesa Puttonen, Petri Rouvinen and Otto Toivanen for helpful comments. The views expressed in the
Chapter are those of the authors. The usual caveat applies.
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7.1. INTRODUCTION

In this Chapter we take a look at the effects of globalization of business, own-
ership and corporate governance on firms’ goals and performance. By global-
ization we refer to the international integration of markets for goods, tech-
nology, labor and capital. None of these components of globalization is really
new, but the intensity of the current globalization process is different from
what it has been in the past. What is going on in the form of rapidly increas-
ing capital flows has, as the argument goes, much more far-reaching conse-
quences for national institutions and capital market models than the previous
phases of globalization.

Globalization is, to a large extent, an economic phenomenon driven by
multinational firms. The central and increasing role of firms in allocating re-
sources in the economy has stimulated a debate among economists and poli-
ticians about how to govern corpotations to enhance the efficiency of busi-
nesses and the welfare of national economies. The subject of corporate gov-
ernance has proved to be of huge practical importance for economic per-
formance (see, e.g., Jonung 2002).

The issue has become topical, especially in Europe, as a consequence of
major cross-border mergers and acquisitions and the growing presence of
large American institutional investors. The globalization of capital markets
and ownership has triggered major changes in corporate governance towards
the US model in most European countries (see, e.g., Berglof 1997).

Empirical evidence on the effects of ownership structure and the na-
tionality of ownership on firm’s goals and performance is in harmony with
the view that ownership matters. Thomsen and Pedersen (2000) find using
European data that market-to-book value is higher in firms whose largest
owner is a financial institution than in firms whose largest owner is a family,
another firm or a government. Interestingly, the nationality of owners has an
impact on these relations. The results by Griffith (1999) concerning produc-
tivity differences between domestic and foreign-owned companies in the mo-
tor vehicle and parts industry supports the view that foreign-owned firms
have higher financial performance. Chibber and Majumdar (1999) focus on
the influence of foreign ownership on the financial performance of firms op-
erating in India. According to their results, subsidiaries of foreign firms out-
performed domestic companies. Finally, raw data from Sweden (Statistics
Sweden 1996, Strandell 1997) and Japan (METI 2001) suggest that in terms of
return on equity, foreign-owned companies outperform domestic companies.
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There is very little empirical evidence on the effects of foreign owner-
ship on firm performance in Finland. The aim of this Chapter is to fill this
gap in the literature by studying the effects of foreign ownership on the per-
formance and goals of Finnish firms. We ask whether the internationalization
of ownership matters: Do foreign-owned companies perform better than Fin-
nish-owned ones? Are there differences in goals and governance? Are the
announced goals and actual financial performance in line with each other?

To our best knowledge, the only other paper addressing the role of
foreign owners in Finnish firms is Maula and Mékela (Chapter 8 in this vol-
ume). They provide evidence that cross-border venture capital (the presence
of foreign external investors) is positively associated with the growth expec-
tations of Finnish software companies. Anticipating, our results are in har-
mony with theirs, as we find that foreign-owned companies have performed
better than Finnish-owned ones.

The remaining of this Chapter is organized as follows. In the next Sec-
tion we go through selected theoretical explanations why ownership might
matter. In Sections 7.3 and 7.4 we look at the effects of the internationaliza-
tion of business and ownership in Finland. Section 7.5 concludes.

7.2. OWNERSHIP NATIONALITY - WHY MIGHT IT MATTER?

7.2.1. THE EFFECTS OF CORPORATE GOVERNANCE

There are essentially two types of corporate governance or capital market
models in modern market economies: the outsider system (or the US/UK sys-
tem) and the insider system (or the German/Continental European system).!
The former is characterized by a large number of listed firms, dispersed own-
ership, strong minority protection, and maximization of shareholder value. In
this system, so it has been argued, there is also an efficient market for cor-
porate control, and management failure is corrected by the take-over mecha-
nism. The latter system — also known as a stakeholder model — is characterized
by concentrated ownership, a small number of listed companies, domination
of banks in the financial market, and weak minority protection. The man-
agement is controlled and disciplined by a small group of the largest
shareholders.?
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Table 7.1 illustrates these differences. The message of the table is clear.
In the US and UK the shareholder perspective strongly dominates, whilst in
Germany and Japan the stakeholder view seems to be prevalent.

Table 7.1. Differences in corporate governance

Whose company is it? Job security or dividends?
Al |nterelst Shareholders’ Job security Dividends
groups
Japan 97.1% 2.9% 97.1% 2.9%
USA 24.4% 75.6% 10.3% 89.7%
UK 29.5% 70.5% 10.7% 89.3%
German 82.7% 17.3% 59.1% 40.9%
France 78.0% 22.0% 50.4% 49.6%

Note: The data are based on a survey made among business executives, reported originally in Institute
of Fiscal and Monetary Policy (1996).

The Nordic governance model has traditionally been akin to that in
Germany/Continental Europe (and to some extent Japan). However, as a con-
sequence of the rapid globalization of capital markets and changes in corpo-
rate ownership, firms (and also the governments) are facing a “governance
dilemma”: Whether to promote the adoption of the Anglo-Saxon model or to
keep some of the features of the Continental European model? (see, e.g.,
Holmstrom and Kaplan 2001). Because the Anglo-Saxon corporate govern-
ance system emphasizes return on capital and equity more than the Nordic
and Continental European systems do, this difference in goal setting may
have an effect of firm performance.

7.2.2. THE EFFECTS OF COMPETITION

Differences in operating environment may cause differences in firm perform-
ance. Perhaps the most obvious sources of differences are the degree of
competition and firms’ exposure to international markets, which may vary a
lot across countries and industries. Differences in competitive environment
are highlighted when restrictions on competition are removed in previously
protected industries. The reason is, of course, that the restrictions have often
been in place to protect domestic companies from foreign competition.



Globalization of business in a small country — Does ownership matter? - 253

Porter (1990) points to the importance of domestic competition in cre-
ating competitive edge in international markets. Protected and non-competi-
tive home markets lead to inefficiencies and uniformity of firm strategies.
Management literature provides a lot of evidence showing that a competitive
environment leads to more efficient decision making structures and increases
incentives to monitor costs (see, e.g., Caves 1980). In economics literature
there is fairly little empirical evidence on the effects of competition on firm
performance. The existing evidence points, however, in the same direction:
Deregulation and a higher level of competition are associated with
productivity gains (for a review, see Allen and Gale 2000).

7.2.3. THE EFFECTS OF OWNERSHIP CHANGE

Lichtenberg (1992) has proposed that ownership change is caused by lapses
in firms’ efficiency. These lapses may be due to the incompatibility (or “bad
matching”) between a plant (an asset) and the characteristics of an owner (i.e.
a parent firm). This argument, which is the key hypothesis of Lichtenberg’s
(1992) “matching theory”, is based on three primary assumptions: i) Some
owners have a comparative advantage in owning certain plants; ii) The qual-
ity of the match is a decisive factor in the decision to maintain the ownership
of the plant; and iii) The quality of the match can be measured by productiv-
ity performance.

The matching theory of plant turnover does not assume that there are
good and bad owners, but that there are good and bad matches. This view
has two major implications: First, a poor match, which is indicated by a low
level of current productivity, may lead to a change of ownership. Second, a
change of ownership will lead to an increase in plant productivity. The qual-
ity of each match is assumed to be randomly distributed. Thus, given that the
quality of the first match was low, the expected value of a new match (from
an identical distribution) is higher.

In practice, many acquisitions are preceded by a deterioration of the
target firm’s economic performance. This deterioration may act as a signal to
an owner that she/he is operating the plant less efficiently than an alternative
parent would. Because the freeing of capital movements and liberalization of
capital markets have increased the potential for better international matches,
a growing number of cross-border mergers and acquisitions is likely to fol-
low. The primary motive of these transactions may well be related to the op-
portunity of profiting from differences in firm performance across countries.
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7.3. GLOBALIZATION OF FINNISH CAPITAL MARKETS

In the Nordic countries, notably Finland, there has been a fast and dramatic
change in ownership policies and structures.? The trend has during the 1990s
been that a large number of Finnish firms have been merged with foreign
firms or acquired by foreign buyers (see also Ali-Yrkko, Chapter 5 in this vol-
ume). Figure 7.1 provides an illustrative example of this trend by showing
how rapidly foreign ownership has increased in the Finnish listed firms. The
data on inward foreign direct investment in Finland presented in Figure 7.2
provide further support for the trend.

Until recently, the Finnish corporate governance system has been more
akin to the German/Japanese system than the Anglo-Saxon system. In line
with this, the ownership of major Finnish companies was for long concen-
trated. Founding families, banks, other companies or the state, typically
wielded control. In the 1990s, companies, their governance and operations
changed remarkably. Cross-ownership diminished when banks and large in-
dustrial companies sold their shares of other companies. The privatization of
state-owned companies also proceeded fast during the past decade: in many
cases, the buyer was a foreign firm or investor.

As a consequence of the globalization of Finnish capital markets a
number of changes have taken place. First, the supervisory board, which
used to be quite common in large Finnish companies, is a rare bird today.
Second, the board of directors no longer consists only of operating manage-
ment as it used to. Third, a number of diversified companies have focused on
their core competencies and businesses by selling off less strategic busi-
nesses. Fourth, as we will show below, companies have changed their targets.
Shareholder value has become one of the key targets in most large compa-
nies. All these changes are consistent with the view that the nationality of
ownership matters. How the increasing foreign ownership has affected the
behavior and performance of Finnish firms is considered in more detail in
what next follows.
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Figure 7.1. Ownership in Finnish listed firms, percent of market capitalization (1958-2002)
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Note: The data are based on the authors’ estimates and derived from Grandell (1959), Laakso (1979),
Airaksinen and Kallinen (1987) and the Helsinki Stock Exchange.

Figure 7.2. Inward foreign direct investment in Finland, billions of euros (1975-2001)

124

1975—
1976 —
1977 -
1978 —
1979—
1980 —
1981—
1982—
1983 —
1984 —
1985—
1986 —
1987 —
1988 —
1989 —
1990 —
1991—
1992 -
1993 —
1994 —
1995—
1996 —
1997 —
1998 —
1999 —
2000—
2001—

Note: Data source is Bank of Finland. The bars depict net inward capital flows.



256 - Jyrki Ali-Yrkko and Pekka Yla-Anttila

7.4. EMPIRICAL ANALYSIS

Differences in corporate governance, degree of competition, and lapses in the
matching of resources suggest that the nationality of ownership (foreign ver-
sus domestic) might cause differences in firms’ goal setting and performance.
The casual observations that we made in the previous Section seemed to
support this view. In this Section we examine whether also firm-level data
supports the existence of such differences. We examine, in particular,
whether there are differences between foreign and Finnish-owned firms in
terms of their goal setting, investment rate, and financial performance.’

7.4.1. DATA

We use two data sets on Finnish companies. The first data set (“Top 100”) is
derived from a database on the 100 largest Finnish corporations (ranked
according to sales). The database covers the period from 1986 to 1998.
However, due to mergers and restructuring we have comparable data over
the whole period on only 50 corporations. The database includes information
on firms  financial performance and corporate governance, such as
ownership structure, organization, and what kinds of goals (shareholder
value, growth, etc.) the companies have pursued.

The second data set (“Top 500”) consists of financial statement data on
the 500 largest companies in Finland for the period from 1986 to 1998. The
data allows us to make financial performance analyses, but does not include
information concerning firms’ goal setting, nor other measures of governance
structures. As far as the ownership structure is concerned, only the distinc-
tion between foreign-controlled (majority-owned firm) and domestically
owned firms can be made. Approximately one third of these companies were
in 1998 foreign-owned, i.e., subsidiaries of foreign firms. There is no data on
the amount of the foreign portfolio investment in this data set.

7.4.2. FOREIGN VS. DOMESTIC OWNERSHIP: DOES IT MATTER?

We start by examining whether the financial performance of Finnish firms
differs from that of foreign-owned firms. To this end, we use the Top 100 data
and divide firms into two groups on the basis of whether the foreign owner-
ship in a firm is above or below 20%. As shown in Table 7.2 we use several
measures of financial performance, including the Economic Value Added
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(EVA). Unlike traditional measures of corporate profitability, EVA also takes
into account the opportunity cost of equity capital (see Appendix).
Table 7.2. Performance by ownership (using Top 100 data, N = 199)

Foreign Foreign
ownership ownership t-statistics p-value
<20%, (n=121)  >=20%, (n=78)

Return on investment 14% 17% -1.687 0.09
Capital turnover rate 3% 3% 0.057 0.96
Equity share 47% 42% 2.389 0.02
Investments/Net sales 13% 8% 2.132 0.03
Operating income/Net sales 7% 7% 0.501 0.62
EVA, FIM mill. 79 447 -2.092 0.04
EVA/Capital invested 6.0% 9.0% -1.647 0.10

Note: The data refer to 1997 and 1998. Capital turnover rate = the ratio of net sales to capital invested.
The number of observations is 199, since the sample is based on the Top 100 in 1997, but the merger of
IVO and Neste reduces the number to 99 in 1998. t-statistics is a test for a population mean (t-test, vari-
ance unknown) testing HO: Mean (Domestic-owned) = Mean (Foreign-owned). EVA without Nokia Ltd is
221 million FIM.

Many of the indicators of financial performance differ significantly be-
tween Finnish and foreign-owned companies. The biggest difference relates
to EVA, which is on average much higher in foreign-owned firms. Even if we
exclude the largest Finnish multinational firm, Nokia Corporation, from the
sample, the difference remains double. Although the larger size of foreign-
owned firms may explain the difference, this finding is not inconsistent with
the view that foreign-owned companies yield more value added to their
owners. The ratio of EVA to capital invested describes the efficiency of capital
use. It too indicates that the foreign-owned firms outperform the Finnish
ones. Moreover, it seems that foreign-owned firms have invested less and
have a lower equity ratio than domestic-owned companies. Due to the small
sample size, these differences should be considered tentative.

In order to solve the small sample problem, we turn to the Top 500
data. Table 7.3 is displays the results. Because we lack data on foreign portfo-
lio investments in these companies, the definition of foreign ownership
changes from what we used above. As indicators of firm performance, we use
only EVA, the ratio of EVA to capital invested, and the conventional rate of
return on investment.
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Table 7.3. Performance by ownership (using Top 500 data, N=5121)

Finnish-owned Foreign subsidiaries
Ver  BUENGm, SAdCnEl R en EVA FIM mill, CVA/Capital - Returnon
invested investment invested investment
1986 -27 -1% 8% 2 1% 11%
1987 10 2% 10% 16 7% 15%
1988 24 3% 11% 18 8% 17%
1989 11 1% 10% 12 6% 16%
1990 -24 -1% 8% -1 0% 11%
1991 -71 -4% 6% -3 -4% 8%
1992 -70 -3% 8% -2 -3% 9%
1993 -32 0% 9% 1 2% 12%
1994 13 3% 12% 11 10% 20%
1995 36 4% 16% 23 12% 27%
1996 14 4% 17% 19 9% 24%
1997 37 5% 18% 24 11% 26%
1998 54 5% 17% 23 10% 24%
Total -4 1% 12% 12 6% 18%

average

The message is clear. Foreign-owned companies have performed much
better than domestic ones. Foreign companies created slightly negative value
added during the recession (1991-1993), but at the same time, the average
EVA of Finnish-owned companies was strongly negative. The ratio of EVA to
capital invested, which is not as much driven by differences in firm size, has
averaged to 1% in Finnish companies, while the same figure for foreign-
owned companies is 6%. The rate of return on capital invested in foreign
companies is also higher than in Finnish-owned companies.

Table 7.4 reports the capital turnover rate, the ratio of investment to net
sales, and the number of companies. It seems that Finnish-owned companies
need far more capital to generate the same sales or value added than foreign-
owned companies.
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Table 7.4. Investment by ownership (using Top 500 data, N=5121)

Finnish-owned Foreign subsidiaries

Year Capital Investment/ Number of Capital Investment/ Number of

turnover rate Net sales companies turnover rate Net sales companies
1986 2.5 11% 190 2.8 7% 39
1987 2.5 10% 249 2.8 5% 50
1988 24 13% 292 3.1 5% 58
1989 2.5 11% 318 3.2 6% 74
1990 2.6 12% 360 43 6% 88
1991 2.8 8% 399 3.6 6% 91
1992 35 10% 339 3.1 5% 77
1993 3.6 8% 334 4.9 4% 88
1994 4.1 7% 299 7.9 4% 93
1995 35 8% 289 6.7 3% 110
1996 5.5 8% 297 7.2 4% 115
1997 338 9% 286 6.3 4% 17
1998 5.2 10% 333 7.1 5% 136
Total 34 10% 3985 53 5% 1136

average

Table 7.5 reports statistical tests for the performance differences. As
can be seen from the table, the hypothesis that there are no performance dif-
ferences between domestic and foreign-owned companies is rejected. Fur-
thermore, the investment ratio of foreign-owned companies is lower than
domestic-owned companies. Finnish companies are also on average more
capital-intensive than foreign-owned companies are. This finding does not
change significantly even if the capital-intensive forest industry is eliminated
from the data. In a previous study on the financial performance of Finnish
companies (Ali-Yrkko and Yla-Anttila 1997), the industry differences be-
tween domestic and foreign companies were carefully controlled. The result
was that the industry differences did not explain the performance differ-
ences. It is worth emphasising that the findings in Table 7.5 are consistent
with our earlier results using the Top 100 data and the different criterion for
foreign ownership. Thus, to sum up, these results support our hypotheses
that investment ratio and financial performance differ between domestic and
foreign-owned firms. It seems that foreign-owned companies outperform
domestic companies in Finland.



260 - Jyrki Ali-Yrkko and Pekka Yla-Anttila

Table 7.5. Statistical tests (using Top 500 data, N=5121)

Variable
EVA Return on Investment/ Capital
investment Net sales turnover rate
t-statistic -4.258 -10.376 14.350 -5.075
p-value <0.01 <0.01 <0.01 <0.01

Note: t-test, variance unknown, HO: Mean (Domestic-owned) = Mean (Foreign subsidiary)

Why do the differences arise? Are Finns poor managers? Anecdotal
evidence is not consistent with poor management. Case studies of firms that
have been taken over by foreign firms show that the old management has of-
ten been allowed to keep its position after the takeover. However, the per-
formance of these firms has improved. These findings are consistent with the
view that foreigners are more demanding owners than Finns, i.e., that more
is squeezed out of the firm.

7.4.3. GOALS AND OWNERSHIP

The annual reports of Finnish companies usually include a section describing
their goals and targets. All companies state several goals. Figure 7.3 shows
that profitability and its improvement were the main goals throughout the
1990s. Companies announced either that they would maintain profit per-
formance at the same level as before, or that they would try to improve it.
Another goal, not shown in the figure, is improving the debt/equity ratio.
Since the sample is small, the conclusions based on it should be regarded ten-
tative.

It is of interest to note that during the recession in the 1990s, the desire
of companies to grow diminished. This finding is not very surprising, be-
cause growth was not a very realistic goal in the depth of the recession. In
fact, most companies tried to keep their sales at the same level as before. It is
interesting that the goal of customer orientation declined during the eco-
nomic slowdown. It may be that many companies were forced to concentrate
on improving their financial position, such as debt/equity ratios, at the ex-
pense of other goals.
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Figure 7.3. Goals of large Finnish companies, percent of companies
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Note: The data are from the Top 100 data set and consist only of firms that mentioned their goals.

Stressing the owners’ role increased rapidly during the 1990s. Since
1990, more and more companies have announced that they seek value added
for shareholders. By the end of the 1990s, almost half of the large companies
stated shareholder value as one of their key goals. Shareholder value is, of
course, closely related to other targets, like profitability and growth. How-
ever, stating it explicitly as one of the key goals includes a specific signal to
current and potential owners and is, at least, an indication how shareholder
value became an increasingly common goal of Finnish firms in the 1990s.

Table 7.6 shows how goals differ between Finnish and foreign-owned
companies. The results in the table suggest that foreign-owned companies
are more customer, growth and shareholder-value-oriented than domestic
companies. To summarize, these results support our hypothesis that the
goals of foreign and domestic-owned companies are not similar.
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Table 7.6. Comparison of firms’ goals (using Top 100 data, N=199)

Foreign Foreign
ownership ownership t-statistic p-value

<20% >20%
Restructuring 38 38 -0.353 0.72
Profitability 76 67 0.406 0.68
Customer orientation 49 63 -2.721 0.00
Growth 63 73 -2.313 0.01
Shareholder Value 28 52 -3.990 0.00
Employees 38 29 -1.474 0.14

7.4.4. PERFORMANCE AND GOALS

As shareholder value has become an important goal during recent years, an
interesting question is whether those who put emphasis on shareholder value
have really created more value added for their owners than other companies
have. In Table 7.7 the firms have been divided into two groups, i.e. into firms
that are “Aspirants to shareholder value” and “Others”. Unexpectedly, the
performance of the firms that are aspirants to shareholder value does not de-
viate significantly from the other firms. The only difference is in EVA, which
is probably explained by the larger size of the aspirants to shareholder value.
Announcing shareholder value as a key goal is not necessary associated with
higher than average performance. One obvious explanation in light of our
earlier results is that foreign ownership is driving the both (and thus an omit-
ted variable here). However, as we are looking at only two years, we cannot
be conclusive on this matter.

Table 7.7. Performance by goals (using Top 100 data, N = 199)

Aspirants to

(ﬁt:hfzr;) shareholder t-statistic p-value
value (N=72)
EVA, FIM mill. 87.7 468.2 -1.977 0.05
EVA/Capital invested 7.0% 8.1% -0.633 0.53
Return on investment 15.0% 16.4% -0.763 0.45
Investment/Net sales 9.6% 13.9% -1.454 0.15

Equity ratio 45.0% 45.8% -0.337 0.74
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7.5. CONCLUSIONS

As a consequence of globalization, capital flows — both FDI and portfolio in-
vestment — have increased significantly. The role of foreign capital and for-
eign ownership has increased rapidly in many countries. In this study, we
have focused on financial performance and differences in governance struc-
tures between domestic and foreign-owned companies, using data on Finnish
companies.

Our data show that maximizing shareholder value has been increas-
ingly adopted as a major goal in most large Finnish companies since the early
1990s. The increase coincided with increasing foreign ownership in the Fin-
nish business sector. Our empirical results suggest that ownership matters in
goal setting. There are significant differences between foreign-owned and
domestic-owned firms in terms of their announced objectives.

Furthermore, our comparisons suggest that foreign-owned companies
have not invested as much as domestic companies. This partly explains why
foreign-owned companies produce a higher rate of return on capital than
domestically-owned companies. The difference applies not only to compa-
nies that are majority-owned and controlled by foreigners (subsidiaries of
foreign firms) but also to companies with lower (but still significant) foreign
ownership. Consistent with the earlier empirical evidence, our analysis also
shows that foreign companies perform better than Finnish-owned compa-
nies.

Taken together, our evidence suggests that increases in foreign owner-
ship have improved the efficiency of capital use. The results also imply that
in less integrated and partly protected markets it was possible to pursue
goals other than the rate of return on capital. In the future, the nationality of
ownership (domestic vs. foreign) in determining firm performance will
probably diminish. Owners will pursue high rates of return irrespective of
their nationality.
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APPENDIX

Unlike traditional measures of corporate profitability, such as net operating
profit after tax, and net income, EVA looks at a firm’s “residual profitability,”
net of both the cost of debt capital and the cost of equity capital (Grant, 1997).
It can be computed as follows: EVA = Net result minus (Riskless rate of inter-
est plus Beta times Risk premium) times Equity share, where the riskless rate
of interest is measured using the treasury bond (5 years) yield in Finland
(Source: Bank of Finland), Beta is measured using betas by industries
(Source: Finnish Economic Weekly (Talouselamad, 20/1997)) and risk premium
is assumed to be 4.5 %.
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ENDNOTES

' See, e.g., Shleifer and Vishny (1997).

2 An often cited statement of the CEO of Volkswagen AG some 30 years ago is still thought to be an illustra-
tion of the German (Continental Europe) system: “Why should | care about the shareholders, whom | see
once a year at the general meeting. It is much more important that | care about the employees; | see them
every day.

3 See Ali-Yrkkd and Yl3-Anttila (1999) and Yl&-Anttila (2000).

*The number of listed companies has been rather small, and banks have served as a major source of fi-
nance to Finnish companies. These basic characteristics of the traditional system are described in more de-
tail, e.g., in Kasanen et al. (1996). Changes in institutional and legal settings in the 1990s are described by
Hyytinen et al. (2002).

®The causality might, of course, run also to the other direction, i.e,, companies with high financial perform-
ance are attractive investment targets for foreign companies and investors. Indeed, a previous study with
Finnish data shows that foreign companies tend to acquire firms with higher than average rate of return. It
is of interest to note that the difference in the rate of return between domestic-owned and foreign-owned
companies seems to grow after the acquisition (see, Ali-Yrkké and Yla-Anttila 1997 and Ali-Yrkko et al. 1997).
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8. CROSS-BORDER VENTURE CAPITAL

Markku V. J. Maula and Markus M. Miakela”

Abstract:

Venture capital investments that span national borders have become an increasingly
important phenomenon during recent years. Yet, there is very little research examin-
ing the role of foreign venture capitalists in the development of their portfolio compa-
nies or as a part of a financial system. This Chapter focuses on the role of cross-border
venture capitalists in supporting the internationalization of their portfolio companies
as well as in the development of venture capital markets. We argue that on the firm
level, well-connected foreign venture capitalists can open doors and improve the
credibility of their portfolio companies thus helping them in establishing operations
in foreign markets. However, building and managing an international venture capi-
tal syndicate is not without challenges. When investing abroad, venture capitalists
seek opportunities that justify the costs of operating in the foreign markets. Distant
investors may be quick to retreat in the case of decrease in expected returns from the
investment. Credible local venture capital investors are of high importance in attract-
ing foreign venture capital investors and managing the syndicate. On the financial
system level, foreign venture capitalists may be an important source of venture capi-
tal in countries with limited supply of domestic venture capital. Foreign venture
capitalists can also stimulate the supply of domestic venture capital by opening up
new exit opportunities abroad. In conclusion, we argue that foreign venture capital-
ists are in many ways important for the internationalization of ventures and for the
development of financial systems particularly in small and open economies such as
Finland.

“ Markku V. J. Maula and Markus M. Mékeld are both at the Helsinki University of Technology. The authors
gratefully acknowledge valuable comments by Ari Hyytinen and Gordon Murray. The views expressed in the
Chapter are those of the authors. The usual caveat applies.
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8.1. INTRODUCTION

Cross-border venture capital investments have become an increasingly im-
portant phenomenon in the domain of venture capital, representing 18% of
all venture capital investments in Europe in 1999 (Baygan and Freudenberg,
2000). By cross-border venture capital, we refer to venture capital funds in-
vesting in portfolio companies located in foreign countries. Cross-border ven-
ture capitalists have played an important role in growth-oriented technology
companies in several markets with limited domestic supply of venture capi-
tal (Baygan and Freudenberg 2000; OECD 2001; Bassolino 2002; Dossani and
Kenney 2002; Kenney et al. 2002a, 2002b; Mayer et al. 2002; OECD 2002).

In a recent OECD report, Baygan and Freudenberg (2000) recognized
that in some countries cross-border flows of venture capital are of such mag-
nitude that inflows plus outflows outweigh domestic investments by local
venture capital funds. The report also noted that while such cross-border
flows of venture capital can improve the efficiency of the global venture capi-
tal market, they can also reduce the relative importance of domestic supply
factors in favor of domestic demand factors, such as creativity, innovation,
risk-taking, and entrepreneurship. Overall, the report argued that in policy-
making, a relevant measure of investments would be investments made in a
country (“country of destination”), by subtracting cross-border outflows and
including inflows.

Despite of the increased importance of this phenomenon, there is very
little academic research examining cross-border venture capital (Lockett and
Wright 2001). Most of the “international venture capital” literature remains at
the level of comparing venture capital activities in several countries. Cross-
border aspects are rarely noted in this research (e.g. Sapienza et al. 1996;
Manigart et al. 2002). Only very recently have some researchers started to ex-
amine the specific nature of cross-border venture capital investments.

In this Chapter, we attempt to create some understanding of the role of
cross-border venture capitalists by employing empirical data on Finnish ven-
tures financed by cross-border venture capital investors. In our analyses, we
examine the role of foreign venture capitalists using data from a recent
(Spring 2002) survey of 228 Finnish software product companies as well as
data from 65 interviews with the stakeholders of 10 Finnish technology ven-
tures, which have received financial backing from foreign venture capitalists.

The rest of the Chapter is structured as follows. In the second Section,
we start by reviewing the existing literature on cross-border venture capital.
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In the third Section, we present empirical research on cross-border venture
capital in Finland, which is the context of our empirical research. In this Sec-
tion we present first some empirical results from a recent survey of Finnish
software product companies. Thereafter, we report detailed analyses of mul-
tiple cases of Finnish technology-based new firms with backing from cross-
border venture capitalists. In the last Section, we discuss the conclusions and
identify the implications of cross-border venture capital investments for vari-
ous stakeholders.

8.2. LITERATURE REVIEW

One of the new streams of research emerging in the area of cross-border ven-
ture capital has focused on how venture capitalists adapt to operating with in
new markets and how their foreign investments differ from their domestic
investments. In this stream of research, Wright et al. (2002) have examined
how Western venture capitalists operate in foreign markets by examining
risk assessment and information usage behavior of foreign and domestic in-
vestors in India. They found that foreign firms in India place significantly
greater emphasis on product market factors and accountants’ reports than do
domestic venture capitalists. When conducting the ‘due diligence’ process,
foreign investors in India place notably less emphasis on the financial contri-
butions of management as a signal of quality and on the information pro-
vided by entrepreneurs than do U.S. firms in their domestic market. U.S. ven-
ture capitalists in India make more use of information from trade publica-
tions and information from accountants' reports than do domestic venture
capital firms in India. Overall, the authors concluded that when entering for-
eign markets, venture capitalists have to change their behavior significantly
to adapt to the local market instead of directly replicating their home market
strategies.

Examining the specific characteristics of investments in cross-border
venture capital, Cumming (2002) compared a sample of investments by U.S.
venture capitalists in U.S. and Canadian portfolio companies. Supporting
prior research, he found that when U.S. venture capitalists financed U.S. en-
trepreneurial firms, most of the investments were made as ‘convertible pre-
ferred equity’. However, in contrast to investments in U.S. entrepreneurial
firms, he found that U.S. venture capitalists financed Canadian entrepreneu-
rial firms with a large variety of forms of finance. He argued that the differ-
ences in same investors using different forms of finance are related to institu-
tional determinants of venture capitalist capital structures within the U.S.
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and abroad. For instance, he argued that U.S. venture capitalists often do not
choose convertible preferred shares in foreign investments in the absence of
tax considerations that favor this specific financing vehicle.

In line with the other studies focusing on foreign investments from the
venture capitalists perspective, Zhang (2002) examined foreign investments
in Chinese markets and concluded that that while foreign investors may be
able to find very attractive investment targets, they also face high risks and
should adapt to local market conditions. Meyer and Shao (1995) made the
point that physical distance and cultural differences may cause difficulties in
international venture capital investments.

Another new stream of research has examined the role of national
stock exchanges on the development of venture capital markets (Black and
Gilson 1998, 1999; Ali-Yrkko et al. 2003). These authors have argued that ven-
ture capital is likely to flourish only if venture capitalists can exit from a suc-
cessful portfolio company through an initial public offering (IPO), which re-
quires an active and liquid stock market. Very recently, some researchers
have argued that while liquid public markets certainly are a requirement for
the venture capital market to develop, such public markets might not neces-
sarily have to reside in the home country (Rock 2001; Hursti and Maula
2002). In some markets, such as Israel, entrepreneurs have frequently listed
their companies in foreign stock exchanges. In their empirical research of
European companies’ listings in foreign stock exchanges, Hursti and Maula
(2002) have shown that ownership by foreign investors increases significantly
the likelihood of a listing to a foreign stock exchange when making an initial
public offering. This phenomenon can be interpreted as foreign venture capi-
tal investors in opening up new foreign exit opportunities in response to il-
liquid or inefficient domestic public markets.

In addition to improving the supply of venture capital through im-
proving exit opportunities, foreign venture capitalists have been important in
many countries because of their direct provision of risk capital to growing
firms. Lockett and Wright (2001) estimated that across the European venture
capital industry as a whole, the percentage of annual amount of non-
domestic investments rose from 11% in 1992 to 23% in 1998. According to
Baygan and Freudenberg (2000), when using a “country of destination ap-
proach”, the share of investments by funds from other European countries
totaled 18% of all investments. For some countries such as Ireland, Denmark,
and Finland the share of such cross-border venture capital investments rep-
resented over 40% of all venture capital investments made in those countries
in 1999. Inflows of foreign venture capital is commonly seen as very impor-
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tant for the development of venture capital markets. Accordingly, many
countries have taken very clear measures to stimulate cross-border venture
capital (Israeli Ministry of Finance 2001; AVCAL 2002).

Taken together, research on cross-border venture capital is scarce and
has only started to develop very recently. The main lines of research have so
far focused on the adaptation of venture capital investors in new markets, the
effects of foreign venture capital investments in opening up new exit oppor-
tunities in foreign public markets, and the role of foreign venture capital in
the supply of venture capital. A number of important issues warrant further
research.

8.3. EMPIRICAL EVIDENCE FROM FINLAND

We carry out our empirical analyses examining cross-border venture capital
in Finland. During the recent years, cross-border venture capital has been a
relatively prevalent form of financing for Finnish high-tech ventures with
high international growth expectations and potential. In a study of cross-
border venture capital in the OECD countries, Baygan and Freudenberg
(2000) identified Finland as the third country after Ireland and Denmark in
terms of share of invested venture capital that is contributed by foreign ven-
ture capitalists. Many of the largest rounds of venture capital investments
made into Finnish high-technology ventures have involved foreign venture
capitalists. Figure 8.1 reports domestic and other European investments us-
ing the country of destination approach as outlined in Baygan and Freuden-
berg (2000). Based on the analysis of Baygan and Freudenberg, the share of
foreign investments of all investments made in Finland was 43% in Finland
in 1999.

In their book, Cardwell et al. (1999) predicted an increasingly impor-
tant role for foreign venture capital investors in Finland as well as a growth
in investments by foreign institutional investors in Finnish venture capital
firms. Similarly, Ronkko (2001) observed that international venture capitalists
were actively monitoring investment opportunities in Finnish information
and communications technology companies. Ronkko observed a particularly
important role for foreign investors in the largest investment rounds made
into Finnish high-technology ventures. Both Cardwell et al. (1999) and
Ronkko (2001) recognized that syndication of investments with local and in-
ternational investors was becoming increasingly popular. They suggested
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Figure 8.1. Venture capital and private equity investments as a percentage of GDP in 1999
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that in many cases, local expertise combined with an international network of
contacts makes a successful match. More recently, a report on the Finnish
software product industry by Hietala et al. (2002) showed that companies co-
financed by foreign external investors were significantly more oriented to-
wards rapid international growth compared to their counterparts without
foreign external investors. The present Chapter uses the data collected in this
survey to examine in more detail the role of cross-border venture capital

investors.

8.3.1. QUANTITATIVE EVIDENCE

In order to create some quantitative understanding of the impact of cross-
border venture capital investors on the performance of their portfolio com-
panies, we employ survey data gathered from 228 Finnish software product
companies in Spring 2002. Table 8.1 illustrates differences between software
product companies with and without external foreign investors. Particularly
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the differences in the expected total revenues and expected foreign revenues
from own software products in 2004 are striking.

Table 8.2 reports descriptive statistics. The correlation between the
dummy variable of foreign external investor and foreign revenue from own
software products is 0.38 and statistically significant.

Table 8.1. Finnish software product companies with and without foreign investors

With foreign Without foreign

external external All
investors investors
Total revenue from 2001 (MEUR) 3.17 12.26 11.72
(1.45) (0.50) (0.50)
Estimated total revenue 2004 (MEUR) 26.93 541 6.94
(12.50) (1.40) (1.60)
Foreign revenue from own software products 0.27 2.44 2.28
2001 (MEUR) (0.03) (0.00) (0.00)
Estimated foreign revenue from own software 19.69 2.60 4.00
products 2004 (MEUR) (4.00) (0.20) (0.20)
R&D-to-revenue ratio 1.84 0.55 0.63
(0.45) (0.20) (0.20)
Number of employees 2001 56.55 108.45 105.79
(53.00) (8.00) (9.00)
Number of domestic venture capital investors 1.20 0.42 0.50
(1.00) (0.00) (0.00)
Note: Means (medians in parentheses).
Table 8.2. Descriptive data
Summary statistics Correlation matrix
Mean  Std. dev. N 1 2 3 4
1 Estimated foreign revenue from own 0.58 0.93 110 1.00
software products 2004 (log)
2 Foreign revenue from own software 0.38 0.88 151 0.56 1.00
products 2001 (log)
3 Venture age in years 10.43 7.05 216 -0.20 0.19 1.00
4 R&D-to-revenue ratio 0.63 2.63 153 0.16 -0.06 -0.16 1.00
5 Foreign external investors (dummy) 0.05 0.22 228 038 -0.06 -0.15 0.12

Note: Total sample size is 228. The measures of foreign revenue from own software products are nor-
malized using the natural logarithm In(x+1). The foreign investors dummy variable measures the lower
boundary of the presence of foreign external investors. The dummy takes the value 1, if the respondent
indicated that the venture has one or more foreign venture capital investor, business angel, or corpo-
rate investor. The dummy takes value 0 if no foreign investors were indicated. Without missing values,
the share of companies with foreign external investors would be greater.



276 - Markku V. J. Maula and Markus M. Makela

Table 8.3 reports the results the regression analyses that explain the
expected foreign revenues from own software product business. The analyses
were first carried out using ordinary least squares regression analysis for the
subset of observations where estimate for the foreign revenues in 2004 was
given (Table 8.3, first column). In the analyses, the missing values in the
R&D-to-sales ratios and in foreign revenues from own software products
were imputed using the algorithm available in the statistical software Stata
7.0.' Imputation was conducted for the independent variables using the other
independent variables. The natural logarithm was used to transform the
revenue variables.? In our regression analysis, no signs of multicollinearity
were identified when examining the variance inflation factor measures.
However, our diagnostics indicated significant heteroskedasticity. Robust
standard errors are therefore reported.

Only 110 companies of the 228 companies in our sample had an-
nounced their estimate for foreign revenues from own software products in
2004. Because of the likely non-randomness of the missing values in the esti-
mated foreign revenues from own software products, we carried out some
robustness tests. First, we tested the assumption that entrepreneurs who do
not expect rapid growth in foreign revenues are disproportionally presented
in the missing values. We set the revenues in missing values at zero and ran a
Tobit regression (Table 8.3, second column). The influence of foreign inves-
tors is more significant in the Tobit regression compared to the normal re-
gression analysis. Second, we reran the analyses using the Heckman selection
model (See Heckman 1979; Maddala 1997). Using this methodology, it is pos-
sible to test whether the decision of CEOs to provide estimates for the reve-
nues is random, or whether certain factors influence this choice. In our analy-
ses, the existence of foreign external investors was positively related to the
decision to provide an estimate of foreign revenues (Table 8.3, Selection equa-
tion). The Heckman correction of the selection biases increased the positive
effect of foreign external investors on the foreign revenues from own soft-
ware products compared to the ordinary least squares regression analysis
(Table 8.3, Substantive equation).

Taken together, our analyses indicate that the existence of foreign ex-
ternal investors is positively related to the expected revenues from foreign
software product business even after the current foreign revenue from own
software products, venture age, and R&D to sales ratio are controlled for.
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Table 8.3. Regression analysis

Dependent variable: Estimated foreign revenue from own software products 2004 (log)

Heckman selection model

OLs Tobit Substantive Selection
equation equation
Foreign revenue from own software 1.27 *** 0.12 0.79 *** -0.51 **
products 2001 (log) (19.12) (0.70) (3.72) (2.17)
Venture age in years -0.03 *** -0.06 *** -0.02 -0.01
(3.55) (2.81) (1.82) (0.91)
R&D-to-revenue ratio 0.04 0.05 0.05 ** 0.02
(1.50) (1.21) (2.33) (0.75)
Foreign external investors (dummy) 1.05 ** 1.52 *** 1.23 *** 1.30 ***
(2.23) (3.49) (2.65) (2.75)
Constant 0.58 *** -0.24 -0.08 0.00
(5.17) (1.08) (0.64) (0.02)
Observations 110 228 110 228
R-squared 0.49 0.12

Note: *** denotes statistical significance at 1% level and ** at 5% level. (2-tailed tests). Absolute robust
t-statistics in parentheses for OLS and Heckman regressions, and absolute t-statistics in parentheses for
tobit regression.

Despite of the relatively strong statistical results, there are certain
limitations to be acknowledged when interpreting them. First, the dependent
variable is an estimate by the CEO concerning the firm’s future foreign reve-
nues from own software products. Estimating such figures is challenging,
and certain biases might influence the estimates. For instance, existence of
aggressive venture capital investors is likely to lead to the portfolio compa-
nies providing optimistic growth goals. Whether or not the goals can be real-
ized over time remains to be seen. The analysis could be improved by using
realized growth measures. Unfortunately, such measures are not readily
available. Most of the cross-border venture capital investments in Finnish
software companies have taken place within the last couple of years. How-
ever, at a minimum, the measure of expected growth in revenues from own
software products tells a lot about the growth and international orientation of
the ventures. Despite these limitations, when combining these results with
other measures and other research, it seems safe to conclude that cross-
border venture capital is positively associated with rapid international
growth.
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Another methodological caveat is also important to keep in mind. The
analysis explains growth in international sales by the existence of foreign ex-
ternal investors. While it is in line with theoretical arguments that foreign in-
vestors can support their portfolio companies in a rapid internationalization
process, there is another co-existing mechanism that associates rapid interna-
tionalization and foreign external investors. Certainly, foreign investors will
choose companies that they view as having opportunities to create substan-
tial international business. Therefore, a fully rigorous analysis should deal
with such endogeneity of the existence of foreign investors. However, a
deeper analysis of endogeneity is outside the scope of this Chapter.

8.3.2. QUALITATIVE EVIDENCE

In order to create an in-depth understanding of the realities of cross-border
venture capital investments, we also carried out a total of 65 interviews
among ten Finnish ventures financed by cross-border venture capital syndi-
cates. In supporting the relevance of a case approach, Yin (1994) argued that
“In general, case studies are the preferred strategy when “how” or “why”
questions are being posed...” The ventures, their investor syndicates, and the
interviews are described in Table 8.4.

Value-added from cross-border venture capital

In our multiple case analyses, we examined how cross-border venture capi-
talists add value to internationalizing new ventures. Conclusions from our
analysis are that a prominent foreign venture capital investor based on the in-
ternationalization target market of a venture can offer valuable support for
the internationalization of that company. The benefits from foreign investors
are likely to be higher the more complex and critical the product is for the po-
tential customers. A key determinant for the capability of the foreign investor
to effectively support the venture is whether or not the investor is located on
the market where the venture is planning to internationalize its operations.
The following comment by an interviewee is representative:

Naturally it helps a lot to have local contacts -- especially in recruiting [they are
valuable]. -- Naturally the expertise of VCs could be better utilized if we decided

to internationalize to a place where they have expertise.
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Table 8.4. Description of the case companies

Status of internationalization
(Summer 2002)

Approximate

Investment rounds

Company Founding  Round 1 Round 2 Round 3 % of sales FOfe|gn Interviews
offices
abroad
Venture 1 1999 2000-Q2  2001-Q4 100% - CEO
2DVCs 2DVCs 2DVCs
1FVC 1FVC
Venture 2 1992 1997-Q4  2000-Q4 80% Several in CEO
1 DVC 1DVC Europe, CTO
1DCVC 2FVCs USA, 1DVC
1 FCVC Asia 1 FVC
Others
Venture 3 2000 2001-Q1 2002-Q2 Product USA CEO
1 FVC 2 FVCs development
1 FCVC 1FCVC stage
Others Others
Venture 4 2000 2000-Q4  2001-Q1 80% Sweden, CEO
1DVC 2DVCs Germany, 2DVCs
UK,
USA
Venture 5 1997 2000-Q3  2001-Q3 60% Singapore, CEO
1DVC 1DVC UK (@fe}
1 FVC 1DVC
1 FVC
Venture 6 1999 2000-Q1  2001-Q1  2001-Q3 60% - 2 Ex-CEOs
1DVC 1DVC 1DVC CTO
1FVC 2 FVCs 1DVC
2FVCs
Venture 7 1997 1999-Q3 2000-Q3 2002-Q1 90% Germany, CEO
1 FCVC 1FVC 2 FVCs Sweden, VP
1 FCVC UK, Ex-VP
USA 3FVCs
Venture 8 1997 1998-Q3  2000-Q4 20% - CEO
1DVC 1DVC VP
1 DCVC 1 DCVC 2DVCs
1FVC 4 FVCs
3FCVCs
Others
Venture 9 2000 2000-Q1 2000-Q3 60% Germany, CEO
2DVCs 2 DVCs USA CTO
Others 1FVC 2DVCs
Others 1FVCs
Venture 10 1999 2001-Q1  2001-Q4 50% Germany, Dep. CEO
1DVC 2DVCs Netherlands, CFO
1 FCVC Sweden, 2DVCs
UK 1FVC

Note: DVC= domestic venture capitalist, DCVC=domestic corporate venture capitalist, FVC = foreign
venture capitalist, FCVC = foreign corporate venture capitalist.
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Previous research has documented that networks can help internation-
alizing firms by exposing them to opportunities, learning, and benefits ac-
crued from the pooling of resources (Chetty and Holm 2000; Yli-Renko et al.
2001; Arenius 2002). In our detailed analysis, we find that foreign venture
capitalists can offer internationalization support in many forms. In our data,
commonly mentioned types of value-added in foreign markets include help
in recruiting, attracting customers, opening doors to business partners, con-
veying knowledge of the legal environment, enhanced credibility, and pro-
viding contacts to financiers. Of the most common types of help that foreign
venture capitalists provide with their investee firms (MacMillan et al. 1989),
the above mentioned ones seem to be most important when supporting in-
ternational expansion.

Firms that enter a new market are liable for not being familiar to the
decision-makers and customers on that market, as compared with firms that
have an established presence (see, for instance, Zaheer 1995; and Burgel and
Murray 2000). Based on the ten cases in our analysis, we find that foreign
venture capitalists operating in the target market can be of significant value
by decreasing these ‘liabilities of foreignness’ by connecting their brand with
the entrepreneurial firm (see also Stuart et al. 1999) and thus improving the
credibility of the firms in the foreign market. Also direct support is important
for internationalizing new ventures. The ability to open doors for potentially
important business contacts is one important form of value-added where
venture capitalists support an investee venture both directly and through
their mere presence. “The most important one [benefit from investors] is that
we can talk to nearly anyone,” commented an entrepreneur in a reply that il-
lustrates our cases well. While other contacts, such as those obtained by part-
nerships, are also a central means for getting doors opened, venture capital-
ists seem to play a key role in ventures that they finance.

However, we also found that a powerful foreign venture capitalist may
drive the internationalization decisions of a small-economy-origin venture at
least in terms of location and timing of internationalization, and particularly
in the establishment of offices. Foreign investors appear to be eager to drive
the portfolio company to expand operations on the markets that they know
best. The situation may be difficult for the entrepreneurs if this drive by for-
eign investors is not in line with the internationalization goals of the venture.
The following vignette from an entrepreneur illustrates pressures exerted by
a foreign venture capitalist:
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-- there was quite a lot of pressure to move everything to the States. When we
decided to continue here, there has still been occasional pressure: ‘have you con-
sidered this and what is the situation and so on, if you should focus more on the

u.s’

We conclude that if the selection of target market has not been thor-
oughly considered, it is hard to benefit from foreign venture capital investors,
unless they happen to be on the markets on which the venture actually ought
to expand its operations. However, if the company is planning to enter a for-
eign market, a prominent investor based on that market can be a significant
support for the internationalization.

Attracting cross-border venture capital investments

In our research, we also examined how ventures are able to attract foreign
venture capitalists to invest in them. We found that a local venture capital in-
vestor often plays an important role in this process — not only through its
contacts to investors but by taking care of certain responsibilities that are of-
ten easier to manage from a proximate location. Our results strongly support
the view that these contributions of a local investor are typically very impor-
tant for the development of a venture aiming at rapid international growth.
The following vignettes capture the essence of our results.

It is important that there is a helpful and active local investor. -- In early stages
[of the venture’s life] it is very advantageous to have a local VC. [The entrepre-
neurial team obtains] local contacts and advice et cetera. -- [Foreign] VCs from
Europe are more comfortable if there is a Finnish investor involved. Especially, if

there already is a relationship with such an investor.

The contribution of the local investor is very important. It is very important to be
physically close. Geography and culture have an effect. We would not invest
without a local investor. Good ventures probably always have a local VC. The
local investor also knows a lot about the law. They have important information
on the local market. -- We are interested especially of those firms in which our

[local] trusted prior acquaintances have invested.



282 - Markku V. J. Maula and Markus M. Makela

Besides taking care of certain responsibilities in the management of
portfolio companies, local venture capitalists may influence the investment
selection of foreign investors. A foreign venture capitalist can view the exis-
tence of a respected local venture capitalist as a positive signal certifying the
quality of the venture. The following comment illustrates:

A local investor is probably very important as a sender of signals. A foreign [in-
vestor] may have doubts that there is something wrong if [the firm] has not re-

ceived investments from its home country.

The above quotations also touch the types of local investors’ contribu-
tions. According to our analysis, local investors are most important in pro-
viding knowledge of the local market and regulation and in providing ‘day-
to-day’ help in various operative decisions of running a business. Ventures
are typically in the greatest need of operative help in the earliest stages of
their life cycle. While foreign investors typically enter a firm later than on the
first round of investment, it could be argued that a local investor takes these
roles for the mere reason that there are no foreign investors. However, our
analysis clearly reveals that these contributions are ones that are difficult to
provide from a foreign country.

We also found that the need of a venture for these contributions of a
local investor is significantly decreased if the entrepreneurial team possesses
notable prior experience in running an independent business. Furthermore, if
the home market is not very important in terms of sales or as a launching pad
of international operations (see Kuemmerle 2002), local investors’ knowledge
of the market is not as essential. In addition, the contacts of local investors to
foreign investors are also a key resource that they can contribute. Here, our
conclusion extends the results of prior venture capital studies (Gorman and
Sahlman 1989; MacMillan et al. 1989) to the cross-border context.

Retaining cross-border venture capital investors

Ventures may experience problems in retaining the attention and active con-
tribution of the venture capitalists that have agreed to take part in developing
the company. Our results suggest that in comparison to domestic investors,
foreign venture capitalists are faster to abandon their active role in board
work and in other forms of concrete value-added if the development of the
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company does not meet the milestones or if the return expectations are low-
ered. We discuss here the factors that affect the commitment of foreign ven-
ture capitalists to cross-border syndicates.

Both financial and strategic motivations appear to drive investors’
propensity to give up active participation. One of the investors may rate the
prospects of a venture lower than others and conclude that further participa-
tion will not be profitable. An investor may also have satisfied its desire to
learn from the technology or other features of the venture’s business, or the
strategic benefit can be accrued due to contractual rights even without con-
tinuing active participation.

Overall, we find that a reduction in the value that an investor expects
an investment to yield will lead to reduced commitment and value-added.
Our analysis leads us to conclude that there are three important factors that
have an impact on the power of this effect: distance, the dependence of the
foreign investor of investors and entrepreneurs in the key locations of the
venture, and financial relevance.

Distance refers here to both geographical and cultural distance. It
seems that if an investor loses some of its interest towards an investee firm,
this is more likely to show in its commitment to the syndicate if it is situated
geographically far away (see, for instance, Grinblatt and Keloharju 2001).
Cultural distance (Kogut and Singh 1988) — the measure of how remote cul-
tures are from each other in terms of the most important dimensions — has an
analogous effect.

A foreign investor may be dependent on institutions and people in the
investee firm’s location in several ways. For example, if the investor wishes to
make other investments in the country in question, collaborate with venture
capitalists that come from the country, or attract positive references from ven-
ture capitalists of the country, it may be dependent so that it will consider the
reputational risks from abandoning the venture as too high. The reputational
risks of relinquishing participation in and commitment to the syndicate may
be too high regardless of the outcome of one investment. Venture capital in-
vestors have to take a portfolio approach that safeguards future streams of
profitable opportunities. The following quote illustrates the view that reputa-
tional concerns of the investor may save an investee from loss of attention:

It is clear that [a foreign investor’s] reputation might suffer [if they would not
take care of their investment]. And [name of a local investor] helps [by being

present]. An investor’s reputation towards other investors has a lot of relevance.
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Finally, an investment into a single company may represent only a
very small fraction of the value of a fund. In such a case, the financial rele-
vance of the investment is low, and this is likely to increase the effect of de-
creased value expectations on commitment.

The key conclusions from this analysis are that although all venture
capital investors adjust their commitment level based on the achievement of
milestones and the likelihood of success and value creation, venture capital-
ists with less distance and more other investments in the market, better con-
tacts with the local co-investors, and higher financial stakes are likely to be
more patient in retaining their interest in the case of adverse developments in
the perceived prospects of an investee’s business.

8.4. CONCLUSIONS

In this Chapter we set out to explore the role of cross-border venture capital-
ists in supporting the development and internationalization of their portfolio
companies and in facilitating the development of the venture capital indus-
try. In our quantitative analyses of Finnish software product companies, we
found that the existence of foreign external investors was positively related to
the expected growth in foreign revenues from own software products. In an
in-depth analysis of ten Finnish ventures co-financed by foreign venture
capitalists, we focused on the value-added by cross-border venture capital;
the issues related to attracting foreign venture capitalists; and issues related
to retaining the commitment of foreign venture capitalists.

The conclusions from the analysis of the value added provided by for-
eign venture capitalists are that a prominent foreign venture capital investor
domiciled in the target market of a venture can offer valuable support for the
internationalization of that venture. A respected venture capitalist operating
and influential in the target market can improve the credibility of and open
doors for an ‘unknown’ foreign venture. The benefits are likely to be higher
the more complex and critical the product is for the potential customers and
where switching or adoption costs are correspondingly high. However, if the
selection of the target market is not yet clear, it is hard to benefit from foreign
venture capital investors. Foreign venture capital investors tend to drive
portfolio companies towards their home countries making the situation diffi-
cult for the venture if the home country of the foreign investors is not the pre-
ferred target of the venture.
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The conclusions from the analysis concerning the issues related to at-
tracting cross-border venture capital are that local venture capital investors
usually play an important role in attracting the foreign venture capital inves-
tors. However, if the experience of the entrepreneurial team is particularly
strong, the role of the local venture capitalist may be less critical. Also if the
home market of the venture is insignificant for the future plans, the role of
the local investor may be less crucial. Contacts between the local venture
capitalist and foreign venture capitalists increase the likelihood of a foreign
venture capitalist investing in the venture. As to retaining cross-border ven-
ture capital investors our main finding is that although all venture capital in-
vestors adjust their commitment level based on the likelihood of success and
value creation, venture capitalists that are geographically proximate and
have more other investments and better long-term reciprocal contacts with
the local co-investors are likely to be more patient in retaining commitment
to portfolio companies.

The implications of our findings can be summarized as follows:

o Implications for entrepreneurs: A prominent cross-border investor is likely to
beneficial for ventures trying to internationalize their operation if it is a
respected and well-connected investor in the target market of the venture.
The findings suggest moreover that entrepreneurs should be careful in
managing the expectations of foreign investors who may be quick to re-
duce commitment if ventures are not able to achieve stated goals and sat-
isfy expectations.

o Implications for venture capitalists: The findings indicate that syndicating
with foreign venture capitalists may help to attract valuable complemen-
tary support for the internationalization of portfolio companies. In addi-
tion to helping to develop international business, foreign venture capital-
ists appear to open doors for accessing international public capital mar-
kets as an exit route. This is particularly important in the case of illiquid
domestic public markets. The research also indicates that domestic ven-
ture capitalists often perform important roles in attracting foreign venture
capitalists and in managing the relationships. It may therefore be strategi-
cally highly valuable for a domestic venture capitalist to identify and to
develop a long-term, reciprocal working relationships with major venture
capital firms in the key internationalization target markets of their portfo-
lio companies.

e Implications for public policy: A well functioning exit market is a necessity
for the development of a venture capital market. Within the borders of a
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small country, exit opportunities are always relatively limited no matter
how liquid the domestic stock exchange is.> Cross-border venture capital-
ists appear to be useful in opening up a new range of exit opportunities.
The support from foreign investors in tapping international public mar-
kets as an exit route also improves conditions for domestic venture capi-
talists. Consequently, the supply of venture capital is increased both
through the direct supply of international venture capital as well as
through an improved supply of domestic venture capital as a conse-
quence of improved exit routes for domestic venture capitalists. More-
over, foreign investors are in a strong position to support new ventures to
become successful international businesses, and as co-owners of their
portfolio companies highly incentivized to do so. Therefore, public policy
should view cross-border venture capital not only as a source of risk capi-
tal but also as a source of human capital that enhances the internationali-
zation of businesses and as a vehicle that facilitates the development of
the local venture capital industry.

When examining the outcomes of foreign venture capital investments
from a national policy perspective, cases can certainly be found in which the
ownership of some promising domestic business has been lost to another
country. However, such cases should not be allowed to lead to excessive “pro-
tectionism’ that may prevent any significant internationally successful busi-
ness from being developed in the first place. It is quite impossible to even
picture some meaningful global business being developed within the borders
of one single country. As noted, cross-border venture capitalists can signifi-
cantly aid the internationalization of their portfolio companies by helping
them develop a global perspective to their business and open doors in the in-
ternationalization process. However, the impact is not limited to portfolio
companies. The presence of international investors in the venture capital
market is likely to improve the awareness of new ventures about the global
competition already before they receive any investments. In conclusion,
cross-border venture capitalists play an important role in the financial system
as one facilitator of transforming cutting edge R&D into internationally suc-
cessful business.

The results of this Chapter highlight the importance of conducting
more in-depth research on cross-border venture capital. Cross-border ven-
ture capital appears to be a very recently discovered area in venture capital
studies with many new questions unanswered by conventional venture capi-
tal research that focuses on domestic investments with a heavy emphasis on
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the U.S. market. Cross-border venture capital is a particularly important form
of financing for smaller technology-oriented countries such as Israel, Ireland,
Finland, and Sweden. While cross-border venture capital may not be relevant
for the large majority of SMEs in any country, it is likely to be very relevant
for the small elite group of the internationally most potential ventures, which
may have a disproportional impact on the growth of the economy. The com-
plicated issues in cross-border venture capital warrant attention from a wide
array of theoretical and methodological disciplines. We hope that this Chap-
ter will inspire new research in this fruitful area.
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ENDNOTES

' Econometric research typically employs large databases without a significant share of missing values.
Therefore, the choice to drop all the cases without complete responses (listwise deletion) does not usually
influence the results significantly. However, in survey research, missing responses to questions could lead to
dropping a significant share of observations and unnecessary loss of information. Because many of the
some missing value may not be random, various methods have been developed to deal with missing re-
sponses (see, for instance, Rubin 1987; Schafer 1997; and Kofman and Sharpe 2000). In our analysis, we used
imputation to deal with missing values, but found also same results when using other simple methods such
as mean substitution or pairwise deletion. Because of the uniformity of our results across these methods,
we left more sophisticated methods out of the scope of the present Chapter.

2Transformation In(x+1) was used to account for a common pattern of zeros in the variable measuring cur-
rent revenues. We also ran the same analyses using another constant in the transformations (0.01) without
finding major differences in the results.

® The European Union has attempted to facilitate the integration of European financial markets including
support for the creation of a pan-European stock exchange. However, the integration has been slow, and
stock exchanges that span several countries have to date been unsuccessful partly because of persistent
'home biases’ of listing firms. Cross-border venture capital appears to be one factor that has potential to
help break this barrier (Hursti and Maula 2002).
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9. VENTURE CAPITAL FINANCE: WHAT
IS DIFFERENT?

Vesa Kanniainen”

Abstract:

Venture capital (VC) finance is a recent phenomenon in the long history of financial
innovations. Why has VC finance emerged? What are the efficiency gains involved?
What are the limits to VC financing? Understanding the basic problems of corporate
finance is key to addressing these questions. In a risky multi-stage project (i.e., in
founding a firm), uncertainty is greatest at the early stages. An insider entrepreneur
may observe a signal on how likely the success is earlier than outsider investors. The
entrepreneur’s desire to survive so as to reap some private benefits even if liquidation
would be more efficient creates an interest conflict between her and investors. An ex-
perienced informed investor or controlling shareholder equipped with liquidation
rights is able to cope with the incentive problem. Firms at different stages of their life-
cycle and from different industries require, however, different solutions. The institu-
tional equilibrium matches the idea that “uninformed capital” (banks, capital mar-
kets) finances less risky assets (i.e., mature firms and industries) while “informed
capital” finances more risky assets (i.e., start-up firms and emerging industries). VC
finance is a particular form of informed finance that addresses the commercial inex-
perience of start-up firms by advising them on how to grow. However, VC may also
cause negative external effects on the quality of projects financed by the uninformed
capital. We conclude that relative to many other sources of capital, VC remains a
marginal source of funds. It tends to focus on a few sectors at a time and its availabil-
ity may in the long-term be restricted by risk aversion of investors and lack of the ex-
pertise required in project evaluation and advising start-up firms.

“Vesa Kanniainen is at the Department of Economics, University of Helsinki. The author gratefully acknowl-
edges the many helpful comments by Ari Hyytinen and Mikko Mustonen. The views expressed in the Chap-
ter are those of the author. The usual caveat applies.
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9.1. INTRODUCTION

For the welfare of any economy regardless of its institutions, it is important
that new projects are properly selected and funded. Today’s world is charac-
terized by the existence of numerous complex financial contracts both be-
tween financiers and firms and between managers and firms. A natural in-
terpretation is that the evolution of institutions and markets throughout his-
tory witnesses the intrinsic development of economic systems to address the
fundamental problem of project selection.!

Many preconditions must be met for a financial system to operate
properly. New projects only succeed if proper incentives are created for in-
novative efforts and only if the financial contracts facilitate the selection of
the right projects and the rejection of less promising ones. Both acceptance
errors and rejection errors are possible. One of the necessary ingredients for
the financial system to operate properly is that there exists a stable social in-
frastructure, i.e. the existence of sufficient social capital in the form of trust,
respect of property rights and enforcement of contracts.? Despite the exis-
tence of such infrastructure, informational constraints and the possibility of
opportunism shape project choice, financial contracts and incentives.

The financial evolution is a never-ending process. For example, the his-
tory of informal contracts — as primitive as such contracts might have been —
is almost as long as the history of mankind. Helping friends, neighbors or
relatives in the spirit of reciprocity may be viewed in terms of implicit primi-
tive “contracts” and mutual understanding of evolving social norms. The
ideas of institutionalizing such practices were a logical step. It is known that
credit institutions existed in ancient China at least 4000 years ago. Derivatives
are not an invention of our times. Implicit risk sharing arrangements with
properties of forward contracts are known to have existed among primitive
hunting nations (Ridley 1996).3

There has been an active discussion on the relative merits of market-
based financial systems (like those in the US and UK) and bank-centered fi-
nancial systems (like those in continental Europe and Japan). It has been sug-
gested that banking-centered systems may have some advantages over mar-
ket-based systems, as banks provide monitoring services which markets do
not provide. The severe banking crises not only in the US, but also in Europe
and Japan, however, point to that the proposed superiority is not warranted.
There also are other observations that suggest that this discussion may have
been misplaced. The development of VC finance is a new phenomenon and
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apparently solves some of the problems where the efficiency of the banking
system is limited. The attractiveness of VC perhaps lies in that it tends to
combine the strengths of both systems, providing strong incentives for entre-
preneurs and for the controlling role of capital, i.e., the VCs. The traditional
roles of the stock market in providing equity capital and a market value for
existing companies are augmented by a third economic mechanism. Stock
markets allow for an exit for VC investors, facilitating reallocation of capital
to yet unlisted firms and new start-ups.

The current article reviews these issues. From the financial market’s
points of view, financing of an innovative idea looks like a “lemon” problem
(see Akerlof 1970 for the path-breaking analysis of this problem). Conse-
quently, there tends to be a lemon’s premium incorporated in the cost of fi-
nancing R&D projects. The evidence is consistent with external finance being
more expensive than internal finance (Hall 2002). As a consequence, R&D —
intensive firms tend to face a high cost of capital. There is more to it. R&D is
different from “ordinary investment” first of all because a large part of it con-
sists of wages of highly educated scientists and engineers whose efforts cre-
ate intangible assets and tacit knowledge that become embedded in human
capital and lost if the workers leave the firm. As firms tend to avoid firing
their knowledge workers, the required rate of return has to cover such costs.
Second, the degree of uncertainty is greatest at the beginning of the research
program and mostly creates what might be called “growth options”.

New projects tend to be subject both to market and idiosyncratic, en-
terprise-specific risks. In particular, risky R&D projects tend to be subject to
under-investment for the reason identified by Arrow (1992), known as the
appropriability problem. Knowledge is a (nonrival) public good and can be
exploited by competing imitators. Though imitation is costly, concerns for
underinvestment remain. There is another argument pointing to market fail-
ure in Arrow (1962), the gap between the private rate of return and the cost of
capital. When the investor and financier are different entities, external inves-
tors require a higher rate of return on their investment than an entrepreneur
investing her own funds.

In the case of more mature companies, separation of ownership and
control leads to principal-agent problems and facilitates opportunism. This is
a challenge for corporate governance. Managers tend to spend on activities
that benefit themselves and not to work as hard as the owners of the firm
would like him to work. Moreover, risk aversion may make managers less
keen to invest in risky R&D. Controlling the amount of free cash flow avail-
able to managers may mitigate the agency cost of the first type. A means to it
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is to lever the company. There are, however, obvious limits to the extent that
debt can serve as a disciplinary device and to solve moral hazard problems of
this kind.

The organized VC finance is a rather new instrument. In the US, the
VC industry consists of fairly specialized pools of funds that are managed
and invested in companies by individuals knowledgeable about the industry
in which they are investing. From this perspective, VC can be viewed as “in-
formed capital”. Informed capital can help to control both the lemon and
moral hazard problems but it has to face abnormal risks.

Using US data, Kaplan and Stromberg (2000) examine 200 VC con-
tracts. They find that the contracts often provide for separate allocation of
cash flow rights, control rights, voting rights, board positions, and liquida-
tion rights, and that the rights are frequently contingent on performance
measures. If performance is poor, the VCs often gain full control of the firm.
Provisions such as delayed vesting are often included to mitigate hold-up by
the entrepreneurs as suggested by Anand and Galetovic (2000). Kapland and
Stromberg conclude that VC contracts are most consistent with the predic-
tions of Aghion and Bolton (1992) and Dewantripont and Tirole (1994) as in-
complete contracts. Put simply, a VC contract is a complex debt-equity hy-
brid that looks more like debt when the firm does poorly (giving control to
the investor) and more like equity when the firm does well (giving control to
the entrepreneur).

Economists speak of the history of VC in the present form extending
over a few decades only, noticing that the annual inflows to VC funds started
from virtually zero in the mid-1970s (cf. Gompers and Lerner 1999). Many of
the most valuable companies, including Apple Computer, Genentech, Intel,
Lotus, Microsoft and Yahoo were all backed by VC funds. The first modern
VC firm, American Research and Development (ARD), was formed in 1946
by MIT and the Harvard Business School. They sought to commercialize the
technologies developed for World War II (Gompers and Lerner, p. 6). The
success of the investments ranged widely. Almost half of ARD’s profits came
from its investment in Digital Equipment Company in 1957. The first corpo-
rate venture funds began in the mid-1960s. Excited by the ARD success, large
companies began establishing divisions that emulated VCs. During the late
1960s and early 1970s, more than 25 percent of the Fortune 500 firms at-
tempted corporate venture programs. There were setbacks associated with
the stock market crash of 1987. However, the end of 1990s was a period of
tremendous expansion of VC finance. One explanation for such a develop-
ment is the response of investors, like pension funds to new opportunities, al-
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lowed by legal changes and provided by those organizing VC funding. While
VC in the US amounted to no more than 2-4 billion USD annually in 1980-93,
recent estimates put it at almost 40 billion in 1999. After lagging behind for a
long time, Europe started to catch up as well. In 1998, its VC was 14 billion
euros, three times what it was only five years earlier. 4 It is by now observed
that the boost was followed by a dramatic slowdown in VC finance linked to
downturn of the stock markets that started in 2000.

To understand the rise (and fall!) of VC, one must first understand
what the corporate finance problem really is about, why it has been so diffi-
cult to gain an understanding of it and why it has been such a tremendous
research challenge for the economic profession. At this junction, one cannot
close one’s eyes to the fact that firms and enterprises in different stage of their
life-cycle are in rather different starting points when searching for finance.
New firms or their entrepreneurs typically have an idea but no money, no
history, and no reputation. Firms with established reputation, in turn, can
rely both on financial intermediaries and capital markets to raise funding.
Such access may not be available for small firms that must try to convince
outside investors of the quality of their ideas.

For a project success, both the entrepreneur and a company need help
with special commercial skills in addition to the technical skills provided by
the innovator or production manager. Firms at different stages of their life-
cycle find different solutions. A start-up consults VCs, a mature company
consults the hired manager. A start-up has to give up control rights to a VC.
A mature company need not — it can issue debt on capital markets at the
market rate of interest.

Viewing a risky project as a multi-stage process in this vein implies
two matters. First, uncertainty is greatest at the early stage of the project. In-
formation arrives over time, not automatically but after innovation efforts
and commercialization of the product. Success can be tested only in the mar-
ket place. Second, it is the insider entrepreneur who typically obtains a signal
of the likelihood of success (“the cash flow”) earlier than the outsider finan-
cier. This tends to create a moral hazard incentive, an incentive for opportun-
ism, and the desire to survive so as to reap some private benefits even if lig-
uidation would be more efficient. Uninformed outside finance rationally an-
ticipates this incentive and refuses financing. An experienced, informed fin-
ancier or controlling shareholder equipped with liquidation rights can better
cope with the opportunism.’

It appears that the task of the VC is a much more challenging one than
is the task of a financial manager in a mature company. The VC has to evalu-
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ate a project when uncertainty is greatest, almost under a veil of ignorance. It
also has to convince the investors who fund VC pools and know that the
critical resource is the special expertise of VCs. As we will argue, the limits to
VC finance arise from the fact that there may be only a handful of competent
people who have such expertise. Managers of mature companies also sell
their expertise to their companies. But their involvement in fund raising is
perhaps more trivial, given that their companies is mature and known.®

If start-up firms indeed face a higher cost of capital than mature com-
panies why are investors willing to invest in VC pools? What we suggest is
that a standard risk preference view becomes relevant here. Optimal portfo-
lio management allows for diversification of investment between low and
high risk assets. The resulting institutional equilibrium matches with the idea
that uninformed capital (banks, capital markets) “supplies less risky assets”
while the informed capital “supplies more risky assets”. Such an equilibrium
will be discussed later in this essay. The outcome of the emergence of in-
formed capital is that we witness start-ups that in the absence of such capital
would never come into existence. This is a major source of welfare gain. To
arrive at these conclusions, we start by going back to the basics.

9.2. CORPORATE FINANCE: WHERE DO WE STAND?”

9.2.1. DEBT, EQUITY AND LIMITED LIABILITY

It has been argued that the nature of a firm today tends to be different from it
used to be earlier (see, in particular, Zingales 2000). In the traditional theory,
the “firm” was understood to be very asset-intensive and highly vertically in-
tegrated with tight control over its employees — control that is concentrated at
the top of the organizational pyramid. Its boundaries were clear-cut and suf-
ficiently stable. Not any more, claims Zingales. The nature of the firm is
changing. Large conglomerations have been broken up, and their units have
spun off as stand-alone companies. Vertically integrated manufactures have
relinquished direct control of their suppliers and moved toward looser forms
of collaboration. Human capital is emerging as the most crucial asset. As a
result of these changes, the boundaries of the firms are in constant flux, and
financing and governance choices can easily change them.?
We learn from Zingales (2000) that

“The practice of actively raising capital from a large public of investors for the

purpose of undertaking new private ventures started with the spread of the legal
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concept of a corporation. In fact, during the seventeenth century, early corpora-
tions (such as the East India Company) were granted limited liability with a spe-
cial royal decree for the purpose of facilitating the raising of capital for socially
beneficial endeavors that involved too much capital and too much risk to be un-
dertaken by a few wealthy individuals. In spite of some major setbacks, this sys-
tem proved so successful that after the middle of the nineteenth century, Eng-
land started granting freedom to incorporate to all business enterprises. All
other major countries followed promptly. Thus, although financing in some
forms goes back as far as the Babylonian King Hammurabi (1800 B.C.), it was
only after the middle of the nineteenth century that the raising of funds in the

market place became common practice.”

The analytic idea of a firm as a nexus of contracts goes back at least to
Alchian and Demsetz (1972) and in particular to Jensen and Meckling (1976).
It has, however, been known since Coase (1937) that the defining characteris-
tic of a firm is that it substitutes authority for the price mechanism in deter-
mining how decisions are made. What does the traditional view imply for
the value of a firm and why is it that we have shareholder supremacy, Zin-
gales (2000) asks. Is a new view of a firm needed and what would it imply for
our thinking about corporate governance and the financing corporations?
One implication is that if the decision rights should be allocated to the party
which can benefit and lose the most from decisions, the party in control must
be able to make decisions that alter the distribution of payoffs among the
members of the nexus. The implication is that though the shareholders carry
most of the risk, other members of the nexus cannot be fully protected either.
Also implicit contracts are part of the nexus. This view tends, however, to
suggest that explicit contracts and shareholder control may no more be suffi-
cient for efficiency.

Informational constraints and interest conflicts are the source of the
problem, though emphasized differently in different traditions. To under-
stand the principles of corporate finance, one cannot indeed overlook the
fundamental implications of limited liability. It is the most distinguishing fea-
ture of the legal entity called the corporation that investors are not personally
responsible for debt issued by the corporation. Both the principles of limited
liability and corporate governance have an impact on incentives and corpo-
rate finance. Limited liability turns a firm’s equity into a call option and
thereby enables investors to reduce portfolio risks by diversifying.” On the
other hand, it is the limited liability, as important as it is, which is the source
of interest conflict between debt holders and equity holders. That is, it gives
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rise to the “asset-substitution” incentive identified by Jensen and Meckling
(1976) and to the debt overhang and under-investment problem identified by
Myers (1977). The fact that in large corporations, investors are dispersed with
a limited possibility to coordinate, leads also to a free-riding problem. Only
large shareholders have an incentive to monitor and acquire information on
the state of the corporation, making them demand information rents.

The importance of the interaction of assets in place and growth oppor-
tunities was considered by Myers (1977) and Myers and Majluf (1984). If a
manager has private information that the market is undervalying the assets
in place, she will prefer to pass up valuable growth options rather than dilut-
ing the value of assets of the existing shareholders. On the other hand, there
are limits to debt, as an excessive amount of debt raised to finance existing
assets makes it very costly for shareholders to raise new equity. The reason is
that it would increase the value of existing debt at the expense of equity.
These are the sources of the under-investment problem.

The theory of project finance started as a theory of corporate finance,
not as a theory of enterprise finance. Venture capital funds are those primar-
ily devoted to equity or equity-linked investments in young growth-oriented
firms. Their time to mature and be listed is long ahead. Indeed, small firm fi-
nance is an issue in its own right. Firms seem to evolve through a financial
growth cycle (Berger and Udell 1998).

When a firm acquires outside finance in the form of debt, some protec-
tion has to be offered for debt-holders. This protection is created in terms of
first priority to project returns, implying that equity-holders have the resid-
ual rights. Second, debt-holders typically have access to control right when
the project is unable to meets its financial obligation, i.e. to service its debt.
Furthermore, debt contracts today can include a number of covenants that
help to control the potentially many incentive problems. The equity-holders,
however, are protected by the principle of limited liability in the case where
the worst state of the world takes place.

9.2.2. INFORMATION CONSTRAINTS FACED BY OUTSIDERS

The possibilities of an outsider financier to safeguard his money handed over
to a firm are limited. One wants to know to what extent the project-holder
puts her effort into the project. Some uncertainty also remains as to how
money is invested and how the project’s true return is reported to outsiders.
The striking starting point in the early development of the theory of
corporate finance was that though project riskiness was recognized, all par-
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ticipants were assumed to have access to the same information. Subsequently,
this has been viewed as a fatal mistake.!® The early contributions by Miller
and Modigliani, published in 1958 and 1961, were unable to explain for why
finance seems to matter. They were rewarded with a Nobel price if only to
recognize that while it is important to know the right answer, it may be even
more important to identify the right issue. The result that they proved indi-
cated that the value of corporate capital really depends only on its ability to
generate cash flow, not on the way the acquired capital was financed. Equity-
holders of a leveraged company do require a premium on their stake but this
cannot distort the value of a company’s total liabilities. If altering the finan-
cial mix could change the company’s total value, this would allow for profit-
able arbitrage opportunities. However, as the argument goes, such opportu-
nities cannot survive as an equilibrium phenomenon.

Practitioners in the field and experts in academia knew that the result
was wrong. What they did not know was why it was wrong. The ideas of ex-
ternal bankruptcy costs or tax distortions were around but they could not
provide a sufficiently general explanation. It seemed that finance directors in
companies are more important than implied by the theory. They were
deemed to earn their top salaries but the theory just could not explain why!

It took no less than almost twenty years when the new track was
found. Jensen and Meckling (1976) provided the light, establishing a new re-
search agenda. What Jensen and Meckling suggested was that the managers,
bond-holders and equity holders all are governed by their own interests. This
becomes important when information is asymmetric — the idea which at the
same time was changing so much in the other areas of economics. Corporate
insiders may not be inclined to maximize corporate wealth, because by pro-
viding a costly effort, they can reap only part of the generated benefit. This
tends to invite slack. There is no information or incentive problem when the
same person owns and runs the company. After the initial growth stage is
passed, the situation changes, however, as outside finance typically is needed
to expand. A manager working one more hour has to share the profits she
makes with the rest of financiers. With shared ownership, an incentive to
provide effort is reduced. A manager in a company with outside equity tends
to equalize private benefits and costs.!! When equity is issued, she may have
to give up some of those benefits to the extent that equity-holders monitor
her activities. The existence of agency costs of equity means a deadweight
loss. This is the basic tragedy of a shareholder corporation. Why are they still
doing so damn well?
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An attempt to find a solution for the managerial problem and to syn-
chronize the incentives of owners and managers is represented, for example,
by manager options. Judging on the basis of some recent observations, this
may be very costly to shareholders. Here one can refer to the 2002 scandals,
the Enron case and the ABB pension plan for managers, to name just a few. A
good question is whether there are alternative ways to control the manage-
ment and how much it is worth devoting resources to it.

9.2.3. FINANCE AND DISCIPLINE: DEBT FIRST

It was suggested by Jensen (1986) that corporate debt could operate as a dis-
ciplinary mechanism (see also Stulz 1990). Moreover, with debt finance the
incentive for provision of labor effort of an entrepreneur is greater than with
equity finance. With debt, the upside risk is unlimited and the return, net of
debt service belongs fully to the entrepreneur. With equity financing, an en-
trepreneur has to share the surplus (cf. Poitevin 1989). With debt, the entre-
preneur obtains revenue only if the debt is fully serviced. With equity, no
similar discipline exists in terms of dividends.

Why then is it not the case that all finance is in terms of debt? One pos-
sible answer is the asset substitution problem. It cannot concern a small start-
up enterprise which does not make choices between projects. It concerns
companies which have a larger number of projects and new ones being
planned. The problem is that debt transforms corporate equity into a call op-
tion. In the light of Black and Scholes (1973), the value of a call option is posi-
tively related to the risk involved. In a corporation that is highly leveraged,
the owners have an incentive to try to switch to high-risk projects to exploit
the limited liability and benefit at the expense of debt-holders. When mana-
gerial options are related to corporate equity, there is an equally obvious risk
that managers find it in their interest to take too much risk.

9.2.4. HOW SHOULD THE RIGHT TO MAKE FUTURE DECISIONS BE ALLO-
CATED?

Hart (2001) addresses the mystery why so many different financial structures
exist. There is a general problem with the theories of capital structure em-
phasizing agency view, as has also been pointed out by Holmstrom and Ti-
role (1989): why use the financial structure rather than an incentive scheme to
solve the agency problems? Hart therefore focuses on decision (control)
rights in the framework of incomplete contracts. He asks: how should the
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right to make future decisions be allocated between the entrepreneur and the
investor? It appears in practise that shareholders have decision rights as long
as the firm is solvent while creditors acquire rights in default states. In his in-
sightful review, Hart identifies the fundamental interest conflict between an
insider entrepreneur and an outsider financier arising from the fact that the
entrepreneur is mostly interested in private benefits (as earlier suggested by
Aghion and Bolton 1992). The interest conflict has to be resolved. Who is
supposed to make the decisions on cash flow allocation and control ex post,
after some signal on the likelihood of success (the cash flow) has been ob-
served? Hart explains the diversity of outside claims in the context where in-
tervention by an outside investor is costly. It appears that heterogenous
claimants can put more pressure on management than homogenous claim-
ants. Hart also shows that if the debt level is very high, its disciplinary role is
lost.

9.2.5. FINANCIAL INTERMEDIATION

The development of intermediaries has served a good purpose. While credit
institutions have existed for thousands of years, the history of understanding
the banking industry is much shorter and still subject to many open ques-
tions. The first well-established approach to customer screening problem was
introduced by Stiglizt and Weiss (1981). It was not a fully adequate analysis
(cf. Bester 1985) but it was a good start. It was the first analysis to show the
impact of uncertain knowledge of projects to be financed on credit terms.
Their approach, however, had to assume the existence of collateral. Yet, new
start-ups do not have access to collateral, own assets to be put as collateral,
not even a history or reputation. Banks usually do not finance start-ups with-
out collateral. The potential entrepreneurs only have an idea, a talent or abil-
ity to work with the idea. The quality of their human capital cannot be veri-
fied either. Viewed in this vein, there seems to have existed a social invitation
to a new form of finance: VC had to be born! Given also that it is so hard to
control corporate management and protect shareholder wealth, one is led to
ask whether VC finance can make a difference.

Venture capital finance seeks start-ups that try to develop new tech-
nologies with highly risky prospects, which have no proven track record and
will probably generate negative cash flow for a long time. Matching start-ups
with VCs is to a large extent a random process and may require costly mar-
keting effort by VC companies, who all may have rather different business
experience. Even more, venture funds have to be established, i.e., securities
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have to be issued to collect money. Indeed, a VC fund is an intermediary who
is involved in contracts on two frontiers: with its investors and with its start-
ups. On the first frontier it is an agent, on the second it is a principal. In VC
finance, there are two cycles to be explained. Money goes and money is re-
turned. There is another preceding cycle, money has to be collected and
money will be returned.

Development of a new idea is always subject to risks. As Geroski
(1995) has documented, market entry is risky. During the first three years, 30
per cent of new projects fail and during the first five years, the failure rate
goes up to 50 per cent. In VC backed industries, risks are manifold: only 2 out
of 10 projects which are financed by VCs survive. There is another possible
explanation for the high failure rate: is there excess entry to entrepreneur-
ship? The fact that such a proposition cannot be rejected right away points to
a need to understand the fundamentals of financial contracts. Finance tends
to be restricted, as the financial institutions are aware of the lemon problem.
Though market entry is the only test available, a limited ability to identify
project risks ex ante, however, tends to lead to cross-subsidization of project
costs (de Meza and Webb 1997). This means that high-quality projects subsi-
dize low-quality projects through intermediation.

In what follows we try to understand what’s different about VC fi-
nance and how it fits the financial landscape that we know to exist.

9.3. VENTURE CAPITAL

9.3.1. NATURE OF VENTURE CAPITAL FINANCE

In an influential early review of VC finance, Sahlman (1990, p. 473-474) de-
scribed VC financing as follows:

“The venture capital industry has evolved operating procedures and contracting
practices that are well adapted to environments characterized by uncertainty
and information asymmetries between principals and agents. By venture capital
I mean professionally managed pool of capital that is invested in equity-linked
securities of private ventures at various stages in their development. Venture
capitalists are actively involved in the management of the ventures they fund,
typically becoming members of the board of directors and retaining important
economic rights in addition to their ownership rights. The prevailing organiza-
tional form in the industry is the limited partnership, with the venture capitalists

acting as general partners and the outside investors as limited partners.”
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Consistent with this description, VC partnerships enter into contracts with
both the outside investors who invest their funds into “the professionally
managed pools of capital” and the entrepreneurial ventures that the VCs fi-
nance. It has been found that the contracts share the following characteristics:
i) staging the commitment of capital and preserving the option to abandon;
ii) using compensation systems directly linked to value creation; and iii) pre-
serving ways to force management to distribute investment proceeds.

These characteristics of the contracts address three fundamental prob-
lems: i) the sorting problem, i.e., how to select the best VC organizations and
the best entrepreneurial ventures, ii) the agency problem, i.e.,, how to mini-
mize the present value of agency costs, iii) the operating-cost problem, i.e.,
how to minimize the present value of operating costs, including taxes.

After a decade with new financial experience, Gompers and Lerner
(1999, p. 3-4) emphasize in their description of VC finance three key themes:

“The first is the tremendous incentive and information problems that venture
capitalists must overcome. Venture investors typically concentrate on industries
with a great deal of uncertainty, where information gaps among entrepreneurs
and investors are commonplace. These firms typically have substantial intangi-
ble assets, which are difficult to value and may be impossible to resell if the firm
fails. Similarly, market conditions in many of these industries are highly vari-
able. The nature and magnitude of the information gaps and uncertainty at each
stage of the cycle leave many opportunities for self-interested behavior by the
various parties. At each stage of the cycle, the venture industry has developed
novel checks and balances, ensuring that incentives are properly aligned and in-
creasing the probability of success. The second theme is the interrelatedness of
each aspect of the venture capital process. Venture capital can be viewed as a cy-
cle that starts with the raising of a venture fund; proceeds through the investing
in, monitoring of, and adding value to firms; continues as the venture capitalist
exits successful deals and returns capital to their investors; and renews itself
with the venture capitalist raising additional funds. To understand the venture
capital industry, one must understand the whole “venture cycle...”. A final
theme is how slowly the venture capital industry adjusts to shifts in the supply

of capital and the demand for funding...”

Thus, after a decade, two new features of VC finance are emphasized: The
first one is the interrelatedness of each stage of the venture capital process,
which points to the importance of understanding the entire “venture capital
cycle”. The second one is the existence of frictions in, or limits to, VC finance.
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9.3.2. FEATURES OF VENTURE CAPITAL FINANCE
What are the ventures discussed?

The rise of VC finance was largely linked to the “third industrial revolution”
i.e., to the emergence of new industries like information and communications
technology, biotechnology, medical and health care industries, and software,
to name a few. While these industries may have existed already before, the
rise of the VC finance was related to unprecedented rates of business forma-
tion and the associated increase in the number of start-ups, equipped with
new ideas for future products and services, in these industries.!?

Most if not all relevant features of these industries and, more generally,
“new economy” (which lost glory in the stock market downturn that began
in 2000 but whose products will certainly be permanent) can be summarized
as follows: the industries are human capital intensive; the risks are substan-
tial; there are often network externalities in demand, especially after a critical
mass of consumers has been attracted; there are large fixed costs in research
and development but potentially trivial production costs (as many products
are digital); a position as an early market leader is an advantage; product life-
cycles may be short and the product variability is large; products tend to be
experience goods; and, finally; relevant markets are often global.

Sorting out the best projects in industries with these features is not an
easy task, not least because a typical venture organization receives many
dozens of business plans for each one it funds. A fundamental aspect of VC
finance is that serious venture candidates are extensively scrutinized through
both formal analyses of technology and market strategy and informal as-
sessment of management team. The decision to invest in a venture is fre-
quently made conditional on the identification of a syndication partner who
agrees that the venture is an attractive investment.

What stages are involved?

The stages involved in creation of new enterprises are pre-seed, seed, start-
up, expansion, and restructuring (see, e.g., Christensen 2001). In the pre-seed
stage, the business idea is developed, examined and evaluated from a techno-
logical and commercial point of view. At this stage, the level of uncertainty is
high. In the seed stage, a right combination of risk capital, economic guid-
ance and competencies need to be available for the idea to develop so that it
begins to be attractive to investors, including VCs. Capital is typically needed
to further develop the initial idea, which may for example be a concept or a
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prototype. Seed finance is, however, hard to obtain. One may have to rely on
one’s savings, loans from relatives or friends. In some cases, commercial al-
ternatives may be available, like incubators, science parks, business angels
and (risk-loving) VCs.

If the right combination of risk capital, economic guidance and compe-
tencies is available, the initial idea can lead to a start-up. In the start-up stage,
uncertainty is still high and demand for capital increases. Additional financ-
ing is required for example for further product development and initial mar-
keting. As the transition from the pre-seed to start-up stage may have taken
only a short time, the product or service has at this stage not yet been tested
commercially. Only after the critical stage of commercialization of product
has been passed, the level of uncertainty decreases. Of course, the start-up
may turn out to be a success or a failure. If it is successful, the expansion
stage may follow, including increasing the scale of production and sales ca-
pacity. At this point, break even may be reached. The last stage in the link be-
tween an enterprise and a VC is when the VC cashes in its profit, leaving the
company in connection with an IPO or a trade sale.

Michelacci and Suarez (2000) have produced a fascinating explanation
for why a VC stays in a firm only for a limited period of time. They argue
that while the rate of return initially is high (as the VC is able to exploit the
economic rents that its expertise generates), it is reduced as the firm matures.
An exit from the maturing firm leads to then the next stage in the “VC cycle”,
i.e., in a new investment in a new venture.

What is special about VC finance?

In starting up new firms, pioneering entrepreneurs have been a major driv-
ing force in the growth of many emerging, knowledge-intensive industries.
Innovative projects in such industries can be highly profitable but extremely
risky. The risks involved explain why business failure is common among
start-ups. Entrepreneurs also face several barriers when starting a new firm.
As compared to start-up investment costs, their own resources tend to be lim-
ited and they are commercially inexperienced. Their superior technological
knowledge and proprietary information makes it difficult for outside financi-
ers to evaluate the quality of the project and to monitor its progress. As start-
ups have no own track record and often few assets that could be pledged as
collateral, finance from traditional sources, such as banks, is often not avail-
able to them. It is this void that is filled by VCs.

But why VC finance? What is special about it? The short answer is that
VC is a special form of “informed” capital, because VC firms provide new
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and growing firms with also something else than just capital. They provide
firms with informed capital, because the VCs also advice the firms on how to
grow. Given the often-limited business competence of the founding entrepre-
neur, the VC’s advice in building business relations, hiring personnel and
marketing the product becomes a valuable if not the key input.’* The mana-
gerial expertise and industry knowledge of the financier, i.e. his competence,
can be the critical ingredient, as there are probably few industries where ex-
perience matters as much as it does in VC investing. Thus, what makes VC
different is that it addresses the problem that arises from the scarcity and
quality of management skills in the newly established firms.

The competence of VCs rests on their own experience and active busi-
ness involvement in the industries the VC financing focuses on. This implies
that competence cannot be acquired in a short time, nor is it easily transfer-
able to other persons. Further, in a rapidly changing business environment,
competence cannot be permanent either and may easily depreciate.

The foregoing discussion does not suggest that VC-backed firms do
not fail. Mistakes and risks are an essential part of economic progress and
even the most experienced VCs cannot probably fully avoid them. However,
it is the limited supply of experienced VCs, rather than the availability of
capital per se, that may in the long-term be decisive for the emergence and
growth of young innovative firms. Or as Gompers and Lerner (1999, p. 4) put
it: “Not only is it difficult to raise a new VC fund without a track record, but
the skills needed for successful VC investing are difficult and time-
consuming to acquire”. It is this special nature of VC finance why VC may
remain a marginal source of funds relative to many other sources of capital,
why it tends to focus on a few sectors at a time, and why its availability may
be restricted in the long-term.

VC control: more powerful than debt?

The role of debt as a disciplinary device is well-known (as discussed above).
It arises, however, less from active monitoring and more from the fact that
debt must be serviced before equity. VC contracts can include even more
powerful covenants than debt. The covenants are a monitoring device and a
means to nurture and have power over start-ups. The existence of such cove-
nants suggests that the relationship between a VC and an entrepreneur is
special and, in particular, that VCs do not only advise. They also control.
Schertler (2000) provides an illuminating survey of empirical and theo-
retical studies on various control mechanisms in VC contracts. He reviews
forms of entrepreneurs’ compensation, types of financing, staging of capital
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infusions, and various other control rights. The main mechanisms of control

can be summarized as follows:

Using cash-flow: “Delay” in paying the entrepreneur her share of profits
can be used as a control device. The entrepreneur is often entitled only to
some basic salary that she receives as long as the project is not abandoned.
He also obtains an equity stake that allows her to participate in realized
profits. Consistent with this view, Kaplan and Stromberg (2000) find that
unlike in Europe, 94 percent of the US VC-backed enterprises are financed
with convertible preferred stocks. Furthermore, VC contracts often con-
tain a specification of events (i.e., “milestones”) after which an automatic
conversion of the convertible financing instruments occurs. In Gompers
(1997) it is documented that most VC contracts specify an automatic con-
version at the time of an initial public offering, as it is the best signal of
enterprise success. The use of convertible securities, combining elements
of both debt and equity contracts, reveals a key feature of VC contracts:
they fall in the area of “incomplete contracts”. This is one of the key dif-
ferences when one compares traditional debt and equity with VC: Use of
convertible securities has the major advantage of making VC finance unat-
tractive to low quality entrepreneurs and also provides VCs with the in-
centive to perform.

Using capital infusion: Staging capital infusion is apparently one of the
most important mechanisms in strengthening the incentives of an entre-
preneur. Financing start-ups in stages enables the VC to obtain significant
information about the progress of the firms in their portfolio.!*

Using direct control rights: Direct control rights, such as having VCs on the
board of the portfolio firms, augment the other control means. Cornelius
(1997) shows for example that out of seventy-seven VC investments, al-
most 62 percent use voting restrictions in the seed stage. In the early
stages of growth, over 80 percent of the investments use this covenant,
while in the later stage of growth only 25 percent relies on it (see also
Kaplan and Stromberg 2000). Moreover, VCs withhold in 66 percent of the
analyzed arrangements the majority votes in the “pre-revenue” stage
compared to 49 percent in the “post-revenue” stage.!>

While it is difficult to judge empirically the real effects of VC, the foregoing

discussion is not inconsistent with what empirical evidence suggests. It has

been found, for example, that VC-backed enterprises outperform non-VC-

backed ones even after the initial public offering (Brav and Gompers 1997,

and Gompers and Lerner 1999, ch. 14). In addition, there is evidence that the
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total cost of going public is lower for VC-backed enterprises, since the degree

of under-pricing and the compensation of underwriters are lower (Meggin-

son and Weiss (1991)). On the top of this, VC-backed enterprises seem to ac-

count for a disproportionate share of patented innovations (Kortum and
Lerner 2000).

9.3.3. THEORETICAL RESULTS ON VC-FINANCE!6

The theoretical literature on VC finance is young but expanding. In what fol-

lows, we provide a selective survey of some of the new models and results of

this literature:

Entrepreneur’s performance evaluation and contingent replacement: It has been
found that entrepreneurs may not work as hard as would be socially op-
timal, i.e., that the so-called first-best effort choices cannot be achieved.
Chan et al. (1990) consider VC financing and problems related to unob-
servable entrepreneurial skill and firing or retaining of an entrepreneur.
Their major result is that the optimal severance pay for an entrepreneur is,
surprisingly, a fixed payment. In a related context, Hellman (1998) finds
that when an entrepreneur is fired, her expected severance pay is strictly
lower than when she stays. These models thus emphasize the idea of con-
tract incompleteness and renegotiation in VC finance.

Stage financing and convertible financing instruments: In Repullo and Suarez
(1999), a double moral hazard characterizes VC financing and results in
effort choices that are not first-best. It is found that the initial contracts are
very much like warrants. In Bergeman and Hege (1997), moral hazard by
entrepreneurs hampers VC financing in a multi-period model. They argue
that a contract which involves funding a project up to some time actually
does better than a stage financing contract. In Cornelli and Yosha (1997),
an entrepreneur can manipulate the signal that financiers (VCs) observe
about the success of the project. This results in a convertible debt-
component in the financing contract that helps the VCs to address win-
dow-dressing by the entrepreneur.

Moral hazard with endogenous information: Dessi (1999) explains three fea-
tures of VC finance: i) control rights over the decision to liquidate, ii) the
use of convertible financing, and iii) large post-IPO VC equity holdings. In
this model, information is revealed at an interim stage and a decision is
made whether to liquidate or to continue the project after the information
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is revealed. It turns out that the use of the conversion right by the VC is
consistent with him signaling information to outside investors.

Learning the VC ability: Gompers and Lerner (1999) introduce a learning
model where there is initially uncertainty about the (advisory) ability of a
VC. Uncertainty concerns either the VC’s skill in selecting portfolio com-
panies (either through screening or through proactively identifying trans-
actions) or his ability to advise the portfolio firms to grow. In this model,
the VC is assumed to raise two consecutive funds. The fund’s return is a
function of the VC’s ability, his effort and random factors (“noise”). The
VC’s compensation (profit share) is a linear function of the fund’s returns.
Investors are risk neutral as they typically are pension funds and insur-
ance companies, while the VC is risk averse. Contracts are designed be-
fore the effort by VC is chosen. The second contract is conditional on
learning the outcome of the first contract. The first outcome affects inves-
tor’s beliefs of the ability the VC. The model shows that in this environ-
ment, the optimal profit share of the VC and his fixed compensation cor-
respond to what are observed empirically.!”

Venture capitalists signaling their ability: A VC knows his ability in selecting
start-ups to be financed but the outsiders investing in VC funds do not.
Gompers and Lerner (1999) argue that the high-quality VCs can try to
signal their ability (“quality”) to attract funding at favorable terms. In this
framework, information about the ability is totally revealed in the first pe-
riod and has an impact on the fixed compensation obtained by the VC in
the second period. It turns out that a signaling equilibrium obtains in
which the high-ability type offers a contract that makes the low-ability
types unwilling to mimic the high-type’s offer.

Double moral hazard: Venture capital advice and consulting can be viewed
as a costly unobservable input. Project success depends therefore both on
the effort of the entrepreneur and the financier. What this means is that a
double moral hazard problem characterizes VC finance. Repullo and
Suarez (1999) were among the first to formalize the problem and to study
its implications. Schmidt (1999) has argued that the double moral hazard
can be avoided using convertible instruments. Hellman (2002) shows that
when the new venture and the core business are complements, a corpo-
rate VC would provide more support than an independent VC. Which
one of the two moral hazard problems matters more is perhaps one of the
most important open questions in this area of research. Traditionally, it
has been assumed that it is the entrepreneurial moral hazard that matters
in the relationship between entrepreneurs and their financiers.
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e Syndication: Syndication represents an institutional development that
helps to manage risks and pool information. From the economic point of
view, it can be regarded as equivalent to information and risk sharing.
Such additional mechanisms tend to enhance the efficiency of VC finance
(see, e.g., Schertler 2000).

As the above selective survey shows, the theoretical literature on VC finance
is young and also quite fragmented. While we do not have a complete model
of VC finance to fully understand what VC finance is and how it works, we
have a pretty good idea why VC finance has emerged and what efficiency
gains are involved. However, we know relatively little about what the limits
to VC financing are and how its emergence affects the functioning of the
other markets that provide capital to firms. What is known on the basis of the
few existing theoretical analyses is the following:

Optimal start-up portfolio and limits to VC industry

The quality of advice is what makes VC finance different. Kanniainen and
Keuschnigg (2000) explore the implications for the quality of advice when VC
is involved in financing several start-up firms simultaneously and has thus a
pool of companies to advise.’® When entrepreneurs with promising ideas are
abundant but the supply of experienced VCs is limited, rents will usually be
abnormally high. In such an environment, VCs will be tempted to include an
unoptimal number of start-ups in their portfolios. Managerial advice then
tends to be stretched too thin over numerous firms, reducing the quality of
advice and thus VC's value added to each single portfolio company. This
might raise the risk of business failure.

High rents over a prolonged time will eventually attract additional
VCs to enter and ease the shortage in managerial advice. Kanniainen and
Keuschnigg (2000) argue that VCs will then advise each portfolio firm more
intensively and thereby keep the risk of business failure small. Since special-
ized managerial competence is acquired only through active business experi-
ence, the emergence and entry of experienced VCs is presumably a slow
process. The supply of VC finance is therefore rather inelastic in the short
run. It is this inelasticity that limits the expansion of VC industry. In a sense,
the limits to the VC industry arise from elimination of excess rents in equilib-
rium. The results that Kanniainen and Keuschnigg (2000) obtain also illus-
trate how demand and supply side shocks might change the way the indus-
try works.
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How do financial markets help in allocating various talents into right indus-
tries?

People equipped with different talents tend to produce different project
ideas. Various institutions with different risk-sharing capabilities have devel-
oped to evaluate and finance these projects. Kanniainen and Leppamaki
(2002) raise two questions: First, how do different talents get allocated to
match various projects (industries) in an economy under different financial
institutions? Second, what determines the scope of these institutions, the in-
stitutional equilibrium, to match with these projects?'

Matching between tasks and talents is challenging. For an individual,
an occupational choice means a long-term commitment, requires costly in-
vestments and is typically accomplished under imperfect information. It is
essential for allocational efficiency that people get allocated to the right in-
dustries. In Kanniainen and Leppamaéki (2002), there are two types of finan-
cial institutions, those that provide “uninformed” finance and those that pro-
vide “informed” finance. Allocation of finance is based on self-selection,
where financial terms are determined by uninformed financiers' average
judgment of projects and informed financiers' information advantage. The
uninformed finance is provided by institutions called “banks” while the in-
formed financier are called “venture capitalists”.

When only uninformed finance is available, uninformed financiers un-
der-price new start-ups (in the spirit of the lemon problem identified earlier
by Akerlof 1970, and Myers and Majluf 1984). It moreover turns out that un-
informed finance gives rise to excessive entry both in human capital intensive
and in conventional industries when the financial institutions cannot identify
the entrepreneurial talent. This result thus arises when information about the
talent is asymmetric, the financial terms are tailored, for the average agent
starting a project within an industry, and there is cross-subsidization built
into the financial contract. Losses inflicted on uninformed financiers are “fi-
nanced” by the high-talented entrepreneurs.

There are two arguments for the superiority of VCs as start-up financi-
ers. The first is their capability for providing advice to the entrepreneurs in
various forms. The second argument relates to their superior ability to screen
potential applicants ex ante and through stage financin (see for instance Amit
et al. 1998). Focusing exclusively on the latter mechanism,*® Kanniainen and
Leppéamaéki show that introduction of informed capital with superior screen-
ing ability results in an institutional equilibrium with efficiency gains in hu-
man capital industries. The more advanced financiers are able to exploit their
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expertise in screening the potential agents entering the riskier and more hu-
man capital intensive industry. In contrast to common thinking, the institu-
tional equilibrium with informed capital is, however and for this reason,
characterized by a more limited entry to the industry that requires high-
talented human capital. The institutional equilibrium is shaped by risk pref-
erences of investors, costs of establishing uninformed and informed capital,
and the initial distribution of talent in the economy.

The total welfare effect of having informed capital is ambiguous. The
reason is that by screening out projects that do not qualify for the human
capital intensive industries, VC industry pushes some of those projects into
other sectors that are then financed by other intermediaries like banks. As
these project holders tend to raise the average quality of more conventional
projects, there is more room for cross-subsidization within the industries fi-
nanced by banks. This, in turn, calls for the excessive entry of lower talents
into the entrepreneurship in conventional industries. Allocation of non-
informed capital becomes hence less efficient in the conventional industry.
Consequently, the total welfare effect remains ambiguous. Thus, though ex-
pansion of VC financing has favorable welfare implications in improving the
quality of entry to the human capital-intensive industries, it may have an ad-
verse impact on the quality of banking.

9.4. CONCLUSIONS

Consistent with the analysis of this Chapter, the recent review by Hall (2002)
arrives at two important conclusions:

1. There is fairly clear evidence, based on theory, surveys, and empirical es-
timation, that small and start-up firms in R&D-intensive industries face a
higher cost of capital than their larger competitors and firms in other in-
dustries. In addition to compelling theoretical arguments and empirical
evidence, the mere existence of the VC industry and the fact that it is
concentrated precisely on where these start-ups are most active means
that this is so. In spite of considerable entry into the VC industry, returns
remain high, which does suggest a high required rate of return in equilib-
rium.

2. The VC solution to the problem of financing innovation has its limits.
First, it does tend to focus only on a few sectors at a time, and to make in-
vestments of a minimum size that are too large for start-ups in some
fields. Second, good performance of the VC sector requires a thick market
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in small and new firm stocks in order to provide an exit strategy for early
stage investors.

Technological advance and financial innovations, such as the mergence
of venture capital, raise challenging issues for public policy. Current tax poli-
cies are a prime example in this regard, as they are mostly based on inherited
tax rules which were designed to tax profits and returns to capital in the
“old” economy. Based on such inherited rules, governments might be
tempted to interpret the success of some VC firms and VC-backed firms as a
social invitation to tax the rents that they seem to generate. An IPO of a suc-
cessful start-up firm may for example result in substantial capital gains both
to the financier and to the innovator. However, there are reasons to believe
that taxing them may be harmful. First, because most of the returns arising
from innovations and new technologies represent returns to human capital,
taxing the returns may reduce investments in human capital. Second, the in-
troduction of a capital gains tax may reduce the incentive of VCs to provide
advice (see for a more detailed analysis, Keuschnigg and Nielssen
2001a,b,c).2t

Despite some negative theoretical results, we have good reasons to be-
lieve that the rise of the VC industry is welfare-increasing. Some countries
have been faster than others in introducing measures that are designed spe-
cifically to support the availability of risk capital and particularly the growth
of the VC sector (cf. Venture Capital Incentives in Europe, 1997). Tradition-
ally, these policies have mainly consisted of facilitating entrepreneurs’ and
firms’ access to risk capital. Indeed, the VC industry has expanded vigor-
ously. It is, however, doubtful whether VC deserves its name in terms of the
value added, i.e., the quality of managerial advice that it actually offers. What
is needed is informed capital that carefully addresses the commercial inexpe-
rience of start-up entrepreneurs and avoids excessive rates of business fail-
ure. Informed capital is much scarcer and more difficult to expand than risk
capital in the traditional sense. Especially in Europe, the availability of high
quality VC is probably still a considerable bottleneck in the emerging and
successful expansion of innovative industries. Because of this fact, challenges
to public policies continue to exist also in areas other than taxation.
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ENDNOTES

! Even the existing rich variety of financial instruments does not provide what economists might call “‘com-
plete securities markets”. In other words, tomorrow’s state of the world is open to a very large number of
eventualities and even the most sophisticated financial system can only imperfectly deal with the risks that
the eventualities may give a rise.

2 Of course, the transactions are backed by the legal system. It also is the case that when the anticipated
cost of legal backing is high, transactions simply do not take place!

*The Bible tells of the agreement between Jacob and Laban, the father of Rakel and Lea. It is most appro-
priate to be interpreted as the first documented forward contract concerning the future “delivery” of Laban’s
daughter Rakel in exchange for Jacob’s labor input. There is more to this. For Jacob, it actually was a risky
contract as it was Lea who was delivered to him!

“*Itis not, however, easy to judge empirically the role and contribution of VC industries (Hall (2002)).
> For allocation of control rights, see Berglof (1994) and Hart (2001).

© Complex contracts have been developed to compensate both the VCs and the company managers. A key
feature is that neither the VC or the manager sell their knowledge using a standard labor contract.

’ Extensive and recommended summaries of corporate finance include those by Holmstrom and Tirole
(1989), Harris and Raviv (1991), and Zingales (2000). These articles explore various views of a firm, its func-
tions and boundaries, indicating how much we have learned over the past decades on these complex is-
sues.

8 Virtanen (2001) provides an informative illustration of the contractual structure of the Nokia corporation
(unfortunately in Finnish).

°The principle of limited liability is the key to understanding why it has been possible to create large com-
panies collecting financial capital from a number of small investments and why the stock markets allow for
an efficient platform for diversifying risks. In the absence of limited liability, diversification would result in risk
maximization from the perspective of an individual investor.

% We note, however, that the recent work on control rights abstains from informational asymmetries, cf.
Hart (2001).

' One way for a manager to pursue her own interests it thus to try to convert corporate wealth into private
use, consuming perks inside a corporation. The bigger the company the more there is room for private
benefits within a corporation. Jensen (1986) propagated a view that corporation managers tend to build
empires, this author (2000) formalized Jensen'’s idea.

12 National governments jealously fighting for jobs, companies and employment in the globalized world
economy have been actively involved in subsidizing and supporting the creation of these industries.

'3 The areas where the contribution of the financiers can be valuable include technological know-how, in-
dustry specific knowledge, networks, access to alternative funding, recruitment, strategic alliances, organ-
izational restructuring, and internationalization (see, for example, Christensen 2001).

" There are a number of theoretical papers explaining the staging phenomenon; see for example Berge-
mann and Hege (1998) and Cornelli and Yosha (1997).

1> Several studies have addressed the issue of control rights. Chan et al. (1990) relate the rights to the un-
known ability and unobservable actions of entrepreneurs. In Hellman (1998a), the entrepreneur not only re-
ceives a monetary pay-off but also private benefits resulting from control. The same holds in Kirilenko (2001)
who shows that the entrepreneur is compensated for a loss of control through better terms of financing,
ability to extract higher rents from asymmetric information, and improved risk sharing.

'8 For a more comprehensive survey (to which ours owes some intellectual debt), see Bhattacharya (1999).
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17 Gompers and Lerner (1999) present evidence on how the US venture capital limited partnership agree-
ments define compensation over the fund'’s life to be paid to the VCs. They show that these agreements
designate a percentage of the fund's capital or assets as an annual management fee and a percent of the
profits to be paid out as investment returns are realized. Compensation is based on actual returns from the
venture fund's investments. Their data on 419 ventures suggests that the share of profit received by VCs var-
ies but that in 81 percent of the funds, it is between 20 and 21 percent.

18 See Gorman and Sahlman (1989), Sahlman (1990), Norton and Tenenbaum (1993) and Reid et al. (1997)
for empirical evidence on the size of the pools of companies that VCs finance.

19 Kanniainen and Leppamaki (2002) build on the work by de Meza and Webb (1997). Kanniainen and Lep-
pamaki consider a multiple industry framework where talent has industry-specific productivity and where
the allocation is of concern at two margins, i.e. between labor markets and the entrepreneurial class and at
the allocation of entrepreneurs between various industries.

2 See also Ueda (2000) who compares VCs and banks as start-up financiers.

21 Qverall, very little is known of the ex ante effects of taxation on the formation of VC market, structures of
financial contracts, and VCs'incentives to provide advisory capital to start-ups.
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10. GOVERNMENT FUNDING OF SMALL
AND MEDIUM-SIZED ENTERPRISES IN
FINLAND

Ari Hyytinen and Lotta Vaananen”

Abstract:

Not unlike elsewhere, the government in Finland has been keen to provide funding to
Finnish firms, especially to small and medium-sized enterprises (SMEs). In this
Chapter we review, in the light of the economic rationales for public efforts to finance
SMEs, all of the government institutions providing SME funding in Finland and the
objectives and tasks assigned to them. Using recently collected data on SMEs, we
then explore what kinds of SMEs apply for and receive government funding in
Finland. We find i) that the “rhetoric” on what the institutions are set to do is not
fully in line with what the economic rationales suggest; ii) that the total amount of
government funding awarded to SMEs has over the past four years grown quite rap-
idly and simultaneously with increases in the availability of external finance on the
marketplace; and iii) that every third SME has applied for and received at least one
type of government funding. Our econometric results suggest that overall, the char-
acteristics of SMEs applying for and receiving different types of government funding
are consistent with the official rhetoric and the general idea of what the different in-
stitutions are set to do. Our results highlight the importance of emphasizing selectiv-
ity in the provision of government funding to SMEs, as we also find some evidence
that the fundamental screening problem of finding out SMEs truly in need for gov-
ernment funding is not addressed adequately in practice.

" Ari Hyytinen and Lotta Vddnanen are both at the Research Institute of the Finnish Economy (ETLA) and Et-
latieto Ltd. This Chapter is based on Etla Discussion Papers, nr. 832 (dated 6/11/2002). The authors would like
to thank Pertti Valtonen and Sirpa Hautala as well as Pasi Holm for helping us to receive some of the data
presented in this Chapter. The authors have also benefited from the material sent by Harri Laajarinne from
Tekes and from the comments provided by Markus Koskenlinna, Eva Liljeblom, Markku Maula, Anu Nokso-
Koivisto, Vesa Puttonen, Petri Rouvinen, Otto Toivanen and Pekka Yld-Anttila as well as by seminar partici-
pants at the Ministry of Trade and Industry and Bank of Finland. The views expressed in the Chapter are
those of the authors. The usual caveat applies.
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10.1. INTRODUCTION

Not unlike elsewhere, the government in Finland has recently been keen to
provide funding to Finnish firms, especially to small and medium-sized en-
terprises (SMEs).! In this Chapter, we focus on the following set of questions:
Which government institutions provide funding to SMEs in Finland? What
are they set to do? What is the relative importance of the different govern-
ment institutions providing SME funding? How has the total amount of
government funding awarded to SMEs developed in the recent past? What
kinds of SMEs apply for and receive government funding? Are there
systematic differences between SMEs that apply for and receive the different
types of government funding?

A natural starting point for considering these questions is the National
Industrial Strategy for Finland that was published in 1993 by the Ministry of
Trade and Industry (MTI) amidst the economic and banking crisis that
Finland experienced in the early 1990s.2 The report concluded (p. 138) that

“Financing is one of the most difficult problems of small and medium-sized en-

terprises”
and emphasized (p. 143) that

“The shoring up of the banking system and development of capital markets

would promote industrial growth”.

Figure 10.1 displays survey data on the percentage of Finnish SMEs
reporting that the availability of capital is the most significant obstacle to de-
veloping the firm. The data suggest that the concerns put forward in the MTI
report were not unfounded, as the availability of capital was the greatest con-
cern to many SMEs in 1992. What the figure also shows is that things have
changed dramatically since then. Today, only about 6 percent of SMEs regard
the availability of capital as the most significant obstacle to developing the
firm.
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Figure 10.1. Finance as the most significant obstacle to SME development

35% —

¥ Finance as the most significant obstacle (% of SMEs)

Note: The data are from the survey “Pk-yrityksen rahoituskysely 2002", administrated by the Federation
of Finnish Enterprises and Finnvera Ltd.

A similar portrait of the current situation of the Finnish capital markets
as that conveyed by Figure 10.1 emerges from the survey data reported in the
IMD World Competitiveness Yearbook 2002: among the 49 countries researched,
Finland ranks first in the question of how easily credit flows from banks to
businesses; second in the question of how easily venture capital is available
for business development; and finally, fourth in the question of how ade-
quately the stock market provides financing to companies.? Seed Capital in the
Nordic Countries: Best Practice, a report of the Nordic Industrial Fund, argues
that Finland has the best functioning seed capital market in the Nordic re-
gion. Finally, the Global Entrepreneurship Monitor report from 2001 mostly ech-
oes these results: among the 29 countries researched, Finland ranks fourth in
the analysis of how easily entrepreneurs can access debt and equity.

Faced with this evidence, it is difficult to disagree with the view that
the availability of external finance to Finnish firms has on the whole im-
proved. Provided that the investment opportunities of Finnish firms have not
dramatically decreased, there are three mutually non-exclusive explanations
for the drastic reduction in the perceptions of how tight the market for capital
is for a representative firm: either good profitability of firms has reduced the
overall demand for external finance?, the functioning of the private capital
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market has improved significantly or government funding has successfully
complemented the private market.

In this Chapter, we focus on the last of these explanations by studying
the government funding of SMEs in Finland. How government funding gets
allocated across SMEs is a question that has earlier been addressed only to a
limited extent, if at all.> The question is however topical and of first rate im-
portance, not least because recent evidence suggests that certain types of
SMEs may still face problems in raising external finance (despite that the
overall availability of external finance to firms has improved). The most re-
cent survey (from 2002) by the Federation of Finnish Enterprises and Finn-
vera Ltd for example indicates that the availability of external financing is a
problem for as many as every second growth-oriented SME. Further, the Global
Entrepreneurship Monitor report from 2001 shows that among the 29 countries
researched, Finland ranks (interestingly) only sixteenth in the analysis of how
smoothly the markets for venture capital, angel finance and initial public of-
ferings operate.

We concentrate on the main institutions that currently provide gov-
ernment funding to Finnish SMEs. They are the state-owned specialized fi-
nancing company Finnvera, the Finnish National Fund for Research and De-
velopment (Sitra), the National Technology Agency (Tekes) and the govern-
ment venture capital firm Finnish Industry Investment (FII). Financing to
SMEs also flows from the budgets of various ministries through regional
Employment and Economic Development Centers (TE-Centers) and from
various regional governmental and semi-governmental venture capital firms.
On the whole, these institutions provide SMEs with financing via a variety of
tools, including gratuitous (i.e. non-repayable) funding, such as direct subsi-
dies, grants, aid, and guarantees, and non-gratuitous funding (i.e. funding
that is repayable or provided in exchange for, e.g., an ownership stake in the
firm) such as loans, capital loans, and direct equity investments.®

The rest of the study is organized as follows. In Section 10.2 we review
the main economic rationales for providing government funding to SMEs. In
Section 10.3 we describe the sources of government funding to SMEs in
Finland. Section 10.4 presents an empirical analysis of the characteristics of
SMEs applying for and receiving government funding. Section 10.5 con-
cludes.
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10.2. THEORETICAL CONSIDERATIONS

Economic analysis suggests two main rationales for governments to subsi-
dize or to directly provide funding to SMEs, especially to technology inten-
sive SMEs (see e.g. Lerner 1999). First, public finance theory posits that if
SMEs are a unique source of new ideas and growth that generate beneficial
externalities to other industries and firms, supporting them is appropriate.
For example, because the social return from SMEs" R&D expenditures may
exceed the private returns due to ‘knowledge’ spillovers (Arrow 1962,
Griliches 1992), firms will tend to underinvest in R&D from the social point
of view. Certain kinds of spillovers can also emerge within a firm if an R&D
subsidy to a particular project turns other current and future R&D projects
into profitable investments (Lach 2002).” Second, capital market imperfec-
tions, such as asymmetric information between firms and financiers, may re-
sult in persistent “funding caps” that constrain the birth of new enterprises,
investments in innovative activity and the growth of SMEs (see also Cressy
2002). If that is the case and if government organizations are able to success-
fully identify firms that have unduly been excluded from receiving external
finance in the marketplace, government funding might boost firm creation,
innovation and growth, because it then rectifies capital market failures.®
Doubt has been cast even on these two rationales. Holtz-Eakin (2000)
argues that evidence does not support the view that SMEs provide a dispro-
portionate share of new ideas in the economy or that SMEs are producing too
little innovative activity because they cannot capture the social return from it.
Moreover, he emphasizes that even though a growing body of literature sug-
gests that imperfections in capital markets, such as asymmetric information,
may impede entrepreneurship and innovation, the literature does not show
that “too few businesses are created each year, or that the ‘wrong’ firms get
financed” (p. 286). De Meza (2002) moreover argues that subsidizing credit
may under asymmetric information decrease efficiency, because the effect
will be to draw in more low-quality types, resulting in too much unsound en-
terprise. And even if capital market imperfections were an important obstacle
to entrepreneurship and innovative activity, the problem would still be, as
emphasized by Holtz-Eakin, that “the government faces exactly the same
difficulty [as the financial sector] and unless it somehow has an ability
greater than the financial sector to discern the probability of business success,
there is little that it can do to more efficiently allocate credit [capital].” (p.
287).° The two main rationales for governments to provide SME funding and
the doubt cast by Holtz-Eakin suggest that government funding should, if it
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is to be provided at all, be allocated across SMEs selectively. First, not all firms
(should) choose to apply for it. Second, if government organizations aim at
financing i) firms that generate beneficial externalities to society and other
industries and ii) firms that suffer from capital market imperfections, firms
that chose to apply need to be screened by the institutions providing gov-
ernment funding to find out those truly “eligible for it”.

Taken together, these considerations call to mind two things:

e TFirst, market failures, i.e., the inability of SMEs to appropriate the benefi-
cial externalities that their activities might generate and the imperfections
in the market for SME finance, are not a sufficient argument for a gov-
ernment to provide SME funding.! To rectify the market failures, it is re-
quired that they can be identified and, particularly, that the institutions
providing government funding can solve the fundamental screening
problem of being able to determine those truly eligible for government
funding.!! Otherwise, there is a non-negligible risk of government failure,
i.e., that private activity is crowded out and that public funds are used in-
efficiently. Solving the fundamental screening problem is costly but
amounts to nothing less than avoiding undesirable and counter-
productive transferring of income (capital) between different sectors of
the economy and raising capital via (distorting) taxation in vain.!2

e Second, because the institutions providing government funding should
according to the economic rationales be set to rectify market failures, they
should (almost by definition) pursue the kinds of activities that are not
privately profitable. What this means is that these activities cannot in eco-
nomic terms be profitable in the long-term. In fact, if they were, it would
constitute evidence that the institutions are not solving the fundamental
screening problem and taking sufficient risks, and that they practice busi-
ness activity that competes with the private sector.

In what follows, we take a look at the government financing of Finnish
SMEs and contrast it with the two main economic rationales for governments
to provide funding to SMEs. We first examine whether and how the ration-
ales and the fundamental screening problem are taken into account in the
rhetoric of the Finnish legislation governing the government institutions that
support the Finnish corporate sector. Thereafter, we analyze recently col-
lected data to explore the characteristics of SMEs partly financed by Finnish
taxpayers’ money.



Government funding of small and medium-sized enterprises in Finland - 331

10.3. INSTITUTIONAL DESCRIPTION

The Finnish legislation contains two Acts on the use of government funds in
granting government aid and business subsidies in general.’® These provide
information on the general aims and conditions of government support. The
Act on government aid 688/2001 applies to the use of government funds in
government aid. It refers to the granting of subsidies, loans and other financ-
ing, interest subsidies, guarantees, and other similar benefits. Section 7 of the
Act describes the general conditions on the granting of government aid:

1) the purpose for which the aid is granted is socially acceptable; 2) the granting
of government aid is justifiable based on the aims set for the use of the aid; 3) the
granting of government aid must be considered necessary, taking into account
any other public support received by the applicant, as well as the quality and
scale of the project or operations targeted; as well as 4) the granting of govern-
ment aid is not estimated to cause more than minor distortions on competition
and the market, in a state belonging to the European economic area'. ” (Au-

thors’ translation)

The Act on the general conditions on business subsidies 786/1997 ap-
plies to the granting of business aid directly or indirectly from government
funds. Business subsidies refer to government aid and interest subsidies as
well as loans, guarantees, or other financing, which involve a subsidy to the
recipient.!

Section 3 describes the general objectives of a business support pro-
gram:

“A business support program must promote the growth potential of the econ-
omy as well as increase the efficiency of business activity. A business support
program must be targeted primarily to such purposes, which remove deficien-

cies in the market.” (Authors’ translation)

“A business support program must be composed in such a way that the distor-

tion on competition is minimized.” (Authors’ translation)

“A business support program must be directed primarily at research, product
development, education, internationalization or other intangible business devel-
opment or improving the competitiveness of SMEs in the long term. For financ-
ing typical large company investments and working capital, business subsidies

can be granted only on special grounds.” (Authors’ translation)
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Section 5 describes the general conditions on business subsidies:

“Business subsidies can only be granted for such business activity, which is esti-
mated to have the requisites for continuous profitable activity. The giver of the
subsidy, when making the business subsidy decision, must establish the amount
of public support as well as the total financing, profitability and effects on com-

petition of the project in question.” (Authors’ translation)

In Finland, the government has empowered the MTI to create and
implement policies that provide an environment conducive to the
establishment of new businesses and their growth, where an important
aspect is the development of corporate financing. According to the MTI,

“the objective is to improve the financing environment by measures corrective of
operative deficiencies of the market and by actions promoting market opera-

tions”16

Of the currently active government institutions providing SME fund-
ing, the MTI administers Finnvera, Tekes, TE-Centers, and FII. These institu-
tions serve as the public special financing infrastructure in the Finnish econ-
omy. In addition to the institutions administered by the MTI, Sitra and vari-
ous regional (governmental, semi-governmental, and municipal) venture
capital firms provide funding to Finnish firms.

10.3.1. HISTORICAL BACKGROUND

The currently active institutions providing SME finance were established
during two waves of government activity. The first wave began already in the
1960s, when the Finnish capital markets were heavily regulated. Financing of
firms, especially SMEs, and innovative activity was then a cause of concern
especially to a couple of influential individuals at the Bank of Finland (see
Rosenlew 1985 and Seppa 2000).” To address the concern, the Finnish gov-
ernment together with the Bank of Finland established a semi-governmental
venture capital firm, Sponsor, and Sitra, in 1967. Other government organiza-
tions were also established during the era of regulated capital markets. In
1971, Kehitysaluerahasto Oy (the Fund for Developing Regions, known then
as Kera and today as Finnvera) was founded to subsidize businesses and
provide loans especially to firms residing in the less developed rural areas. In
the early 1980s, no less than seven regionally focused government develop-
ment companies (kind of venture capital firms), were established by the mu-
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nicipalities and Kera. Establishing Tekes in 1983 to advance the financing of
R&D and innovative activity eventually completed the first wave.

Much has happened after the first wave ended. Following the financial
liberalization and credit boom of the 1980s, Finland underwent in the early
1990s the most serious cyclical downswing in the industrialized countries
since the Great Depression of the 1930s (see e.g. Kiander and Vartia 1996, and
Honkapohja and Koskela 1999). Integral to the economic distress was a major
banking crisis that led to heavy government intervention and complete reor-
ganization of the Finnish banking sector.’® Because banks had for decades
been the major source of external finance to Finnish SMEs, it is no surprise
that in the Finnish industrial policy, the SME sector and its financing received
special attention in the early 1990s.

The second wave of government activity can be said to have begun
when a new government venture capital firm, SFK Finance Oy, was estab-
lished in 1990 by Kera to manage a new government venture capital fund,
Start Fund of Kera. At about the same time, in 1991, Sitra, which had been ac-
tive in developing the venture capital culture already at the end of the 1980s,
was separated from the control of the Bank of Finland, transferred to under
the supervision of the Parliament, and activated as a venture capital investor.

Inspired, at least in part, by the suggestions of the National Industrial
Strategy for Finland and by the example of the European Investment Fund as
well as Norwegian and Swedish government initiatives, the government
fund of funds, FII, was established in 1995 to promote the development of
venture capital in Finland. In 1997, TE-Centers were established. The second
wave was completed in 1999 when the state-owned specialized financing
company Finnvera was created through the merger of Kera and the Finnish
Guarantee Board.

10.3.2. GOVERNMENT INSTITUTIONS FUNDING SMESs

Finnvera plc

Finnvera plc is a state-owned specialized financing company administered
by the MTIL It also is Finland’s official Export Credit Agency and acts as an
intermediary between the European Union’s financing programs and Finnish
SMEs.

As we mentioned in the previous section, Finnvera obtained its present
form in the beginning of 1999. Its activities are regulated by a number of
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Acts. The Act on the State-Owned Specialized Financing Company 443/1998
describes the official purpose of Finnvera. According to section 1 of the Act,
Finnvera’s objective is:

“to promote and develop particularly SME operations as well as firm interna-
tionalization and export operations, by offering financing services. In its activi-
ties, the institution must also promote government’s regional policy measures.
The operations must be directed at correcting any deficiencies that exist in the

provision of financial services.”1® (Authors’ translation)
Section 2 of the Act defines the tasks set for Finnvera:

“The company practices financing activities by providing and managing credit,
securities and guarantees as well as other commitments. The company also con-
ducts research related to business finance, and provides business development

services and advice.” (Authors’ translation)

The Act on Credits and Guarantees Provided by the State-Owned Spe-
cialized Financing Company 445/1998 sets that the finance must be directed
primarily at SMEs. It also sets that credit can be granted without sufficient
collateral or with no collateral, and that for special loans the government
pays interest subsidies to Finnvera that it channels to the firms. The Act on
State’s Export Credit Guarantees 422/2001 sets that the objective of export
guarantee activities is to strengthen the economic development in Finland by
promoting exports and firm internationalization. Export credit guarantees
are granted to cover for the risk of losses from exports and investments
abroad.

Finnvera’s mission is directly taken from the objectives set by law.
How Finnvera perceives its position in the market is best described by quot-
ing the Managing Director:

“...Finnvera has gained an established position as a co-operation partner sharing
the financial risks of Finnish enterprises, regardless of whether these enterprises
have just started their business, are in the phase of growth and internationaliza-

tion, or already operate in the export market.”20

Section 4 of the Act on the State-Owned Specialized Financing Com-
pany 443/1998 sets the economic principles governing Finnvera’s operations:

“Finnvera must aim at self-sufficiency, i.e. that the expenses from its operations

can be covered with income from its operations in the long term. To cover such
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activities that the government decides to support separately, the required appro-

priations are included in the state budget.” (Authors’ translation)
However,

“As a public limited company that operates in an inherently risky investment
environment, the State has established certain provisions that allow the com-

pany to take risk while remaining self-sufficient.”2! (MTI 2000)

Finnvera’s services are offered both through its own national network
of 16 regional offices and through the cooperation network of other public
organizations providing services for enterprises. The following two quotes,
taken from Finnvera’s web site, refer to the criteria Finnvera applies when
granting finance:

“Finnvera's objective is to provide risk financing to enterprises with a sound
business idea and preconditions for profitability when a company has insuffi-

cient collateral to raise funds for investments and development projects.”

“The financing decision is preceded by a company analysis conducted by Finn-
vera’s corporate analyst, that analyses the company’s business operations, own-
ership, management, and finances. The company’s potential for success is evalu-

ated based on these.” (Authors’ translation)

Finnvera’s business financing includes loans, guarantees and export
credit guarantees. Finnvera offers entrepreneur loans for starting up a busi-
ness, development loans for business development projects, investment and
working capital loans and guarantees, internationalization loans and guaran-
tees, and environmental loans and guarantees. According to Finnvera, it is
able to offer interest-subsidized special loans and accept collateral for loans
considered insufficient by the private sector. Special subsidized loans are also
available for firms in the European Union’s objective regions. Finnvera also
engages in risk sharing with the private sector. It has, for example, estab-
lished cooperation relations with banks and insurance institutions in which
the role of Finnvera is to share risk by guaranteeing loans.

Figure 10.2 shows the total amount of domestic financing granted by
Finnvera (and its predecessors Kera and Finnish Guarantee Board) over the
years 1997-2001.22 The total amount granted, consisting of loans and guaran-
tees, has increased by about 20% in real terms over the five years. This is
mostly the result of a large increase of 48% from the year 1999 to 2000 in the
amount of guarantees granted. The amount of loans granted has increased by
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only 5% over the whole five-year period. As a result, the share of guarantees
in Finnvera’s financing has increased from less than half to more than half.
While not shown in the figure, the share of Finnvera’s total domestic financ-
ing that is directed to SMEs is slightly below 90% and has increased a little
over the years.?

Figure 10.2. Domestic financing granted by Finnvera (1997-2001)
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Note: The data for 1997-1998 are from Kera Oyj and Finnish Guarantee Board Annual Reports, and for
1999-2001 from Finnvera's Annual Reports. The data are deflated, and measured in 2001 prices.

The National Technology Agency (Tekes)

Tekes is the main financing organization for R&D in Finland. The Act on the
National Technology Agency 429/1993, section 2, sets the objective for Tekes:

“to promote the societal welfare and stable development by improving directly
or indirectly the technological evolution and competence of industry to enhance
its ability to develop internationally competitive products, processes and ser-

vices.” (Authors’ translation)
Section 3 specifies the tasks set for Tekes:

“The National Technology Agency plans, finances, and administers R&D pro-
jects that promote the development and utilization of technology. It funds and
consults in ventures aimed at the development of products, processes and ser-
vices as well as promotes widespread utilization of international technological

know-how and cooperation, and technology transfer. In addition, Tekes takes
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part in the planning of Finnish technology and innovation policies along the

lines given by the MTL.” (Authors’ translation)

The decree on the National Technology Agency 467/1993, section 1, de-
fines the activities stated in the Act in more detail, with additional references
to:

“strengthening competitive, technology-based business activity particularly in

the SME sector.” (Authors’ translation)

“developing the technological cooperation between firms and research institutes
to facilitate effective utilization of research results in business.” (Authors’ trans-

lation)

The decision of the Council of State 461/1998 sets the general rules
governing the granting of finance for technological research and develop-
ment. Tekes can grant subsidies and loans (including capital loans) to com-
panies and other associations for the purpose of technological research and
development. The decision sets the amounts of subsidies and loans that can
be granted. Where the finance is directed to SMEs, EU projects, cross-national
R&D projects or cooperation of the public and private sector, the amounts
can be raised (by 10-25%). Where finance is granted to large companies, some
degree of networking or other cooperation is required. The loan interest rates
charged by Tekes are below the market rate and the maturity of its loans can
be up to ten years.? The repayment of the loan can be terminated if the R&D
project fails or does not lead to profitable business.

Tekes’ mission statement, as found on its web site, states that:

“Tekes’ primary objective is to promote the competitiveness of Finnish industry
and the service sector by technological means. Activities aim to diversify pro-
duction structures, increase production and exports, and create a foundation for

employment and social well-being.”
Furthermore, Tekes has translated its tasks into strategic goals:

“ [1] to strengthen the national knowledge base in the sectors of society and the
economy most important in terms of Finland’s future. [2] to increase the number
of technology-based companies and ensure their growth. [3] to increase the
number of companies that engage in R&D, and to ensure that R&D projects im-

plemented are more challenging and longer-term. [4] to produce commercially
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viable results from R&D and accelerate their commercial application. [5] to en-

sure that technology policy supports regional development.”

Tekes financing is decided and determined annually and comes di-
rectly from the state budget. It does not have a requirement for self-
sufficiency.

Tekes offers its services through its agents at the regional TE-Center of-
fices, through its own personnel at the headquarters in Helsinki, and also
through four offices abroad. According to Tekes, its funding is targeted at
projects, which are expected to produce new know-how, and bear high tech-
nological and commercial risks. Some of the qualification criteria for receiv-
ing finance from Tekes are presented on Tekes” web site:

“The following factors are evaluated: the company's competitiveness and
growth, the competitive advantages of the technology or technique, the com-

pany’s resources, and how Tekes financing will influence the project.”

“Tekes takes a positive view towards projects that involve networking with other
companies, joint ventures, the use of local SME subcontractors in the case of lar-
ger companies, participation in national technology programs, contracting of
services from Finnish research institutes and universities and promotion of in-

ternational co-operation.”

“The results of the work will have to improve the competitiveness and expertise

in Finnish industry.”

Tekes uses all types of financing that the decision of the Council of
State allows it to use: industrial R&D grants and loans, capital loans for R&D,
and research funding.? In addition to funding various kinds of R&D projects
using these instruments, Tekes organizes technology programs in selected
strategic areas. The aim of these programs is to promote the competitiveness
of industry and enhance technological cooperation and networking.

Figure 10.3 presents the amounts of Tekes’ financing over the past five
years, divided into industrial R&D loans, capital loans, grants to companies,
and research funding for universities and research institutes. We see that the
bulk of Tekes’ financing is in the form of R&D grants and research funding.
On the whole, Tekes’ financing has increased by 8% in real terms over the
years 1997-2001. From 1997 to 1999, there was a real increase of 18% in fi-
nancing but this has been offset by a decrease of 8% from 1999 to 2001.
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One significant trend is that capital loans have gained importance in Tekes’
financing; over the five-year period the amount of capital loans granted has
more than doubled. The share of Tekes’ total financing that is directed to
SMEs has increased from a little above 40% to over 50% during the five
years.2

Figure 10.3. Tekes’ R&D financing decisions (1997-2001)
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The Finnish National Fund for Research and Development (Sitra)

Sitra is an independent public foundation under the supervision of the Fin-
nish Parliament. The Fund was set up in conjunction with the Bank of
Finland in 1967, and transferred to the Finnish Parliament in 1991. The Act on
the Finnish National Fund for Research and Development 717/1990, section 2,
sets the objectives for Sitra:

“to promote stable and balanced development, business activity and its quality,
as well as international competitiveness and cooperation of Finland by undertak-
ing such ventures, which have the effect of more efficient use of resources or im-
proving the standard of research and education, or which explore future devel-

opment opportunities.” (Authors’ translation)

Section 3 of the Act defines the activities that Sitra can undertake to

achieve its aims:
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“The Fund can: 1) conduct or outsource research, 2) grant loans and other
financing (the repayment of which can be made conditional), 3) grant subsidies,
4) grant securities and guarantees, as well as 5) participate in cooperation

projects and own shares in companies.” (Authors’ translation)

Sections 4-7 of the Act set the economic principles for Sitra’s activities.
Section 5 states that:

“The operations of the Fund are financed from its endowment capital and re-

turns from its financing activities.” (Authors’ translation)
Section 6 adds that:

“The government can take appropriations in its budget to increase the endow-
ment capital of the Fund. Appropriations can also be taken to finance the opera-

tions described in section 3.” (Authors’ translation)

Sitra’s own interpretation of its aims and tasks, found on its web site
and annual reports, coincides with the rhetoric in the legislation but is rather
general in nature:

“The Fund aims to promote Finland’s economic prosperity by encouraging re-
search, backing innovative projects, organizing training programs and providing

venture capital.”

“Sitra — aims to further economic prosperity in Finland by developing new and
successful business operations, by financing the commercial exploitation of ex-

pertise, [and] by promoting international competitiveness and co-operation.”
With regard to its business financing activities:

“The principal purpose of Sitra’s corporate funding is to create and develop
competitive and profitable business in Finland by offering entrepreneurs and
companies financing and services to help them develop.” (Annual Report 2001,

p-22)

The business financing activities are divided into four areas: technol-
ogy, life sciences, regional operations and early stage SMEs. According to Si-
tra, its venture capital operations focus on start-up companies, companies in
the phase of product development, and especially on “innovative technology
companies”. In Sitra’s Annual Report 2001 Sitra’s technology team specifically
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states that it “concentrates on those areas where private investors are not yet
prepared to provide funding alone” (p. 12).

Sitra offers its services through its office in Helsinki. The following
quotes from Sitra’s web site provide us with some information on how Sitra
assesses the projects to be financed:

“Sitra invests in companies whose activities are based on technological innova-
tions or other special expertise and which can also be expected to become impor-
tant business actors. Very often a company’s growth depends on its possibility of
gaining access to the international arena. The object of Sitra’s investment may
also be a project whose aim is to found a company that will exploit research car-

ried out by a research institute or university.”

“Sitra evaluates the following factors before deciding to provide capital: the
market potential of the company’s products, the uniqueness of the technology
and whether it can be protected, the company’s prospects for growth, the weak-
ness and strengths of the company’s management, and the company’s competi-

tiveness.”?”

Though Sitra could use a variety of financing instruments, it finances
firms mainly using equity and equity-linked instruments.?® Using these in-
struments, Sitra collaborates with both public and private investors.? In ad-
dition to its direct investments, Sitra makes investments in international
funds and management companies, regional funds and management compa-
nies, and other Finnish funds and management companies.

Figure 10.4 presents Sitra’s financing figures for the years 1997-2001.
Financing is divided into research, innovative projects and training (RIT), di-
rect investments, and domestic and international fund investments. The
amount of direct investments made annually has increased by 142% in real
terms over the five years. Fund investments have varied from year to year,
year 2000 being a peak year, when large investments into international funds
were made. In 2000, also portfolio investments nearly doubled, and thus the
total amount of financing granted more than doubled from 1999 to 2000.
Overall, more than half of the investments go to portfolio companies.?
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Figure 10.4. Sitra’s financing (1997-2001)
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Finnish Industry Investment (FII)

FII is a state-owned equity investment company, administered by the MTIL.
The Act on Finnish Industry Investment Ltd. 1352/1999 sets the objective for
FII:

“To improve the conditions particularly for SME operations by investing equity
into venture capital funds. FII can also make equity investments directly into
target companies particularly in business ventures requiring long-term risk tak-

ing.” (Authors’ translation)

The Decision of the Council of State (2000) sets general guidelines for
FII's investment activities. Section 1 specifies that

“Investments are directed to targets, where the market does not channel suffi-

cient funds” (Authors’ translation)
Furthermore, it sets the focus of FIIs activities:

“The first area of focus is the improvement of equity funding to seed companies.
Especially important in this regard is the setting up, development, and financing
of funds investing in seed and start-up stage firms, the development and financ-
ing of a regional network of funds, as well as the channeling of EU finance.”

(Authors’ translation)
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“Another area of focus is equity investments into large business ventures requir-

ing long-term risk-taking” (Authors’ translation)

“In addition to the industry, the investment activities also target the service sec-

tor, especially knowledge intensive service enterprises.” (Authors’ translation)

Section 2 of the Decision defines the objectives of the investment activity in
more detail:

“[1] Enhance equity investments into seed and start-up stage innovative compa-
nies by encouraging the setting up of funds targeting those; [2] promote the
channeling of private equity into seed/start-up funds; [3] speed up the commer-
cialization and internationalization of the results of R&D; [4] promote structural
change in the economy by direct investments in line with the aims of economic
policies; [5] promote the functioning of the venture capital market aiming at a
more developed market; [6] improve firms’ possibilities for growth, internation-
alization, and public stock offerings by utilizing the possibilities of international
fund cooperation; [7] to promote the channeling of equity-based EU funding to

Finland.” (Authors’ translation)

FII has translated the tasks set in law into four objectives, which are in
line with the legislation.?

The funding of FII is based on proceeds accrued from the privatization
of state-owned companies but the section 2 of the Act 1352/1999 on FII sets
that:

7

“The company’s activities should be profitable in economic terms.” (Authors

translation)
It also states that:

“In individual investment decisions, the company can accept lower expected re-

turns and higher risks than normally” (Authors’ translation)
The Decision of the Council of State further specifies that:

“Due to the economic policy tasks set for the company, a lower target on returns
is accepted than in the venture capital industry in general.” (Authors’ transla-

tion)
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And that:

“to balance [FII's] investment portfolio and to secure the profitability objective,
[FII] can make investments in the market into funds that target companies in the

later development phases.” (Authors’ translation)

FII invests in three types of funds targeted at financing companies in
different growth phases. Private equity funds target later growth stage com-
panies, including corporate restructuring. Venture capital fund investments
target early and initial growth stage companies. Regional funds target com-
panies in various growth stages in the fund's regions. FII also engages in di-
rect investment together with other investors and financial institutions. Ac-
cording to FII, direct investments are channelled into “restructuring efforts”
or “selected growth” companies.

FII offers its services through its office in Helsinki. Concerning the
screening process for direct investments, the Decision of the Council of State
asserts that “the starting point in direct investments is the identification of
market deficiencies and cooperation with private equity.” However, there is
some indication that FII also pays attention to other objectives, such as diver-
sifying Finnish firms’ production structures, keeping firms’ know-how and
production facilities in Finland, and increasing the rate of employment (see
for example FII's Annual Report 2001, p. 11). Given the starting point and
these objectives, the following statement from FII's Annual Report 2001 has in
many ways a contrasting indication, “[direct] investments are expected to
yield earnings on market terms” (p. 11).

Figure 10.5 presents FII's investment figures for the past five years, di-
vided into fund investments and direct investments. Clearly most of the in-
vestments are made into funds, as investments into target companies typi-
cally make up less than one tenth of the total. The total annual investments
made increased by 70% in real terms from 1997 to 1999 but have fallen since
then by about 30%.



Government funding of small and medium-sized enterprises in Finland - 345

Figure 10.5. FIlI's investments (1997-2001)
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Employment and Economic Development Centers (TE-Centers)

TE-Centers (Employment and Economic Development Centers) are public of-
fices under ministerial supervision®, providing various business related ser-
vices and finance. They also channel subsidies from the EU Structural and
Social Funds to Finnish SMEs. The Act on the Employment and Economic
Development Centers 23/1997 sets the tasks of the TE-Centers as to promote
specified areas of business activity, labor issues, as well regional development
by offering financial, training, development, and other services. The one of
interest for this study is:

“to promote particularly SME operations and operating conditions as well as

their technological development and internationalization.” (Authors’ translation)

There are a number of TE-Centers located regionally, and they are or-
ganized in departments. The decree 93/1997 assigns the task of promoting
SMEs within the operating region of a Center to the business departments of
the TE-Centers.

The business departments at the TE-Centers aim to serve the needs of
SMEs by providing business development services and finance. As quoted on
the TE-centres” web site, their tasks related to SME development are as fol-
lows:
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“[1] to support and advise small and medium-sized enterprises at the various
stages of their life cycles, [2] to promote technological development in enter-
prises and assist in matters associated with export activities and internationali-

zation, [3] to influence and participate in regional development in general”

TE-Centers offer services through their 15 regional centers. TE-Centers
offer entrepreneurship grants for unemployed people to become self-
employed. TE-Centers also partially finance enterprise investment and de-
velopment projects. Grants are the dominant form of financing. The most
important kinds of financing are regional investment aid, small business aid,
development aid, aid for improving operational conditions for firms, and in-
ternationalization aid. The grants can cover up to 50% of the costs of the pro-
ject, and vary across the EU objective regions of Finland. On their web site,
they provide information on the prerequisites for receiving financing. For in-
vestment projects:

“...the company is expected to have the requisites for continuous profitable op-
erations. In addition, the expansion or renewal is expected to have the effect of
substantially increasing the number of jobs, or the value-added of the produc-

tion or services.” (Authors’ translation)
For development projects:

“Development projects are expected to have significance and novelty value in
view of the company’s operations. Correspondingly, internationalization projects
are expected to have significance in view of the firm’s internationalization... The
granting of finance requires that the applicant has realistic requisites to complete

the planned project and to benefit from its results.” (Authors’ translation)

Figure 10.6 presents the financing provided by the TE-Centers over the
years 1997-2001. The financing, consisting of both national and EU funds, is
divided into investment subsidies, development subsidies, and subsidies for
improving the operational conditions for firms.3* Total financing granted an-
nually has increased by about 8% in real terms from 1997 to 2001. Most of the
financing, about two thirds, consists of investment subsidies, which are also
responsible for the increase in total financing.
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Figure 10.6. Subsidies provided by TE-Centers (1997-2001)
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Summary: How has the total amount of government funding awarded to SMEs
developed in the recent past?

Figure 10.7 shows the total amount of direct and indirect financing granted to
SMEs by the institutions over the years 1997-2001.3 What we can see from the
figure is that the total amount of direct financing has increased quite dra-
matically, from €486 million to €575 million (in 2001 prices). This increase
means that direct SME financing has according to our estimates grown in real
terms by more than 18%. The increased financing by Finnvera accounts for
about 32% of the total (real) increase, while Tekes accounts for 41% and Sitra
for the remaining. The figure also shows that the volume of indirect financ-
ing has grown in real terms, too. Comparing the direct SME funding by the
government to an estimate for the classical venture capital investments (i.e.,
excluding MBOs and restructuring finance) made by the private Finnish ven-
ture capitalists in 2001, which was about €208 million, is a means to set the
volume of government funding into a perspective.



348 - Ari Hyytinen and Lotta Vdananen

Figure 10.7. Total amount of government funding to SMEs (1997-2001)
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government institutions and MTI. Because no data were available for the share of financing to SMEs by
Finnvera in 1997-1998, an assumption was made that the share was 85% (as it was in 1999). Of TE-
Center financing, development subsidies and subsidies for improving operational conditions are 100%
SME finance. For investment subsidies 1997-1999 the share of SME finance was assumed to be 94% (as
it was in 2000). Of Sitra’s financing, direct investments are taken to be SME finance, and indirect financ-
ing includes both domestic and international funds. The data are deflated, and measured in 2001
prices. Note that (i) indirect financing, as we have defined it here, is not necessarily directed only to Fin-
nish SMEs, and that (ii) financing includes EU funds channeled to Finnish SMEs.

To get a closer look at the recent developments in SME funding, Table
10.1 displays the annual real growth rates of direct SME funding, computed
separately for each government institution from 1998 to 2001 (Panel A); the
annual real growth rates of indirect SME funding (Panel B); the annual real
growth rate of private venture capital investments (Panel C); and the per-
centage of SMEs reporting in a survey that they have encountered problems
when raising external finance (Panel D). As a comparison across the panels
shows, the various institutions providing SME funding have increased their
financing simultaneously. In particular, government’s direct funding to SMEs
increased more rapidly during the two boom years of 1999 and 2000 than
during 1998 or 2001. Based on these short time series, we cannot exclude the
possibility that increases in government funding to SMEs have coincided
with increases in the availability of external finance on the market. Of course,
to the extent that the institutions providing government funding have co-
operated and invested in collaboration with private financiers, the positive
correlation is not surprising.
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Table 10.1. Real annual growth of government funding to SMEs (1998-2001)

1998 1999 2000 2001
Panel A. Direct SME funding
Total growth -2% 10% 14% -3%
By institution
Finnvera -9% 5% 21% -5%
Tekes 15% 16% -1% 7%
Sitra -4% 11% 1% -7%
TE-Centres 1% 26% 82% -5%
Average growth 3% 14% 25% -3%
Panel B. Indirect SME funding
Total growth 0% 2% 31% 1%
By institution
Finnvera 1% -6% 40% 10%
Tekes 53% -5% -24% 1%
Sitra -49% 23% 159% -54%
FIl 13% 48% -28% -9%
Average growth 4% 15% 37% -13%
Panel C. Private sector
Private VC investments 43% 49% 31% -18%
Panel D. Market tightness
"No problems in external finance" 62% 64% 79% 75%

Note: Direct financing refers to subsidies, loans, capital loans, and direct equity investments. Indirect fi-
nancing refers to fund investments by Sitra and Fll, as well as to Finnvera’s guarantees and Tekes' financ-
ing channeled to SMEs via large company projects. The data are from the annual reports of the relevant
government institutions, MTI, the annual publications of Finnish Venture Capital Association, and from
the survey administrated by the Federation of Finnish Enterprises. Because no data were available for
the share of financing to SMEs by Finnvera in 1997-1998, an assumption was made that the share was
85% (as it was in 1999). Of TE-Center financing, development subsidies and subsidies for improving op-
erational conditions are 100% SME finance. For investment subsidies 1997-1999 the share of SME fi-
nance was assumed to be 94% (as it was in 2000). Of Sitra’s financing, direct investments are taken to be
SME finance, and indirect financing includes both domestic and international funds. The data are de-
flated, and measured in 2001 prices. Note that indirect financing, as we have defined it here, is not nec-
essarily directed only to Finnish SMEs.

Finally, Figure 10.8 displays the relative shares of the total direct fi-
nancing granted to SMEs by the various institutions. The figure shows that
unsurprisingly, Finnvera is clearly the largest player by the volume of financ-
ing (about 50%), followed by Tekes (about 20%) and that the relative shares
of the total financing granted to SMEs by the various institutions have been
quite stable. Despite the fact that Sitra has increased its SME financing over
1997 and 2001 most dramatically, its relative share has increased only moder-
ately, from 4% to about 7% in 2001. We can conclude that no dramatic shifts
in the relative volumes of SME financing by the different institutions have
taken place.3
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Figure 10.8. Shares of direct SME financing by institution (1997-2001)

100%
90% |
80%
70%
60% |
50% |
40%
30%
20%
10%

0% -

1997 1998 1999 2000 2001

Sitra [ Te-centres M Tekes M Finnvera

Note: The data are from the annual reports of the relevant institutions.

10.3.3. ASSESSMENT

Overall, the “rhetoric” in the Finnish legislation governing the government
institutions that support the Finnish corporate sector provides us with a gen-
eral idea of what the institutions are set to do. The rhetoric for the various in-
stitutions shares quite a few common themes, such as promoting Finnish
firms” and particularly Finnish SMEs’ development, growth and internation-
alization, but varies in its emphasis. Moreover, what institutions themselves
argue to be doing is unsurprisingly not inconsistent with the general idea of
what they are set to do. The rhetoric is, however, general in nature, leaving a
lot of room for interpretation and subjective judgment.

How does the rhetoric compare with the two main rationales that eco-
nomic analysis put forward for governments to provide funding to the SME
sector? In our view, the following stands out:

o First, the rhetoric does not explicitly emphasize that Finnish firms, espe-
cially SMEs, are to be supported because they underinvest in activities that
generate positive externalities to other industries and firms. Of course, it
is difficult to argue that such a view does not underlie the general objec-
tives set for the institutions and the institutions” own reporting, such as
promoting firms’ innovativeness, competitiveness and internationaliza-
tion. The view is however not explicit.
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Second, the legislation does quite explicitly refer to the need to rectify
capital market failures.” References to capital market failures are, how-
ever, made at a very general level, and no definition for a capital market
failure is provided. Because this lack of detail leaves (too) much room for
interpretation and subjective judgment, the danger is that also a minor
functional deficiency may be interpreted to constitute a market failure.
Third, the rhetoric in the legislation does not take into account that the ex-
istence of a market failure is not a sufficient argument to provide gov-
ernment funding. In particular, besides the rather general clauses in the
Acts on government aid and subsidies 688/2001 and 786/1997, no explicit
requirement is made that the institutions providing government funding
devote efforts to solve the fundamental screening problem of determining
those truly eligible for government funding. For example, no reference is
made in the legislation (or in the institutions own reporting) to the identi-
fication or measurement of “social returns” or beneficial externalities that
the projects financed by the government are supposed to generate. Lack of
such requirements for selectivity is unfortunate, because firms may well
seek government funding just to increase their profits (wrong kind of self-
selection) and because SMEs may receive funding on the basis of their
likely success, regardless of whether it is needed (wrong kind of screen-
ing).

Fourth, the rhetoric in the legislation is a bit puzzling because at least for
Finnvera, Sitra and FII, there is a requirement for self-sufficiency. Our
hunch is that also the other institutions providing government funding
may implicitly have faced similar performance requirements in the sense
that unless they can demonstrate that they have invested at least in some
profitable firms or projects, outsiders would judge that they have done
nothing but “wasted tax-payers money”. Such explicit or implicit re-
quirements for self-sufficiency are not consistent with the idea that the in-
stitutions are in the business of rectifying market failures. That means that
they are set to perform activities that have not been successfully carried
out by the private sector that primarily responds to profit motives. The in-
stitutions can, of course, be self-sufficient if they also practice business or
investment activities other than those aiming at rectifying market failures.
However, the rhetoric is not explicit that the requirement cannot typically
be extended to the activities that aim at rectifying market failures.? In fact,
what is evident from the institutions’ own criteria used for screening ap-
plicants, is that they are not far from the private sector requirements and
refer to “potential for success” and “requisites for profitability”.
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Finally, because of the favorable overall financial development be-
tween 1997 and 2001, it is a bit puzzling that government funding to SMEs
has according to our estimates grown in real terms more than 18% during the
period. It is puzzling especially because

e the institutions providing government funding increased their financing
simultaneously and most rapidly during the two boom years of 1999 and
2000.

It in fact seems that government funding has varied in tandem with, or
has lagged somewhat, increases in the availability of finance on the market
place. Various interpretations can be given for these findings. On the one
hand, it is possible that government officials react to correlated signals about
the need for government funding so that they are likely to adjust their levels
of funding simultaneously. If such signals are correlated with the SMEs’ de-
mand for private funding, the documented outcome follows. Another inter-
pretation for the findings is that the institutions providing government fund-
ing have co-operated and invested in collaboration with private financiers. A
positive correlation between private and public funding might in such an ar-
rangement emerge if the institutions providing government funding can suc-
cessfully identify the demand for public funding and persuade private finan-
ciers to fund SMEs that would otherwise not be able raise funding on the
market place. It is also possible that things have gone wrong. The positive
correlation between private and public funding may also emerge, if the insti-
tutions providing government funding have difficulties in distinguishing be-
tween the demand for private and public funding and thus if they fund firms
that would be able to raise funding from the private financiers (thus crowd-
ing out private financing). It is, however, important to note that the institu-
tions providing government funding may have had an incentive to satisfy the
demand for private funding to some extent because they may have faced a
constraint to invest counter-cyclically. Such a constraint may have existed be-
cause of the self-sufficiency requirements (performance targets) that we men-
tioned earlier.

If, as practitioners often argue, market failures become more severe
during downturns, the policy of investing in collaboration with private fi-
nanciers and the self-sufficiency requirements may hamper the ability of the
government institutions to act appropriately. Of course, it is hard to blame
any single institution for this apparent ‘lack of coordination” between the
agencies and also with respect to the private financiers. The finding calls,
however, for better coordination in these dimensions.
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10.4. EMPIRICAL ANALYSIS

As discussed, the data on the SMEs’ use of government funding reflect the
equilibrium of two selection processes: When we observe that a firm receives
government funding, it has i) decided to apply for it and ii) passed the screen
of the government organization providing the funding. In this section, we
take a look at the outcome of these two selection processes by studying the
characteristics of the Finnish SMEs that have in the recent past applied for
and received government funding.®

Because of data limitations, we focus in most of what follows on four
main “types” of government funding. The first two are funding provided by
Finnvera and funding provided by Tekes, which both at least in principle
have quite clearly defined roles in the Finnish SME finance. They both pro-
vide gratuitous finance (i.e. funding that is not repayable, such as direct sub-
sidies, grants, various forms of aid, and guarantees) as well as non-gratuitous
finance (i.e. funding that is repayable in a sense, consisting of loans, capital
loans and equity). The other two “types” of funding are government venture
capital and other subsidies. Government venture capital consists of funding
provided by Sitra, FII and the various governmental, semi-governmental and
municipal venture capital firms and fund management companies operating
regionally.# We call this funding government venture capital, because these
institutions typically only grant non-gratuitous funding. Other subsidies con-
sist of gratuitous government funding, provided for the most part through
the TE-Centres.*!

10.4.1. DESCRIPTIVE ANALYSIS

Extent of government funding

For the purpose of the descriptive analysis presented in this section, sam-
pling weights are used to weigh the sample to make it as representative of
the Finnish SME population as possible. Table 10.2 presents the proportion of
SMEs that reported in the survey that they have received government fund-
ing during the last fiscal year, or thereafter (the first column), as well the pro-
portion of SMEs that have received government funding prior to their last
fiscal year (the second column). The table shows that as many as 17.1%
(27.9%) of SMEs has recently (in the past) applied for and received at least
one type of government funding. Combining the information in the two col-
umns and eliminating double accounting yields the following finding:
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e Every third (33.4%) SME has applied for and received at least one type of
government funding.

Table 10.2 also shows that as expected, an SME is most likely to apply
for and receive government funding from Finnvera (8.3%). Finnvera’s fund-
ing is followed by the other subsidies provided mainly via TE Centres (5.0%)
and Tekes’ funding (4.9%). Overall, these patterns of government funding are
similar to those portrayed by the aggregate data, lending credence to the
quality of our data. Finally, the second column shows that a representative
SME has also in the past been most likely to rely on Finnvera’s funding
(19.5%), followed by other subsidies (8.9%).

Table 10.2. Proportion of SMEs receiving finance from the public institutions

Last fiscal year  Prior to last fiscal

and after year
Any institution 17.1% 27.9%
Finnvera 8.3% 19.5%
Tekes 4.9% 6.0%
Government venture capital 2.1% 2.2%
Sitra 0.5% 0.4%
Other 1.6% 1.9%
Other subsidies 5.0% 8.9%

Note: The data is based on the survey administered by the Research Institute of the Finnish Economy
(ETLA) in December 2001- January 2002.

Government funding by firm characteristics

Table 10.3 presents the proportion of SMEs that have applied for and re-
ceived government funding during the last financial year or thereafter, condi-
tional on their characteristics.#? On the basis of the rhetoric in the Finnish leg-
islation governing the government institutions that support the Finnish cor-
porate sector, we consider the following five categorizations of firm charac-

teristics:

e Basic characteristics: In the age categorization, firms are divided into three
groups according to their AGE; (= the age of firm in years): “Infant firms”
are those aged between 0-4, “Adolescent” are aged between 5-8, and
“Old” aged 9 or above. Regarding the size of SMEs, “Small SMEs” are de-
fined as those SMEs that have EMP. (= the number of employees ) less
than 20 and less than one million euros in turnover. “Large SMEs” are
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SMEs exceeding either of the criteria. In the growth categorization, “High
growth” refers to firms whose GROWTH, (= the average sales growth
rate over the next three years, as projected by the entrepreneurs them-
selves) exceeds 10%, and the rest belong to the “Low growth” category.
Innovativeness: In the R&D classification, “No R&D” refers to those firms
for which R&D, (= the ratio of R&D expenditures to sales) is zero, “Low
R&D” to firms for which it is positive but less than 5%, and “High R&D”
to those for which it is more than 5%. Furthermore, SMEs are divided into
“Yes”/”No” categories on the basis of PATENT, (= dummy set to 1 if firm
has patents) and INTANG,; (= dummy set to 1 if the entrepreneur evalu-
ates that his/her firm owns other intangible assets than patents).
Internationalization: In the export categorization, “No exports” refers to
SMEs with EXPORT, (= the ratio of export to total sales) zero, “Low ex-
ports” to SMEs with EXPORT; up to 25% and “High exports” to SMEs for
which it is above 25%. SMEs are also divided into “Yes”/”No” categories
on the basis of FOREOPER,; (= dummy set to 1 if firm has other activities
abroad besides export), and AUDIT: (= dummy set to 1 if firm is audited
by one of the internationally recognized ‘Big Five” accounting firms)%.
Profitability: SMEs are divided into “Yes”/”No” categories on the basis of
PROFIT; (= dummy set to 1 if firm’s return on assets was positive in the
last fiscal year) and PROFITCH, (= dummy set to 1 if the entrepreneur
answered in the survey that her firm’s current profitability is better than it
has been over the last three years on average).

Other: Here SMEs are classified into “Yes”/”No” categories on the basis of
LOANDEN; (= dummy set to 1 if firm’s loan applications have been turned
down in the marketplace because of lack of collateral and/or guarantees
during the last two years).
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Table 10.3. Proportion of SMEs receiving finance by firm characteristics

. Government Other
Finnvera Tekes . e
venture capital subsidies
BASIC CHARACTERISTICS
AGE; Infant 17.2% 4.4% 1.5% 6.2%
Adolescent 5.3% 2.1% 3.7% 3.9%
old 7.7% 6.1% 1.6% 5.2%
EMP; Small SMEs 7.1% 2.7% 1.6% 3.8%
Large SMEs 10.7% 9.2% 2.9% 7.6%
GROWTH, Low growth 7.6% 4.1% 1.8% 4.1%
High growth 10.6% 8.3% 3.2% 8.6%
INNOVATIVENESS
RD; No R&D 5.8% 0.6% 1.6% 2.7%
Low R&D 9.6% 7.2% 2.7% 6.7%
High R&D 16.5% 17.7% 2.1% 10.9%
PATENT; Yes 14.0% 16.4% 3.8% 7.8%
No 8.0% 4.2% 2.0% 4.9%
INTANG; Yes 11.2% 8.8% 1.6% 10.6%
No 7.9% 4.3% 2.2% 4.2%
INTERNATIONALIZATION
EXPORT; No exports 7.5% 3.1% 1.8% 4.2%
Low exports 7.3% 5.0% 3.0% 6.9%
High exports 18.4% 20.8% 2.4% 7.8%
FOREOPER; Yes 8.4% 10.5% 1.8% 6.2%
No 8.3% 4.5% 2.1% 5.0%
AUDIT; Yes 10.1% 8.2% 2.3% 4.8%
No 8.0% 3.7% 1.1% 6.1%
PROFITABILITY
PROFIT; Yes 7.3% 5.2% 3.5% 3.3%
No 12.6% 3.7% 0.7% 7.0%
PROFITCH; Yes 7.7% 5.1% 7.5% 6.2%
No 7.6% 4.6% 0.9% 4.8%
OTHER
LOANDEN; Yes 17.2% 2.3% 1.1% 4.9%
No 7.8% 5.0% 2.1% 5.0%

Note: The data is based on the survey administered by the Research Institute of the Finnish Economy
(ETLA) in December 2001- January 2002.

The table verifies Finnvera’s dominant role in the provision of gov-
ernment funding to SMEs, and yet qualifies it in an important way. Compar-
ing across columns tells us that despite the fact that Tekes only accounts for
about 14% of the total government funding to SMEs, high R&D SMEs, SMEs
with patents, high export SMEs, and SMEs with (other) foreign operations
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are in absolute terms (i.e., not just compared to their counterparts) more
likely to apply for and receive funding from Tekes than from Finnvera (or
from any other government institution). This finding is important, because it
is consistent with the idea that different types of SMEs apply for and receive
different types of government funding.

Comparing across rows allows us to uncover four patterns worth em-
phasizing:# First, technology-intensive SMEs (high R&D SMEs, SMEs with
patents and/or intangible assets) are more likely than their counterparts to
apply for and receive funding from both Tekes and Finnvera. Second, the
same applies to internationally oriented SMEs (high export SMEs, SMEs with
(other) foreign operations and SMEs audited by the international recognized
auditors), as also they are more likely than their counterparts to apply for
and receive funding from both Tekes and Finnvera. Similar patterns underlie
the other types of funding too, but far less prominently and not with respect
to all the variables considered. Third, SMEs whose loan applications have
been rejected in private credit markets are more likely than their counterparts
to apply for and receive financing from Finnvera. Interestingly, this is not the
case for the other types of funding. Finally, the table shows that of the 13 SME
characteristics considered, only four share an important common effect:
Large SMEs, high growth SMEs, SMEs who own patents and SMEs whose
profitability has improved recently are more likely than their counterparts to
apply for and receive government funding from any institution.

The foregoing findings indicate that there are selection processes at
work. We cannot however make too much out of them, because we have not
controlled for the other characteristics of SMEs. To control for them requires
that we use multivariate methods. That is done in the next section.

10.4.2. ECONOMETRIC ANALYSIS

Regressions analysis

The main empirical model that we employ to study the characteristics of
SMEs that apply for and receive government funding is the standard Logit
model:

]/zg =]‘(ﬂ'Xf +¢&>0) (1)

where y? is a dummy set to one if firm i has applied for and received gov-
ernment funding from government institution g, A is a vector of coefficients,
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X; is a vector of explanatory variables and ¢; is distributed according to a lo-
gistic density with mean zero and constant variance. We run Logits sepa-
rately for each government institution to investigate whether there are sys-
tematic differences between the institutions in the allocation of SME finance.
The regressions are run on an unweighted sample, but we have included the
stratifying variable (sector dummies; see below) in the regressions. The
reader is however advised to interpret the results carefully, as the results
from the regression analysis are not necessarily representative of the whole
Finnish SME population.#

The characteristics of firms that we control for are, bar a few modifica-
tions, the same as those used as the conditioning variables in Table 10.3. They
are AGE,, EMP. (= the number of employees), GROWTH,, HIGHRD, (=
dummy set to 1 if firm’s lagged R&D, > 10%), PATENT,, INTANG,,
HIGHEXPORT, (= dummy set to 1 if firm’s EXPORT, > 25%), FOREOPER,,
AUDIT,, PROFIT, and PROFITCH, and, finally, LOANDEN,.

We also introduce eight new control variables. The first one is a
dummy for ‘small SMEs’ 5D, (= dummy set to one if firm’s sales are less than
euro 1.5 million). The second one is ‘small R&D intensive firms’, SRD, (=
dummy set to one if the ratio of firm’s R&D to sales exceeds 10% and if its
sales are less than euro 1.5 million). We introduce the dummy, because lack of
capital has in the past been identified as one of the most important ‘barriers
to innovation’ for small R&D intensive firms (CSO 1991). We also bring in
two new controls for the innovativeness of firms. They are INNOI, (=
dummy set to 1 if firm has innovated its products during the last three years),
and INNO2, (= dummy set to 1 if firm has innovated its production proc-
esses during the last three years). We also add two variables to control for the
characteristics of the CEO of the firms. These are CEOAGE, (= the number of
years firm’s current CEO has managed the firm), and CEOEDUC, (= dummy
set to 1 if firm’s CEO has a university degree). Finally, all of the regressions
include REGION; (= a dummy set to 1 if firm resides in an agricultural mu-
nicipality), broad sector dummies (the sectors are high-technology (reference
category), medium technology, information intensive services, and other), as
well as dummies indicating in which province the firm resides in (the prov-
inces are Province of Uusimaa (reference category), Province of Western
Finland (“West”), Province of Eastern Finland (“East”); and Province(s) of
Oulu and Northern Finland (“North”)).

Table 10.4 provides results of estimating equation (1) for Finnvera’s
and Tekes’s funding, as well as for government venture capital and other
subsidies. In each column, the dependent variable is a dummy set to one if a
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firm has applied for and received the type of government funding in ques-
tion. The results presented below are based on unweighted estimations. As
weighted estimation provided somewhat different results in terms of the sta-
tistical significance of some variables, we tested whether there is evidence for
a bias in not using sample weights by a likelihood ratio test between the
model used here and one where the stratifying variable is included both line-
arly and as an interaction between all the other variables. As the likelihood
ratio test did not reject the more restricted model we have included the strati-
fying variable only in a linear form, i.e., without taking the interaction terms
(see Graubard and Korn 2002 for a statistical motivation for following this
procedure).

The table shows that, overall, there are systematic differences between
SMEs that apply for and receive different types of government funding. It
also shows that we can find further support for two of the four patterns that
we discovered above. First, technology-intensive SMEs (high R&D SMEs,
SMEs with patents) are more likely than their counterparts to apply for and
receive funding from Tekes but not from Finnvera. Second, as before, we find
that internationally oriented SMEs (high export SMEs, and SMEs audited by
the international recognized auditors) are more likely than their counterparts
to apply for and receive funding from both Tekes and Finnvera. Third, we
also again find that SMEs whose loan applications have been rejected in pri-
vate credit markets are more likely than their counterparts to apply for and
receive financing from Finnvera. We find no similar effects for the other types
of government funding. Finally, it seems that there are only few, if any, SME
characteristics that have a similar effect across the various types of govern-
ment funding on the probability that an SME applies for and receives gov-
ernment funding.*

The regression results also provide us with some additional insights.
We have chosen to emphasize the following two:

e Growth-oriented SMEs apply for and receive government funding more of-
ten than their counterparts only from Finnvera.

o Smallish SMEs with a limited amount of sales are less likely than their
counterparts to apply for and receive funding particularly from Finnvera
and other subsidies.

Another point to bring forward is that SMEs that belong to “Other”
sectors, i.e. not technology- or information intensive, are less likely to apply
for and receive all but Finnvera’s financing. This is interesting since the main
characteristics that make the sectors different, such as innovativeness, are
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controlled for. Finally, it is perhaps of some interest to note that SMEs that re-
side in the Western- and Eastern Provinces, are more likely to apply for and
receive financing from Finnvera and Tekes than those SMEs that reside in the
Province of Uusimaa.

Table 10.4. Standard Logit regressions

Finnvera Tekes Governmeht Ve Other subsidies
capital
Coef. z-stat. Coef. z-stat. Coef. z-stat. Coef.  z-stat.
AGE; -0.013 1.58 -0.020 2.30 ** -0.015 1.04 0.002 0.20
EMP; 0.005 1.20 0.012 2.28 ** 0.009 0.90 0.000 0.05
GROWTH; 0.711 243 ** 0.300 0.98 0.279 0.65 0.242 1.03
HIGHRD; -1.361 173 * 1.287 2.30 ** 0.243 0.31 -0.671 0.95
PATENT; -0.196 0.57 0.780 241 ** 0.793 1.46 -0.036 0.10
INTANG; 0.108 0.39 0.146 0.54 0.024 0.05 0.505 1.82 *
HIGHEXPORT, 0.656 2.09 ** 0.524 1.84 * 0.007 0.01 0.346 1.05
FOREOPER, 0.275 0.80 0.313 0.83 0.303 0.49 0.021 0.05
AUDIT; 0.519 1.91 * 0.412 1.67 * 0.642 1.28 0.408 1.46
PROFIT; -0.404 1.15 -0.688 2.07 ** -1.366 2.74 ***  -0.192 0.53
PROFITCH; 0.110 0.47 -0.074 0.30 0.668 1.48 -0.408 1.67 *
LOANDEN; 0.871 2.10 ** -0.551 1.00 0.513 0.77 0.339 0.79
SRD; 1.943 232 ** -0.612 0.95 -0.469 0.55 0.695 0.91
SD; -1.316 431 *** 0737 232 ** -0.005 0.01 -0.988 3.17 *x*
INNOT, 0.721 2.68 *** 0.366 1.35 0.549 1.20 0.541 1.87 *
INNO2; 0.125 0.49 0.263 0.99 0.432 0.95 0.404 1.53
CEOAGE; -0.037 2.00 ** 0.029 1.49 0.012 0.30 0.007 0.41
CEOEDUG; -0.554 1.90 * 0.311 1.09 0.184 0.38 0.180 0.61
REGION,; -0.279 0.85 0.209 0.61 0.971 1.82 * 0.830 2.77 *x*
SECTOR
Medium-tech 0.407 1.02 -0.392 1.10 -0.516 1.01 -0.149 0.39
Info-intensive 0.018 0.04 -0.383 1.01 -0.669 1.05 -0.083 0.18
Other 0.521 1.29 -0.964 2,65 ***  -1515 2.34 ** -0.721 1.88 *
PROVINCE
West 0.666 240 ** 0.497 1.93 * -0.513 1.05 -0.006 0.02
East 0.847 2.19 ** 0.781 1.96 ** 0.240 0.36 -0.269 0.59
North 0.385 0.90 0.751 1.87 * -0.800 1.1 0.210 0.48
Observations 763 763 763 763
Log likelihood -264.90 -262.55 -104.81 -248.24
Wald Chi? 106.78 130.95 86.63 80.99
degr. of freedom 25 25 25 25
significance 0.00 0.00 0.00 0.00
R seudo 0.18 0.24 0.19 0.13

Note: The data is based on the survey administered by the Research Institute of the Finnish Economy
(ETLA) in December 2001 - January 2002. *** denotes statistical significance at 1% level, ** at 5% level
and * at 10% level.
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Because to apply for and receive government venture capital (pro-
vided by Sitra and regional governmental/semi-governmental venture capital
firms) are “rare events”, i.e., it is much less likely that an SME applies for and
receives financing (events) than that it does not apply for or receive (non-
events) financing from them, Logit regression can underestimate the prob-
ability of the event and yield biased coefficients in small samples. The prob-
lem is that in rare events data, ones are statistically more informative than ze-
ros. To address the problem, we re-estimate model (1) using a rare events lo-
gistic regression recently developed by King and Zeng (2000, 2001). The
method proposed by King and Zeng corrects for problems due to finite sam-
ple or rare events. When the results make a difference, the method should
work better than the standard logistic regression; when it does not, it gives
the same answer as the logistic regression.

Table 10.5 provides results of estimating equation (1) using the rare
events Logit. The table shows that our qualitative conclusions do not change,
even though the magnitude of some coefficients has changed. With these at
hand, we can compute relative risks, i.e., the percentage changes in the prob-
ability of something happening, due to a change in selected explanatory vari-
ables. We do not report the relative risks in a table to save space, but just
briefly discuss some of them. According to our unweighted estimates, the
probability that an SME applies for and receives Finnvera funding is about
two times larger if its loan application has been rejected on the market place
(LOANDEN, =1) than if it has not been rejected (LOANDEN, =0 ). Similarly,
the probability that an SME applies for and receives Tekes funding is as
much as two and a half times larger if it is an R&D intensive firm
(HIGHRD,; =1) than if it is not (HIGHRD, =0 ). Finally, the probability that
an SME applies for and receives Finnvera (Tekes) funding would be 1.7 (1.5)
times larger if it was an export intensive SME ( HIGHEXPORT, =1) than if it
was not (HIGHEXPORT, =0).
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Table 10.5. Rare events Logit regressions

Finnvera Tekes Governme|‘1t EIEE Other subsidies
capital
Coef. z-stat. Coef. z-stat. Coef. z-stat. Coef.  z-stat.
AGE; -0.012 1.40 -0.018 2.08 ** -0.008 0.52 0.002 0.33
EMP; 0.005 1.18 0.011 2.18 ** 0.010 1.00 0.000 0.01
GROWTH; 0.693 245 ** 0.317 1.07 0.291 0.70 0.281 1.23
HIGHRD; -1.161 1.53 1.154 2.13 ** 0.393 0.53 -0.553 0.81
PATENT; -0.190 0.57 0.720 2.30 ** 0.684 1.30 -0.037 0.10
INTANG; 0.115 0.43 0.152 0.58 0.041 0.08 0.487 1.81 *
HIGHEXPORT; 0.617 2.03 ** 0.495 1.80 * 0.055 0.10 0.336 1.05
FOREOPER; 0.270 0.81 0.311 0.85 0.331 0.55 0.048 0.12
AUDIT; 0.496 1.88 * 0.395 1.66 * 0.591 1.22 0.391 1.45
PROFIT; -0.385 1.13 -0.653 2.03 ** -1.233 2.56 ** -0.192 0.55
PROFITCH,; 0.105 0.46 -0.070 0.29 0.585 1.34 -0.387 1.63
LOANDEN; 0.828 2.06 ** -0.485 0.91 0.520 0.81 0.347 0.84
SRD; 1.723 2,12 ** -0.512 0.82 -0.568 0.69 0.584 0.79
SD; -1.260 4.26 *** -0.717 2.34 ** 0.004 0.01 -0.942 3.12 ***
INNOT; 0.696 2.68 *** 0.356 1.36 0.503 1.14 0.520 1.86 *
INNO2; 0.125 0.51 0.250 0.97 0.404 0.92 0.385 1.51
CEOAGE; -0.034 1.91 0.027 1.46 0.010 0.26 0.007 0.42
CEOEDUC; -0.525 1.86 * 0.293 1.06 0.134 0.29 0.167 0.58
REGION; -0.248 0.78 * 0.211 0.64 0.902 1.75 * 0.798 2.75 ***
SECTOR
Medium-tech 0.368 0.95 -0.378 1.10 -0.495 1.00 -0.155 0.42
Info-intensive 0.013 0.03 -0.363 0.99 -0.574 0.93 -0.079 0.18
Other 0.473 1.21 -0.918 261 ***  -1.365 2.18 ** -0.694 1.87 *
PROVINCE
West 0.630 2.35 ** 0.467 1.87 * -0.462 0.98 -0.007 0.02
East 0.812 2,17 ** 0.744 1.93 * 0.228 0.36 -0.232 0.53
North 0.383 0.92 0.718 1.85 * -0.610 0.87 0.220 0.52
Observations 763 763 763 763

Note: The data is based on the survey administered by the Research Institute of the Finnish Economy
(ETLA) in December 2001 - January 2002. *** denotes statistical significance at 1% level, ** at 5% level
and * at 10% level.

Count model analysis

Calls for a better co-ordination between the various government institutions
providing SME funding have recently increased.®® There are several ration-
ales to enhance the degree of co-ordination. One is that it may be difficult to
evaluate the pros and cons of SMEs’ technological projects (pre-commercial
research) without simultaneous consideration of their ability to later com-
mercialize government-funded technology (Lerner 2002). Enhancing coordi-
nation might therefore improve the commercialization of technology. An-
other rationale for coordination is that there might be a coordination problem
between the various government institutions providing SME funding that re-
sults in undesirable time-series variation in the total amount of financing
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available to SMEs (just as our evidence suggests). Finally, evidence from the
US suggests that firms that receive research grants from numerous govern-
ment sources may be underachieving, i.e., they have few, if any, tangible re-
sults to show from previous R&D awards (Lerner 1999, 2002 and Gompers
and Lerner 1999). As suggested by Lerner (2002), the problem with such
firms is that they can attribute the lack of results to the high-risk nature of
their projects. This means that firms can drift from one government agency to
the next and avoid accountability for a long time, if not indefinitely and sug-
gests that lack of co-ordination can lead to misallocation of government fund-
ing.

In our (estimating) sample, there are 262 SMEs that have received at
least one type of government funding. Of these, about 32% have received
more than one type of government funding. We can study the characteristics
of these SMEs using Poisson regression model for count data. The primary
equation in the Poisson model (Greene 2000, p. 880) is

4 2

Prob(Y, = y,) = = : )

i

where y;=0,1,2,3,... and where typically In(4)= 4'X,. In our case, the de-
pendent variable is the number of government institutions from which an
SME applies for and receives funding. We use the same vector of explanatory
variables as above.

Table 10.6 provides results of estimating a standard regression model
(with y,=0,1,2,3,... as the dependent variable) using OLS and equation (2)
using maximum likelihood methods. The table shows, for example, that lar-
ger, export-oriented SMEs are more likely to apply for and receive more than
one type of government funding. What is interesting is that the table also
shows that i) small R&D intensive firms are neither more nor less likely to ap-
ply for and receive more than one type of government funding, ii) that small-
ish SMEs are less likely to apply for and receive more than one type of gov-
ernment funding, and finally iii) that SMEs audited by the Big Five interna-
tional accounting firms are more likely to apply for and receive more than
one type of government funding.# Finally, it is perhaps of some interest to
note that SMEs that reside in the Western- and Eastern Provinces, are more
likely to apply for and receive financing from several sources than those
SMEs that reside in the Province of Uusimaa. There seems to be a regional
dimension in the allocation of government funding to Finnish SMEs.
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Table 10.6. Count model regressions

OLS Poisson
Coef. t-stat. Coef. z-stat.

AGE; -0.004 2.36 ** -0.008 2.00 **
EMP; 0.003 1.72 * 0.004 211 **
GROWTH; 0.221 2.15 ** 0.219 2.09 **
HIGHRD; 0.104 0.47 -0.039 0.19
PATENT; 0.211 1.90 * 0.131 0.90
INTANG; 0.079 1.08 0.165 1.42
HIGHEXPORT; 0.270 2.90 *** 0.313 2.53 **
FOREOPER; 0.106 1.09 0.149 1.02
AUDIT; 0.193 2.67 *** 0.337 2.95 ***
PROFIT; -0.229 2.57 ** -0.392 2.76 ***
PROFITCH; -0.015 0.30 -0.046 0.43
LOANDEN; 0.142 1.02 0.242 1.31
SRD; 0.035 0.15 0.410 1.63
SD; -0.292 4.03 *** -0.773 5.32 ***
INNOT; 0.169 3.00 *** 0.437 347 ***
INNO2; 0.096 1.50 0.233 2.08 **
CEOAGE; 0.000 0.09 0.001 0.09
CEOEDUG; 0.007 0.10 0.001 0.01
REGION,; 0.122 1.65 * 0.234 1.68 *
SECTOR

Medium-tech -0.034 0.37 -0.079 0.54

Info-intensive -0.101 1.02 -0.150 0.84

Other -0.143 1.78 * -0.377 2.38 **
PROVINCE

West 0.093 1.79 * 0.240 1.99 **

East 0.182 2.16 ** 0.333 2.05 **

North 0.122 1.33 0.262 1.51
Observations 763 763
Log likelihood -590.81
F-stat (Chi’ for Poisson) 10.61 360.72

degr. of freedom 25 25

significance 0.00 0.00
R? (R%seudo fOT Poisson) 0.31 0.18

Note: The data is based on the survey administered by the Research Institute of the Finnish Economy
(ETLA) in December 2001 - January 2002. *** denotes statistical significance at 1% level, ** at 5% level
and * at 10% level.

10.4.3. ASSESSMENT

We find that as many as every third SME has hitherto applied for and re-
ceived at least one type of government funding. Further, nearly every fifth
Finnish SME has recently applied for and received at least one type of gov-
ernment funding. We also find that of the recently supported SMEs, every
third SME has received more than one type of government funding. If any-
thing, these findings indicate the Finnish government is rather heavily inter-
vening in the market for SME finance.
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What can be deduced from our econometric analysis? To answer the
question, we must first emphasize that the data generated by selection proc-
esses is in sharp contrast to the data that we would observe if government
funding was allocated across firms randomly. If we find that the probability
that SMEs apply for and receive government funding is in no way related to,
say, their R&D intensity, it indicates that SMEs apply for and receive gov-
ernment funding independently of their R&D intensity (holding other things
constant).”® However, if we find for example a positive relation, it tells us
something about the two selection processes. On the one hand, it suggests
that firms that are, on average, R&D intensive, have applied for government
funding. On the other hand, it suggests that the screen of the government or-
ganization providing the funding favors (does not discriminate against) R&D
intensive firms. Of course, it may be that both selection processes work to-
wards the same direction, enforcing each other.

Overall, it is rather encouraging to find that the econometric results are
consistent with the official rhetoric and the general idea of what the institu-
tions are set to do. For example, the unweighted regressions showed that the
probability that an SME applies for and receives Finnvera funding is much
larger if its loan application has been rejected in the market place than if it
has not been rejected. Similarly, the probability that an SME applies for and
receives Tekes funding is much larger if it is an R&D intensive firm than if it
is not. Because these effects are large, they should not be taken at face value.
They do indicate, however, that there are strong selection processes at work.

It is also encouraging to find that there are only few, if any, SME char-
acteristics that have a similar effect across the various types of government
funding on the probability that SMEs apply for and receive government
funding. This suggests that different types of SMEs apply for and receive dif-
ferent types of government funding. What is not as encouraging to find is the
following: The only characteristic that seemed to reduce the likelihood of ap-
plying for and receiving government funding across all types of government
funding except government venture capital was the smallness of an SME.
This importance of realized sales is interesting since many of the characteris-
tics that make the SMEs different, such as their size, growth-orientation, and
innovativeness, are controlled for. It may be indicative of many things, in-
cluding too high application costs and a possible bias against funding SMEs
with little realized sales.>

Our econometric results indicate that the characteristics explaining
why some SMEs are more likely than their counterparts to obtain many types
of government funding are quite in line with what one would expect. Exam-
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ples of such characteristics are the growth-orientation of an SME and its ‘in-
novativeness’ in the recent past. A not so encouraging finding is, however,
that one of the characteristics is whether an SME audited by one of the “Big
Five” accounting firms. The systematic pattern is, in fact, consistent with a
wrong kind of self-selectivity: firms audited by the Big Five should, despite
the recent Enron scandal, be more “transparent” and therefore more likely to
obtain funding in the market place, holding other things constant (see Hyyti-
nen and Pajarinen 2002 and the references therein). It is also inconsistent with
the idea that the government institutions are overcoming the information
problems that the private sector cannot and thus solving the fundamental
problem of finding out those truly eligible for government funding. While
our analysis does not allow us to exclude other explanations, a danger is that
these firms drift from one government agency to the next because they have
found that it is a means to enhance their profits.

10.5. CONCLUSIONS

Not unlike elsewhere, the government in Finland has been keen to provide
funding to Finnish firms, especially SMEs. In this Chapter we review, in the
light of the economic rationales for public efforts to finance SMEs, all of the
government institutions providing SME funding in Finland, and what the in-
stitutions are set to do. Using recently collected data on SMEs, we then ex-
plore what kinds of SMEs apply for and receive government funding in
Finland and whether there are systematic differences between SMEs that ap-
ply for and receive different types of government funding.
Our main findings are as follows:

¢ The rhetoric in the legislation on what the institutions are set to do is not
fully in line with what the economic rationales suggest.

¢ The total amount of government funding awarded to SMEs has over the
past four years grown quite rapidly (according to our estimates, as much
as 18% in real terms). Moreover, it seems that the growth has coincided
with increases in the availability of external finance on the marketplace.

e Asmany as every third SME has applied for and received at least one type
of government funding. Comparing our estimate for the direct SME fund-
ing granted by the government institutions (about €575 million in 2001) to
an estimate for the classical venture capital investments (i.e., excluding
MBOs and restructuring finance) made by the private Finnish venture
capitalists (about €208 million in 2001) shows that the volume of govern-
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ment funding is not negligible. If anything, these findings indicate that the
Finnish government is rather heavily intervening in the market for SME
finance.

e Opverall, the econometric results are consistent with the official rhetoric
and the general idea of what the institutions are set to do. For example,
the unweighted regressions showed that the probability that an SME ap-
plies for and receives Finnvera funding is much larger if its loan applica-
tion has been rejected in the market place than if it has not been rejected.
Similarly, the probability that an SME applies for and receives Tekes fund-
ing is much larger if it is an R&D intensive firm than if it is not. While
these findings suggest that there are selection processes at work, one can-
not draw conclusions about selectivity (i.e. whether the ‘right’ SMEs get
financed) nor about the welfare effects of government funding (cf. de
Meza 2002).

e There are only few SME characteristics that have a similar effect across the
various types of government funding on the probability that SMEs apply
for and receive government funding. This suggests that from a cross-
sectional perspective, different types of SMEs apply for and receive differ-
ent types of government funding.

Taken together, the results of this Chapter indicate that the characteris-
tics of SMEs explaining why some SMEs are more likely than their counter-
parts to apply for and receive different types of government funding are
quite in line with what one would expect, both on the basis of the economic
rationales for governments to provide funding to SMEs and on the basis of
what we have called official rhetoric. We find however that SMEs who are
audited by one of the “Big Five” accounting firms are more likely to obtain
many types of government funding. This kind of evidence is consistent with
a wrong kind of selectivity, not least because such firms are less likely to be
constrained by the availability of private capital (see Hyytinen and Pajarinen
2002, and Hyytinen, Rouvinen, Toivanen and Yla-Anttila, Chapter 11 in this
volume). Moreover, while there are some certainly plausible explanations for
the positive correlation between private and public funding over time, the
correlation also suggests that the institutions providing government funding
may have had difficulties in distinguishing between the demand for private
and public funding. Policies of investing in collaboration with private finan-
ciers and the explicit and implicit self-sufficiency requirements that the gov-
ernment institutions face may also have contributed to the positive correla-
tion, as they reduce the possibility to act counter-cyclically. If, as practitioners
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often argue, market failures become more severe during downturns, the pol-
icy of investing in collaboration with private financiers and the self-
sufficiency requirements may hamper the ability of the government institu-
tions to act appropriately.

To conclude, our results also suggest that the fundamental screening
problem of finding out SMEs truly eligible for government funding is per-
haps not addressed adequately in practice. If SMEs receive funding regard-
less of whether it is needed, there is a danger that the institutions providing
government funding “can claim credit for the firms’ ultimate success even if
the marginal contribution of the public funds was very low” (Lerner 2002, p.
14; see also Jaffe 2002). Worse yet, it may be that certain types of SMEs that
despite the recent favorable financial development still face problems in rais-
ing external finance and that are truly in need for government funding do not
get financed. Our analysis thus highlights the importance of emphasizing se-
lectivity — both across SMEs and intertemporally — in the provision of gov-
ernment funding. Coordination between the different government institu-
tions and with the market conditions (timing) could probably be improved,
too.
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APPENDIX 1. INDIRECT INVESTMENTS

Figure 10.9. Relative shares of indirect financing by institution (1997-2001)
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Note: The data are from the annual reports (1997-2001) of the relevant institutions. Indirect financing
refers to fund investments by Sitra and Fll, as well as to Finnvera’s guarantees and Tekes’ financing
channeled to SMEs via large company projects.
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APPENDIX 2. SAMPLE AND SAMPLE
WEIGHTS

The data are based on the survey administered by the Research Institute of
the Finnish Economy (ETLA) in December 2001 - January 2002. The un-
weighted sample has over-sampled high-tech firms, thus the weighting is
done by assigning different weights to industry groups to randomize the
sample.

Table 10.7. Sample description - Panel A

Unweighted Weighted
n % n %
BASIC CHARACTERISTICS
AGE; Infant 153 15.6% 125 12.8%
Adolescent 228 23.3% 235 24.0%
Old 597 61.0% 618 63.1%
EMP; Small SMEs 599 61.2% 651 66.5%
Large SMEs 379 38.8% 327 33.5%
GROWTH,; Low growth 587 60.0% 704 72.0%
High growth 352 36.0% 227 23.2%
N/A 39 4.0% 47 4.8%
INNOVATIVENESS
RD; No R&D 328 33.5% 516 52.8%
Low R&D 360 36.8% 345 35.3%
High R&D 274 28.0% 110 11.2%
N/A 16 1.6% 7 0.7%
PATENT; Yes 121 12.4% 52 5.3%
No 855 87.4% 926 94.7%
N/A 2 0.2% 0 0.0%
INTANG; Yes 215 22.0% 127 13.0%
No 760 77.7% 851 87.0%

N/A 3 0.3% 0 0.0%
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Table 10.8. Sample description - Panel B

Unweighted Weighted
n % n %
INTERNATIONALIZATION
EXPORT; No exports 598 61.1% 707 72.3%
Low exports 233 23.8% 190 19.5%
High exports 146 14.9% 80 8.2%
N/A 1 0.1% 0 0.0%
FOREOPER; Yes 94 9.6% 55 5.6%
No 884 90.4% 923 94.4%
AUDIT; Yes 217 22.2% 180 18.4%
No 757 77.4% 793 81.0%
N/A 4 0.4% 5 0.5%
PROFITABILITY
PROFIT, Yes 771 78.8% 791 80.9%
No 203 20.8% 187 19.1%
N/A 4 0.4% 0 0.1%
PROFITCH; Yes 476 48.7% 482 49.3%
No 475 48.6% 468 47.8%
N/A 27 2.8% 28 2.9%
OTHER
LOANDEN; Yes 55 5.6% 50 5.1%
No 923 94.4% 928 94.9%
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ENDNOTES

' Following the recommendation by the European Commission 96/280/EU, an SME is in this study defined,
whenever possible, as a firm that employs less than 250 people and that either has an annual turnover of at
most 40 million euros or a balance sheet total of at most 27 million euros, and less than 25 percent of the
shares are owned by large companies.

2 An SME council report of the MTI, written in 1990, had already emphasized the importance of developing
the Finnish venture capital industry that had begun to emerge in the 1980s but that almost disappeared
because of the economic distress of the early 1990s. See Seppa (2000, p. 214) for further details.

* In addition, Finland ranks first in the question of how well rights and responsibilities of shareholders are
defined. Because investor protection has been found to be an important determinant of the availability of
external finance to firms, this could be regarded as an indication of the availability of finance to firms in the
long-run.

* There is some evidence supporting this view. For example, according to the survey data reported in the
IMD World Competitiveness Yearbook 2002, Finland ranks first in the question of how sufficient cash flow is
generally to allow companies to self-finance.

>In general, Finland's public financing programs have been regarded as competitive and successful (see, for
example, Muotio (1998), MTI (2000), and Prihti et al. (2000), the studies summarized in Asplund (2000), and
Rouvinen (2002)). However, relatively few studies have taken a holistic’ ook at the allocation of SME finance.
Therefore, relatively little is known about the characteristics of SMEs that apply for and receive government
funding from various government organizations.

® In addition to SME financing, the institutions offer various support activities that include services and con-
sulting, training, networking programs, and research. TE-Centers offer a variety of consulting and advisory
services, as well as training programs. Tekes promotes networking in R&D through its Technology Programs,
and Sitra supports networking in both its innovative programs as well as in its equity funding. Furthermore,
Sitra plays an important role in training and in conducting societal research, and Tekes finances both basic
and applied research at universities, research institutions, and companies. Other governmental and semi-
governmental organizations also provide non-financial support to SMEs. For example Finpro has a role in
promoting SME internationalization by offering marketing services and market information. In this Chapter
we focus on funding and abstract almost entirely from these non-financial support programs.

7 If capital markets were perfect, the ultimate motivation to subsidize an R&D project on this ground has to
do something with (external) spillovers. If initiating a seemingly unprofitable R&D project renders another
project profitable, a firm should initiate also the unprofitable project on its own if the total effect will even-
tually be profit enhancing. If it is not and if there are no spillovers involved in either of the two projects (i.e,,
any social returns beyond the private returns), why should the government help the firm in initiating the
unprofitable project?

8 In addition, if the government institutions were better than private sector financiers in identifying SMEs
that are of high quality, they might also be able to encourage private sector financiers to invest in some of
the SMEs that would otherwise remain unfunded in the marketplace (certification hypothesis). See Lerner
(1999 for further discussion.

? Holtz-Eakin also considers whether insufficient risk-taking and market inefficiency would constitute a ra-
tionale for treating SMEs preferentially. He concludes that they do not and that on the basis of economic
analysis “it is surprisingly difficult to construct a case in favor of systematically favoring small businesses” (p.
283)."

1% Note that here the term market failure is understood to encompass a rather wide range of failures, includ-
ing what some call a system failure in, e.g,, an innovation system.
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' This means that there is a huge amount of information that the institutions providing government fund-
ing should process to overcome the same information asymmetries that the private sector financiers can-
not and to identify SMEs that are likely to generate positive externalities.

2 de Meza's (2002) conclusions further qualify this view. He emphasizes that there is a real possibility that
lending needs to be curtailed, rather than expanded, to increase efficiency.

'3 The source of all the quotes on the legislation is the database at www.finlex. fi. Translations are au-
thors own.

' Article 87 of the EC Treaty, 87(1):“1. Save as otherwise provided in this Treaty, any aid granted by a Mem-
ber State or through State resources in any form whatsoever which distorts or threatens to distort competi-
tion by favoring certain undertakings or the production of certain goods shall, insofar as it affects trade be-
tween Member States, be incompatible with the common market”

1> Section 2 also defines a business support program: “A business support program refers to a system, which
is based on legislation or official decision, where the target, form and amount of the business subsidy is de-
fined, and by virtue of which individual business subsidy decisions are made." (Authors'translation)

16 Source: Ministry of Trade and Industry web site www.ktm fi

17 Seppéa (2000) carefully cites Rosenlew and also provides other references on contemporary accounts of
Finnish firm finance.

'® Since the end of the first wave, the Finnish financial system has disengaged from relationship-based debt
finance towards increasing influence of stock markets. During the same period, also creditor protection has
been weakened while shareholder protection has been strengthened (Hyytinen, Kuosa and Takalo 2003).

'“ The following quote from Finnvera's Annual report hints at how Finnvera is monitored: “Deficiencies on
the financial market are charted annually by means of financial studies and analyses. By monitoring [Finn-
vera], it is determined how well [Finnvera's] operations can compensate for existing financial market defi-
ciencies.” (Finnvera’s Annual report 2001, p.26)

2 Finnvera's Annual Report 2001, p4

21 Finnvera is exempt from the Act on Credit Institutions; as well it is beyond the Banking Supervisory Au-
thorities jurisdiction... The Republic of Finland provides annual assistance to it in three additional ways: in-
terest rate subsidy, credit and guarantee loss subsidy, and operating subsidy." (MTI 2000, p.31)

22 All the time-series presented in this Chapter have been deflated using the consumer price index so that
the time-series data are measured at 2001 price level.

% Qver the years 1999-2001, Finnvera's financing granted to micro firms (defined as firms employing less
than 10 people) has increased (in 2001 prices) from just over €150 million to around €180 million, and that
to other SMEs has gone up from €320 to €450 million. Finnvera’s foreign risk-taking commitments are
mostly directed to major companies. Well below ten per cent of guarantees covering foreign risks are
granted to SMEs, yet out of Finnvera’s 240 foreign risk-taking clients, one third are SMEs.

*The interest rate is three percentage points below the Central Bank rate, yet at least 1%. The interest rate
on capital loans is two percentage points higher than that for loans. The first five years can be free of re-
payments.

» In companies' product development projects Tekes' typical share of total project finance for SMEs is 35%
in R&D grants, 45% in capital loans, and 70% in R&D loans. These figures are higher for SMEs than for large
companies. For companies'research projects the respective figures are 50%, 60%, and 70%.

% From 1997 to 2001 Tekes' financing granted to small firms has by 42% in real terms, and that to medium-
sized firms has gone up by 32% in real terms.

7 "Competitiveness is evaluated using the following yardsticks: the involvement of the entrepreneurs, the
credibility of the concept, the technical and commercial competitiveness of the product/s, market and
transfer prospects, strength of know-how and technology, sufficient expertise in entrepreneurship”

% Sitra's holding in the start-up stage is usually 15-40 per cent. At the same time, Sitra's representative par-
ticipates as a board member in the management and the running of the company, and helps the company
to establish international contacts. In general the size of Sitra’s involvement varies between €0.2-2.0 million.
Exit from portfolio investments takes place normally within 3-6 years.



Government funding of small and medium-sized enterprises in Finland - 377

2*The most likely partners are from the public sector, especially Tekes, from which nearly all Sitra's compa-
nies have received funding” (Annual report 2001, p. 22) and “about a half of Sitra’s portfolio consists of syndi-
cations” (Annual report 2001, p. 12)

% According to Sitra, it also aims at creating SME networks for promising fields of business. It also tries to fill
the (financing) ‘gap’ between a business idea and venture capital. To this end, it together with Tekes set up a
PreSeed fund in 2001 that provides financing in two phases. The first phase, LIKSA, funds the development
of a business plan from a profitable idea. The second phase, INTRO, introduces companies to prospective
investors. Finally, Sitra also promotes technology transfer in collaboration with technology-transfer compa-
nies.

*11n 2001, seed and start-up companies made up almost half of Sitra’s investment portfolio by value of in-
vestment, and early-growth companies close to one fourth.

2 These are, as quoted on FlI's web site, “to encourage more efficient functioning of the venture capital in-
vestment market by investing actively in new venture capital and private equity funds in Finland, to pro-
mote product realization and commercialization of new innovations by investing in seed and growth-stage
enterprises together with private investors, to promote regional venture capital investment, to use direct in-
vestments to enable major investments in corporate development, corporate restructuring and the launch
of new industrial projects!

* More specifically, TE-Centres operate under the supervision of MTI, Ministry of Agriculture and Forestry,
and Ministry of Labour. MTl is responsible for their general administration.

3 Financing provided by TE-Centers includes funds from the Finnish government as well as from the EU
Structural and Social funds. The share of national funding is slightly over half of the total subsidies granted.
The subsidies are mainly targeted to the EU objective programs.

* Direct financing refers to subsidies, loans, capital loans, and direct equity investments. Indirect financing
refers to fund investments by Sitra and Fll, as well as to Finnvera’s guarantees. We wish to emphasize that
indirect financing, as we have defined it here, is not necessarily directed only to Finnish SMEs.

* Figure 10.9 in the Appendix 1 shows the relative shares of indirect financing by Fll, Sitra, and Finnvera.

¥ This is especially clear in the case of Finnvera Ltd and FIl. For the other institutions such an objective has
not been set so explicitly, though Sitra seems to emphasize it in its own reports.

*®There are exceptions to this view. For example, a government institution might be pursuing activities that
are strongly complementary to the activities that it is supposed to finance. In this case, scope economies
might arise, rendering the activities that aim at rectifying market failures “profitable” in economic terms. This
argument presupposes however strong specialization by the government institution and that it has a com-
parative advantage in financing the (complementary) activities.

¥ The empirical analysis that follows is based on new data originating from a recently conducted primary
survey administrated by the Research Institute of the Finnish Economy (ETLA) and its subsidiary Etlatieto
Ltd. The survey was conducted between December 2001 and January 2002. It resulted in a dataset that
covers close to 1000 SMEs from all major sectors of the Finnish economy. Only farm (agricultural), financial,
and real-estate sectors are fully excluded. The data cover only SMEs that are not proprietorships, partner-
ships, or subsidiaries. A detailed description of the survey and data is presented in Hyytinen and Pajarinen
(2003).

“0Our data would in principle allow us to study the financing provided by Sitra separately from other gov-
ernment venture capital. The total number of SMEs applying for and receiving funding from Sitra is however
very small, both in the population of Finnish firms and in our sample. The numbers we could have pre-
sented for Sitra would have been based on ‘“rare events” data. Because we cannot be sure that the firms fi-
nanced by Sitra that are in our sample are representative of the firms Sitra actually finances, we only con-
sider composite government venture capital.

“ITo find out the extent of gratuitous funding received by SMEs, entrepreneurs were in the survey asked in
a series of questions (Questions 52-55) whether their company had received aid, grants or guarantees from
1) Finnvera, 2) Tekes, 3) Sitra or 4) some other governmental or municipal organization or other public insti-
tution during the last fiscal year or thereafter [or: prior to the last fiscal year]. To find out the extent of non-
gratuitous funding received by SMEs, the series of questions was repeated in identical form except that “aid,
grants, guarantees” was replaced with “loans, capital loans or equity investments”. Some of these questions
had a multi-layer structure that was used to further investigate why an SME had not applied for govern-
ment funding, etc.
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#2The entries in the table can be interpreted as the conditional probability that an SME applies for and re-
ceives certain type of government funding, given its characteristics.

4 KPMG Wideri, Arthur Andersen, SVH PriceWaterhouseCoopers, Tuokko Deloitte & Touche, or Tilintarkasta-
jien Oy Ernst & Young.

“Itis important to note that we have not been able to test the statistical significance of these patterns. The
reasons for this are that there are low frequencies of SMEs financed by government venture capital (small
number of observations in the sample), and that there are low expected frequencies in the case of some of
the categories (over 20% of cells have expected frequencies less than 5).

“ When using a stratified random sample, as we have done, it should be noted that unweighted estimates
have the risk of being biased. Although weighted estimates would be approximately unbiased for popula-
tion parameters, we refrain from using weighted regressions here, because of the loss of efficiency caused
by weighting. However, we have also run regressions on the weighted sample, and due to the slight differ-
ences in the significant coefficients in the two models, we stress mainly those results that are significant in
both models. Furthermore, we have run a model including interaction variables for the stratifying variables
(sector) and the other explanatory variables, and performed a likelihood-ratio test between the two models,
concluding that the restricted model cannot be rejected. (For a discussion on the use of weighted versus
unweighted samples, see Graubard and Korn 2002).

“ In particular, the four SME characteristics that seemed to systematically classify SMEs to users and nonus-
ers of government funding, no longer work. If anything, this finding illustrates the benefit of using multi-
variate techniques.

“The same caveat applies as in the logit regressions, see endnote 42.

% A consequence of such calls is, at least in part, that the government institutions providing public support
to Finnish firms have recently launched a joint internet-service “Yritys-Suomi’, which collects the different
products and services offered by the various institutions, and serves as the point of information for SMEs.

“The same caveat applies as in the logit regressions, see endnote 42.

S There is a theoretical possibility that firms that are, on average, more (less) R&D intensive, have applied for
government funding, but that the screen of the government organization providing the funding systemati-
cally discriminates against (favors) R&D intensive firms. In this case, we find no relation if the two selection
processes cancel each other exactly out. In our view, that hardly is likely.

> If problems in commercialization of technology means little realized sales, the finding may be indicative
of wrong kind of selectivity in the allocation of government funding. It therefore calls, if anything, further re-
search.
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11. DOES FINANCIAL DEVELOPMENT
MATTER FOR INNOVATION AND ECO-
NOMIC GROWTH? IMPLICATIONS FOR
PUBLIC POLICY

Ari Hyytinen, Petri Rouvinen, Otto Toivanen
and Pekka Yla-Anttila

Abstract:

We consider whether financial development matters for innovation and economic
growth and what implications the recent financial development in Finland has for the
availability of financing to firms and, thus, for the public policy towards the Finnish
capital markets and innovation policy. We argue that the recent financial develop-
ment has enhanced the availability of capital a great deal. In particular, it is very dif-
ficult to make a case that large firms or even representative small and medium-sized
enterprises (SMEs) are constrained by the unavailability of external finance. How-
ever, based on our empirical findings, survey data, and other evidence, we conclude
that the growth-oriented and innovative sub-segments within the SME sector are
still held back by financial constraints and that Finland would above all benefit from
having a continuum of strong markets for external equity capital. We also conclude
that because of the improved overall availability of capital, omnipresent government
intervention in the Finnish capital markets is increasingly harder to justify purely on
the basis of the existence of market failures in these markets. As a result of this, more
selective capital market intervention is called for. The risk of crowding out potentially
profitable businesses of private financiers or distorting their investment incentives
increases as the Finnish financial system develops. The case for innovation policy
may nevertheless have become stronger due to it being — at least potentially — com-
plementary to the financial development.

" Ari Hyytinen, Petri Rouvinen and Pekka Yl4-Anttila are at the Research Institute of the Finnish Economy
(ETLA) and Etlatieto Ltd, and Otto Toivanen at the Helsinki School of Economics. The authors would like to
thank Markus Koskenlinna, Eva Liljeblom, Anu Nokso-Koivisto and Vesa Puttonen for helpful comments, and
Mika Pajarinen and Lotta Vaananen for excellent research assistance. The views expressed in the Chapter are
those of the authors. The usual caveat applies.
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11.1. INTRODUCTION

What are the determinants of long-term economic growth? What changes the
rate of technological innovation? What can the government do to speed up
both? There is now a large literature showing that financial development en-
hances economic growth. For many, this is not surprising, as it is widely be-
lieved that the more developed and efficient the financial system, the more
efficient the accumulation of capital and allocation of resources, both across
time and space, in an uncertain environment (see Levine 1997, p. 691 and the
references therein). In this Chapter, we consider, in the light of the results of
latest economic research, why financial development might matter for inno-
vation and growth. We moreover consider what, if any, implications these re-
sults and the recent financial development in Finland have for the availability
of financing to Finnish firms — especially to small and medium-sized enter-
prises (SMEs) — and for the public policy towards the Finnish capital markets
and innovation policy.

In Figure 11.1 we illustrate the amount of economic growth Finland
may have lost in the past due to it having, for long, a less developed financial
system than Sweden and the US. The estimated effects are taken from two re-
cent studies by Levine et al. (2000) and Levine (2002) that have used a large
country-level data set to estimate the effects of financial development on eco-
nomic growth. The estimates of the former study are based on an analysis of
71 countries over the 1960-1995 period and those of the latter on 48 countries
over the 1980-1995 period. The figure suggests that an exogenous improve-
ment in overall financial development, i.e., in the activity of stock markets
and financial intermediaries, to the level that prevailed in Sweden over the
1980-1995 period, would have increased the real GDP per capita growth in
Finland by 0.7 percentage points per year. Had we caught up with the US
during the period, the increase would have been 1.2 percentage points per
year. In similar fashion, had we had over the longer 1960-1995 period deeper
markets for credit, as measured by the ratio of private sector credit issued by
financial intermediaries to GDP, the increase in growth would have been 1.4
percentage points had we caught up with Sweden and 2.0 percentage points
had we caught up with the US. Considering that the real per capita GDP
growth in Finland averaged to about 2% over 1980-1995 and to 3% over 1960-
1995, the economic significance of these effects is perhaps too large to be cor-
rect. These estimates illustrate, however, the potentially significant role of fi-
nance for economic growth in Finland.
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Figure 11.1. The effect of financial development on economic growth
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Note: Data sources are Levine et al. (2000), Levine (2002) and the authors’ calculations. The figure illus-
trates the amount of economic growth Finland may have lost in the past due to it having for long a less
developed financial system than Sweden and the US.

The observation that the effect of financial development on economic
growth is not likely to be negligible sets the agenda for the rest of this Chap-
ter. In Section 11.2 we provide a primer on the economics of financial devel-
opment and economic growth. Empirical evidence is also reviewed. In Sec-
tion 11.3 we develop a portrait of the current state of the Finnish financial
system and corporate financing. Section 11.4 describes some recent trends in
the Finnish economy and policy thinking and considers current priorities in
the public policy towards capital markets and innovation policy in Finland.
Conclusions are in Section 11.5.

11.2. FINANCIAL DEVELOPMENT, FIRM PERFORMANCE AND
ECONOMIC GROWTH

11.2.1. WHY MIGHT FINANCIAL DEVELOPMENT MATTER?

Figure 11.2 (taken from Levine 1997) illustrates a theoretical approach to the
finance-growth nexus. It shows how market frictions, including the costs of
acquiring information and making transactions, provide a foundation for the
emergence of financial markets, institutions and contracts. These financial ar-
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rangements, in turn, serve five basic functions: They i) mobilize savings, ii)
allocate resources, iii) exert corporate control, iv) facilitate risk management,
and v) ease trading of goods, services and contracts. Each of the functions
promotes economic growth by increasing the accumulation of capital and the
rate of technological innovation.

Figure 11.2. Finance-growth nexus

Market frictions
- information costs
- transaction costs

A

Financial markets and intermediaries

A

Financial functions

- mobilize savings

- allocate resources

- exert corporate control

- facilitate risk management

- ease trading of goods,
services, contracts

A

Channels to growth
- capital accumulation
- technological innovation

Growth

Note: Source is Levine (1997).

To better understand Figure 11.2 it is useful to consider why the five
basic functions increase the accumulation of capital and the rate of techno-
logical innovation. Building on Levine (1997, pp. 691-701), several channels
can be identified:

e By pooling capital from multiple small investors, the financial system
mobilizes savings and accumulates capital for large real investment that
would otherwise be constrained to economically inefficient scales. In ad-



Does financial development matter for innovation and economic growth? - 383

dition to this direct effect on capital accumulation, better savings mobili-
zation improves technological innovation, because the constraints of self-
finance may bias firms’ investment strategy towards developing tech-
nologies that are only marginally new. The bias arises, because developing
such technologies often requires only small amounts of financing.

The more developed the financial system, the more efficient the acquisi-
tion of information about investment opportunities and hence the alloca-
tion of resources (for a given level of capital accumulation). Economizing
on the costs of information acquisition is important, because not doing so
would prevent capital from flowing to the best production technologies.
Further, a developed financial system promotes technological innovation
because it is able to identify projects with the best chances of successfully
developing commercially viable technologies and production processes
(see also King and Levine 1993). The ability to identify such projects is
important, because technology-intensive small businesses typically find it
difficult to convey the quality of their ventures to the providers of external
finance due to appropriability problems and confidential nature of R&D
projects.

Financial systems develop and specialize to exert corporate control, i.e., to
monitor entrepreneurs and firm managers after providing funding to an
activity or a project (see, e.g., Shleifer and Vishny 1997). Though there is
some disagreement about the importance and effectiveness of the various
mechanisms of monitoring, economizing aggregate monitoring and en-
forcement costs is important for the accumulation and efficient allocation
of capital. The efficiency of monitoring may be especially important for
technological advance, because the profitability of technology-intensive
SMEs’ growth opportunities is typically unknown and because R&D pro-
jects are highly uncertain investments in untapped market niches and in
tacit knowledge that becomes embedded in the human capital of employ-
ees (see, e.g., Hall 2002).!

Facilitating risk management enhances capital accumulation in the pres-
ence of information and transaction costs, because it eases the trading,
hedging and pooling of risks, especially liquidity and idiosyncratic risks.
A liquid financial system improves the ability of savers to convert their
investments (assets) into a medium of exchange, and increases thereby the
accumulation of long-term capital available to illiquid production proc-
esses.? The illiquidity of a financial system may especially hamper the de-
velopment of long-gestation technologies, i.e., technologies and industries
whose development and maturing takes time. Risk diversification also
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eases technological advance, because, as Levine (1997) puts it: “The ability
to hold a diversified portfolio of innovative projects reduces risk and
promotes investment in growth-enhancing innovative activities” (p. 694).

e To ease trading of goods, services and contracts means facilitating ex-
change. A developed financial system facilitates exchange, because it
promotes specialization. Specialization is promoted, because more spe-
cialization requires more transactions (compared to a more autarkic envi-
ronment) and because various financial arrangements can lower the costs
of these transactions. Specialization creates, in turn, a platform for innova-
tion.

While we have discussed separately the direct effects of the five basic
functions of a financial system on economic growth, they are likely to interact
in various ways. The magnitude of the direct effects and the ways of interac-
tion are not fully understood, as sometimes the functions can be substitutes
and sometimes complements. What follows as a result is, however, a net ef-
fect of financial development on capital accumulation, technological innova-
tion and economic growth.

11.2.2. DOES FINANCIAL DEVELOPMENT MATTER?

Theories of financial development

There are several competing theories, or views, on what in financial devel-
opment matters most for the (net) effect of financial development on eco-
nomic growth. Ross Levine and his co-authors divide the debate into four
views (see, e.g., Beck and Levine 2002, and Levine 2002): The bank-based view
emphasizes the positive role of banks. According to this view, powerful
banks can force firms to disclose information and enforce credit contracts,
form long-term financing relationships with firms, provide staged financing
even to long-gestation projects, and have an incentive to screen and monitor
firms due to their market power. The market-based view builds on the view
that the markets have a comparative advantage over banks in allocating capi-
tal, especially to new industries. Powerful banks may be able to extract a too
large part of the potential returns to innovative activities of new firms (due to
their information advantage), protect their old relationship clients from new
competition and inhibit effective restructuring of firms.

There are two other views besides those emphasizing the bank vs.
market distinction. The financial services view posits that it is not important
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whether banks or markets emerge to reduce information and transaction
costs. Rather, it is the overall ability of the financial system to reduce these
costs that matters, especially because banks and markets may be comple-
ments in reducing them. The law and finance view, as summarized in La Porta
et al. (1999, 2000), reasons that the determinants of financial development
should be emphasized when considering the channels promoting economic
growth. This view argues that the better the (legal) protection of outside in-
vestors, the more developed the financial system and thus the more capital
there is available for investment and innovation.

Empirical evidence

Which of the four views have received empirical support? In a series of influ-
ential papers, Ross Levine and his co-authors have shown that it is hard to
find evidence for the bank-based or the market based views (Levine and Zer-
vos 1998, Beck and Levine 2002a, and Levine 2002). The main findings of
these papers can be summarized as follows:

e It is the overall financial development, not having a bank-based or mar-
ket-based system per se, that matters for economic growth. The data are
thus consistent with the financial services view.?

e The legal system plays a critical role in determining the level of growth-
promoting services. In particular, there is growing evidence that it is the
predetermined component of financial development, attributable to the
legal rights of investors and the efficiency of contract enforcement, that is
most strongly associated with economic growth (see, e.g., Levine 2001).

While these findings are quite undisputed, other research suggests
some qualifications and extensions to them. To begin with, a recent study by
Rajan and Zingales (2002) suggests that financial development is not a mono-
tonic process. There have been reversals in the development of financial mar-
kets during the 20t century. Further, cross-country differences in the level of
development have changed over time. This kind of evidence implies that the
determinants of financial development can only partly be time-invariant,
such as a country’s legal origin, and that the effects of politics (incumbent in-
terest groups) can have a significant impact on the development. Beck et al.
(2002) find, however, some evidence that the legal origin of a country influ-
ences financial development, because rigid legal traditions may create a gap
between the contracting needs of an economy and its legislation.
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While a main finding of the recent research is that overall financial de-
velopment, i.e., both the stock market and banking development, predicts
economic growth, there is also some evidence on the special role of stock
markets. It has been found, for example, that stock market liberalization
spurs investment (Bekaert and Harvey 2000, and Henry 2000) and economic
growth (Bekaert et al. 2002). It has also been suggested that stock markets
may have a comparative advantage in financing certain intangible invest-
ments and innovation, and more generally, times of great industrial change
(see, for example, Allen and Gale 2000, Ch. IV, Holmstrém and Kaplan 2001,
Rajan and Zingales 2001). Though there is not much empirical evidence for
this view (see however Carlin and Mayer 2002), it is consistent with the re-
cent findings of Kortum and Lerner (2000) who find that increases in venture
capital activity in an industry are associated with significantly higher patent-
ing rates in the US. Further, it seems that new equity financing, in the form of
an initial public offering (IPO), is very important for the growth of high-tech
firms, as it permits a major increase in firm size at a critical phase of the firm’s
lifecycle (Rajan and Zingales 1998, Carpenter and Petersen 2002). The forego-
ing discussion emphasizes the importance of having a developed stock mar-
ket and can be summarized as follows:

e When compared to stock market-oriented financial systems, bank-based
financial systems may go along with smaller firms and end up specializ-
ing in financing sectors that are more “traditional”, i.e., sectors that are
not particularly new or R&D-intensive (see also Bugamelli et al. 2002).

Recent evidence suggests that besides overall financial development,
local financial development matters for the economic success of an area. Us-
ing Italian data, Guiso et al. (2002) document, for example, that the more de-
veloped the local financial market, the higher the probability that an individ-
ual starts his/her own business and the higher the growth of firms, especially
that of the smaller firms. There also is growing evidence that liquidity con-
straints (the availability of capital) place important roadblocks before poten-
tial entrepreneurs* and that the growth of the smallest firms are consistently
most adversely affected by the deficiencies in a country’s financial and legal
institutions (Beck et al. 2002a). Further, using a firm-level database covering
48 countries Beck et al. (2002b) document that firm size is an important de-
terminant of whether firms have access to different types of external finance.
Summing this discussion up provides us with another finding:
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e Domestic financial institutions are not becoming irrelevant despite the fi-
nancial systems becoming increasingly integrated throughout the world.
Local financial development disproportionately matters for the economic
success of the smallest firms and entrepreneurs in an area.

11.3. FINANCIAL DEVELOPMENT AND CORPORATE FINANCE
IN FINLAND

11.3.1. OVERALL FINANCIAL DEVELOPMENT

What did we have?

The Finnish financial system has been relationship-focused, debt-based, and
dominated by deposit banks. The stock market has been small and illiquid
(Hietala 1989, Kasanen et al. 1996). Based on the data presented in Levine
(2002), we can get an idea of Finland’s overall level of financial development
over 1980-95 by comparing it to that of selected developed countries. Figure
11.3 ranks the countries on the basis of a measure of the total activity of stock
markets and financial intermediaries (Finance-Activity).

Figure 11.3. Financial systems in comparison — overall financial activity
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Note: Data sources are Levine (2002) and the authors’ calculations. The bars depict an overall index of
financial sector activity relative to the size of the economy in each country (Finance-Activity). The index,
as shown, equals to a scaled value of the logarithm of the total value traded times the ratio of financial
intermediary credits (granted to the private sector) to GDP.
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Figure 11.3 shows that, in terms of this measure, Finland has not had a par-
ticularly large and active financial sector. Further, Figure 11.4 ranks the
countries on the basis of a measure of the activity of stock markets relative to
that of banks (Structure-Activity). The figure shows that relative to many
other developed countries, Finland has had a bank-centered financial sys-
tem.¢

Figure 11.4. Financial systems in comparison - financial structure
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Note: Data sources are Levine (2002) and the authors’ calculations. The bars depict an overall index of
stock market activity relative to that of the banking system in each country (Structure-Activity). The in-
dex equals to a scaled value of the logarithm of the total value traded divided by the ratio of financial
intermediary credits to GDP.

What has happened?

The structure of the Finnish financial system has thoroughly changed during
the period 1980-2002, especially during the latter part of the 1990s. In par-
ticular, due to the growth of the stock market and venture capital and the de-
cline in financial institutions’ lending (relative to the size of economy), the
Finnish financial system has shifted from relationship-based debt finance to-
wards increasing importance of the stock market (Hyytinen and Pajarinen
Chapter 1 in this volume, Hyytinen et al. 2003; see also Figure 11.5).
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Figure 11.5. Financial development in Finland
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Note: Data source is Hyytinen et al. (2003). The bars depict indexes calculated equal to Figure 11.3 (Fi-
nance-Activity) and Figure 11.4 (Structure-Activity).

Why and how the recent financial development in Finland, and particu-
larly the transformation toward a more stock market-based financial system,
has influenced the ability of the Finnish financial system to perform the five
basic functions of a financial system are important questions. There are, of
course, no simple answers to these questions. However, the following general
observations, which also apply to many other European countries, can be
made:

¢ Compared to the situation that prevailed in the 1980s and also in the early
1990s, the overall mobilization of Finnish households’ savings has im-
proved. It has improved, because the range of savings services that the
Finnish financial system provides to households has widened.

Illustrative examples: The range of available savings instruments has increased,
implying that households can hold better-diversified portfolios of their financial
wealth than before. Further, thanks to improved efficiency of banks during the
latter part of the 1990s, as well as an increase in the number of available credit
instruments and non-bank credit institutions, households are today better able

to smooth their consumption intertemporally than they were in the early 1980s.
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It is likely that these kinds of improvements have enhanced the formation of

long-term capital available to Finnish firms.

Allocation of resources has become more efficient, especially during the
latter part of the 1990s.

Illustrative examples: For one thing, the operation of Finnish banks is currently
less connected to the maintaining power structures in the Finnish economy, as
the old “power spheres” have disappeared (Hyytinen et al. 2003). An indication
of these changes is that the deposit banks” role as the direct owners of Finnish
firms has decreased (Hyytinen et al. 2003) and that the number of various kinds
of non-bank financial institutions has increased. Banks have also actively tried to
streamline their operations, not least because of the restructuring that the bank-
ing crisis of the early 1990s commenced. Because the role of relationship-based
debt in the Finnish financial system has decreased while that of the stock market
has grown in importance, and because integral to the recent financial develop-
ment (in Finland and also elsewhere in Europe) has been the growth of the mar-
ket for risk capital to firms (the venture capital market), the Finnish financial sys-

tem is now better positioned to allocate resources to new projects and ideas.

It is not unwarranted to claim that the ability of the Finnish financial mar-
kets to exert corporate control has improved during the past twenty years
and specifically during the 1990s. Both the integrity and transparency of
the capital markets as well as the protection of (minority) shareholders
have improved (Hyytinen et al. 2003, and Chapter 2 in this volume, as
well as Kaisanlahti Chapter 3 in this volume).

Illustrative examples: Overall, the Finnish system of corporate governance has
taken a major step towards the Anglo-Saxon corporate governance model. A
prime example of these changes is that the boards of directors of large Finnish
companies are no longer “insider boards” that used to consist mainly if not en-
tirely of the top management. Further, the role of banks in monitoring Finnish
firms has changed. The tight relationships have loosened, and the opportunities
for multiple banking relationships have increased. These changes have made
loan pricing more sensitive to the risk of the project and reduced many of the
adverse effects of relationship lending (see Rajan and Zingales 2001 for an analy-

sis of distortions in relationship-based systems).

Finnish financial markets and institutions provide today a relatively wide
range of means to trade, hedge, and pool risk. In particular, the liquidity
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of the Finnish stock exchange has increased compared to what it was in
the 1980s and during the economic crisis of the early 1990s.

Illustrative examples: Improved liquidity reduces Finnish stock investors’ liquidity
risk and enables a longer-term commitment of capital. Increases in the number
of financial instruments and opening up of the financial system have improved
the opportunities for risk diversification. It is likely that these developments
have increased the ability of the Finnish financial system to accumulate capital

and finance risky projects also at their earlier stages.

¢ Technological advance has enabled the adoption of financial arrange-
ments that have lowered transaction costs.

Illustrative examples: Prime examples of such arrangements are the availability
and the prevalent use of electronic means of payment and credit cards. In
Finland, the ratio of notes in circulation to GDP is the lowest among the EU
countries and the use of bank and credit cards has doubled in terms of the num-
ber of transactions during the past ten years. While there is no direct evidence on
the economic effects of these developments for Finland, the recent evidence from
the US suggests that they are potentially larger than it has been thought: Blanch-
flower, Evans and Oswald (undated) show that most likely, because it is a means
to meet their instant needs of finance, nearly half of the new firms in the US rely
on their owners’ personal credit card. The authors also document that small
businesses have been able to circumvent liquidity constraints by carrying busi-
ness-related credit card debt, and that firms that use credit cards grow much (i.e.,
about twice) faster than those that do not. This finding is in line with the Finnish
evidence showing that domestic finance companies are clearly a more important
source of debt finance to the youngest SMEs than to older SMEs (Hyytinen and
Pajarinen, Chapter 6 in this volume). More generally, the effect of technology-
facilitated exchange is to promote specialization at the micro level. With greater
specialization, entrepreneurs are more likely to make inventions and improve

production processes.

In addition to these above described changes, the Finnish financial sys-
tem has opened up. Remaining restrictions on capital movements and for-
eign ownership were lifted in 1993. Consequently, there has been a major
capital inflow in terms of both portfolio investment and FDI. Foreign owner-
ship in Finnish firms has also grown rapidly. As a result, the number of for-
eign-owned companies more than doubled from 1990 to 2002 and the Hel-
sinki Stock Exchange has become one of the most internationalized stock ex-
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changes in the world — measured by market capitalization, foreign investors’
proportion increased to some 60% by the end of the 1990s. Today, over one
third of the top 500 companies in Finland are subsidiaries of foreign corpora-
tions. Also the number of foreign financial institutions operating in Finland
has increased. All these changes as well as the improved access of Finnish
firms to international capital markets have contributed to the favorable fi-
nancial development.

Where do we stand?

The recent financial development in Finland and particularly the transforma-
tion toward a more stock market-based financial system has improved the
ability of the Finnish financial system to perform the five basic functions of
financial systems. As we have claimed, the improvements have enhanced the
accumulation of capital and the rate of technological innovation. However, it
is important to note that it takes time to build a well-functioning financial in-
frastructure (see also Rajan and Zingales 2001). What this means is that fi-
nancial markets and institutions are not likely to appear on demand. If they
do not, an immediate response to industrial needs is unlikely. Lags in finan-
cial development mean that not even the financial system that is considered
very well developed today, such as that in the US, need be able to meet the
demand for the financial services and financial innovations that undertaking
a large-scale industrial change and the emerging of new industries require.
Moreover, because the transformation of the Finnish financial system is a
very recent phenomenon, Finland is not likely to have a “mature” financial
system. In particular, many, if not most, of the steps towards a more diversi-
fied financial system have taken place very recently. It is therefore likely that
many important parts of the Finnish financial system are still developing (or
should be developed), in some cases precisely because they may currently be
still underdeveloped.

The foregoing discussion suggests that there are reasons to believe that
despite the recent favorable financial development, there still exist certain
“black spots” in the Finnish financial system.” Here we consider four such
spots:

o Venture capital: Despite the recent growth, Finnish private equity (which
consists of both classical venture capital, i.e., seed, start-up, and expansion
stage, and replacement/buy-out capital) has over the past years only
reached the level (scale) of fundraising that its GDP share in Europe pre-
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dicts. In terms of investments and exits, Finland is still a laggard compared
to the other European countries (Hyytinen and Pajarinen, Chapter 1 in
this volume). In 2001, the ratio of private equity investments to GDP in
Finland was 0.19%, which falls short of the European average of 0.25%.
Moreover, in the recent 2002 Global Entrepreneurship Monitor, a cross-
country comparison of classical venture capital availability in the 39 par-
ticipating countries placed Finland as 13t (Sweden as 6%, Denmark as 10t
and Norway as 14t) when ranking countries according to the ratio of the
volume of classic venture capital investments to GDP between 1999-2001.
In the same Global Entrepreneurship 2002 study, Finland was placed last
(Sweden 13, Denmark 15% and Norway 18%) when ranking the 25 coun-
tries with available data according to the share of combined informal and
classic venture capital investments as a percentage of GDP in 2001. Con-
sidering that the wedge between European and US venture capital has
been growing (see Da Rin and Bottazzi, 2002, and Figure 11.6) these find-
ings are a cause of concern for Finland.

Figure 11.6. European versus US private equity (1995-2001)
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Limits of venture capital: Even if the amount of venture capital was not perceived
as a problem, the venture capital solution to the problem of financing high-
growth SMEs and innovation has its limits (see Hall 2002, and Kanniainen,
Chapter 9 in this volume). First, venture capital financing is selective, as it tends
to cluster on certain hot industries (at a time) that are perceived to have particu-
larly great potential. There is also evidence that increases in venture fundraising
may lead to more intense price (valuation) competition for transactions within
an existing set of firms and technologies and not to a greater diversity in the
types of firms funded (Gompers and Lerner 1999, 2000). Venture capitalists also
tend to make investments of a minimum size that are too large for start-ups at
least in some industries. Second, good performance of the venture capital sector
requires a thick market in small and new firm stocks in order to provide an exit
strategy for early stage investors, something Finland lacks (see below). This
black spot of the Finnish financial system may slow down the maturing of the
Finnish venture capital industry. Third, the availability of venture capital may be
restricted by the lack of expertise required in project evaluation and advising
start-up firms (see, e.g., Kanniainen, Chapter 9 in this volume). This observation
suggests that the lack of “informed finance”, i.e., experienced venture capitalists,
rather than the availability of financial capital per se, may limit the venture capi-
tal solution to the problem of financing high-growth SMEs and innovation in
Finland. This problem may be magnified by the fact that a large fraction of Fin-
nish venture capital firms are small and young. The small size may reduce the
possibilities of the venture capitalists to diversify risk and provide truly valuable
advisory services that the globalization of firms requires. These, in turn, may re-
duce the availability of venture capital to risky projects with a long gestation pe-

riod.

Stock market: New equity financing, especially that raised in connection
with an initial public offering (IPO), is very important for high-tech firms
and has, at least in the US, permitted a major increase in firm size (see Ra-
jan and Zingales 1998, Carpenter and Petersen 2002). Da Rin and Bottazzi
(2002) report that despite their recent problems, also Europe’s “new” stock
markets have facilitated growth. However, in Finland surprisingly few
firms have recently gone public (Ali-Yrkko et al.,, Chapter 4 in this vol-
ume). In particular, when compared to other countries, the Finnish “IPO
window” is volatile and the market segment for growth firms is relatively
small and illiquid. Further, it seems that bar the largest firms, the entire
Finnish stock market may suffer from illiquidity and that firms do not
seem to raise capital from the market, at least when compared to their
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counterparts in the euro area stock exchanges (Figure 11.7). Having a
strong stock market would benefit Finland also because the availability of
a well-functioning market for venture capital exits is becoming increas-
ingly important for the long-term development of Finnish venture capital
(Hyytinen 2002). Lack of a dynamic stock market for growth firms and the
small size of many recently established venture capital firms means that
the lack of exit opportunities may become a severe impediment to the
venture capital industry.

Figure 11.7. Finnish stock market versus Euro area stock markets
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Note: Data sources are Bank of Finland and the authors’ calculations.

Risk-taking capacity (willingness) of Finnish credit institutions: In light of the
severe banking crisis of the early 1990s, the risk-taking capacity of Finnish
banks, which still are a major source of debt finance to SMEs, is an open
question. Because of the weakened creditor rights and particularly be-
cause of the weakening of the creditors’ control over bankruptcy, so is
their willingness to assume credit risk (Hyytinen et al. 2003 and Hyytinen
et al., Chapter 2 in this volume).

Collateral requirements: While there is very little analytical evidence to support the
claims about Finnish banks’ potentially limited risk-taking ability in the area of

corporate lending, anecdotal evidence speaks indirectly for it. The surveys ad-
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ministrated by Finnvera Ltd and the Federation of Finnish Enterprises indicate
that every second SME (of those that consider the availability of capital as a
problem) says that they have problems because of the unavailability of collateral.®
A recent study by Niskanen and Niskanen (2000) moreover finds that in a sam-
ple of 526 firms operating in the Pirkanmaa region surrounding the city of Tam-
pere, collateral was pledged in as many as 90 percent of the firms’ loans during
the period 1994-1997. Unless they are not entirely attributable to differences in
demand, further indicators of the unwillingness of Finnish credit institutions to
take credit risk are i) that the largest Finnish manufacturing firms are systemati-
cally less levered than firms coming from other EMU-countries (see Bris et al.
2002) and ii) that the youngest SMEs rely on debt provided by financial institu-
tions less in Finland than in the US (Hyytinen and Pajarinen, Chapter 6 in this
volume). Echoing this view, Hyytinen and Pajarinen document also that the
most R&D-intensive SMEs rely less on debt provided by domestic banks than
other firms do, that the importance of financial institutions as the main lender
decreases as SMEs’ R&D intensity increases, and finally that the loans provided
by financial institutions to SMEs with R&D activities are concentrated to a very
small number of SMEs. This quite heavy reliance on collateral by banks (or lend-
ers’ more generally) may indicate that they may perform too little screening of
the potential borrowers’ projects (Manove et al. 2002) and that they are taking lit-

tle exposure to corporate credit risk.

e Role of foreign capital: Although the Finnish financial system has opened
up, there is surprisingly little evidence to support the view that the for-
eign investors have brought with them large amounts of new capital into
Finnish firms.

Foreign investors in Finland — some further observations: First of all, Finland has at-
tracted little direct investments compared to its direct investments abroad (see,
e.g., Pajarinen et al. 1998, Pajarinen and Yla-Anttila 2001). The stock of inward
FDI in relation to GDP is below that of many other small European economies
like Sweden, The Netherlands, and Switzerland (Pajarinen and Yld-Anttila 2001,
p- 23). Further, though foreign portfolio investments and especially foreign own-
ership in Finnish listed companies has increased, only the best performing firms
seem to have attracted foreign investors (see the studies summarized in Pa-
jarinen et al. 1998 as well as Ali-Yrkko6 and Yla-Anttila, Chapter 7 in this volume).
There is also some evidence that foreign ownership concentrates on technology
intensive sectors because foreign firms have been interested in buying new tech-
nology (Pajarinen and Yla-Anttila 2001), which supports the anecdotal evidence

suggesting that relatively few new firms (by means of greenfield investments)
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have been established by foreign investors. Perhaps the most striking conclusion
that emerges from these findings is that the opening up of the Finnish financial
system has meant the transfer of existing claims on real resources, as compared
to the raising of new funds to facilitate new investment and firm creation.” Com-
bining this conclusion with the findings of Ali-Yrkko and Yla-Anttila (Chapter 7
in this volume) and Maula and Mékeld (Chapter 8 in this volume) suggests that
the most important contribution of the foreign investors investing in Finland may have
been their effect on Finnish firms’ performance, including their role in helping the Fin-
nish firms to globalize, rather than their role as a source of new capital. Of course, this
conclusion applies only to a limited extent — if not at all — to cross-border venture

capitalists, as they have also been a source of new capital.

Summing up, the recent financial development during the past twenty years
and especially during the past ten years has enhanced both the accumulation
of capital and the rate of technological innovation. As a result, it is difficult
not to agree with the view that the overall availability of external finance to
Finnish firms has improved. Whether the availability of financing at the vari-
ous stages of a firm’s growth-cycle is still an issue is what we consider next.

11.3.2. DO FINANCIAL CONSTRAINTS HOLD BACK FIRMS AND ENTREPRE-
NEURSHIP IN FINLAND?

Background

The international evidence suggests quite unequivocally that large firms with
financing needs can obtain external finance easier than small firms because of
their better access to different types of external finance (Berger and Udell
1998, Hubbard 1998; see also the recent studies by Beck et al. 2002a, 2002b).
We build on this conclusion when evaluating the existence of financial con-
straints and firm performance in Finland. First, it contains an important
qualification that should not be overlooked: The availability of external fi-
nancing is not an issue for firms that are able to finance their growth inter-
nally. Demand for external finance arises only when the magnitude of a
firm’s internal cash flow falls short of its investment opportunities. This ar-
gumentation suggests that the first step in evaluating the importance of the
availability of external capital to Finnish firms is to establish how dependent
they are on external finance. Only with such an evaluation at hand can the
availability (supply) of financing to Finnish firms be assessed. Second, the
conclusion emphasizes that the size of firms is a primary, if not the most im-
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portant determinant of firms’ access to external finance. This argumentation
suggests that when evaluating the supply of external finance to Finnish firms,
the size of firms can be used as a primary indicator of the capital market im-
perfections that the firms face.

Financing of large(r) firms

Demirgii¢c-Kunt and Maksimovic (1998, 2001) have recently estimated the
proportion of firms that rely on external finance in several countries. A firm is
defined to rely on external finance if its realized sales growth rate exceeds a
maximum growth rate that would have been attainable via internal (or inter-
nal and short-term debt) financing of investments. Figure 11.8 presents an es-
timate for the “demand” for external finance on the basis of this definition in
selected countries.

Figure 11.8. Revealed demand for external finance by large firms (1989-1996)
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Note: Data source is Demirgiig-Kunt and Maksimovic (2001). The data refers to 1989-1996 averages for
the largest publicly traded manufacturing firms.

The figure shows that over 1989-1996, Finnish firms have, together
with Australian, German and Canadian firms, had an insufficient internal
supply of investment capital. The finding implies that the firms of these
countries have been relatively dependent on external financing. In particular,
the Finnish firms have relied more on external finance than the firms in the
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other Nordic countries.!® Even though the estimates are based only on large
manufacturing firms, they provide some indication of the overall use of ex-
ternal finance by large firms in the economy. The earlier estimates of Demir-
glic-Kunt and Maksimovic (1998) mostly echo these results, albeit the sample
of the earlier study was smaller and the time period covered 1981-1991.

Using more recent data from 1997-1998 that cover all the main sectors
of the economy, Hyytinen and Pajarinen (2002a) report that about 41% of
large Finnish firms have grown faster than would be compatible with the
availability of internal finance and short-term market financing, i.e. their
“maximum short-term financed growth rate” (see later Figure 11.9). Consid-
ering that the profitability of Finnish firms improved during the latter half of
the 1990s, the number is quite in line with the Demirgii¢-Kunt and Maksi-
movic (2001) estimates. Recent surveys commissioned by the Bank of
Finland, Ministry of Trade and Industry and Confederation of Finnish Indus-
try and Employers also support the conclusions that large firms have greater
needs for external finance than small firms.!! Thus, on the basis of this evi-
dence we conclude that large Finnish firms have been relatively “heavy us-
ers” of external finance.

What do we know about the availability of financing to large Finnish
firms? Honkapohja and Koskela (1999) show, using a panel of the 500 largest
Finnish firms over 1986-1996, that the availability of internal finance has had
a significant impact on the investment of especially those firms that were, a
priori, financially constrained. They also argue that the availability of internal
finance was an especially important determinant of investment during the
depression years of the early 1990s. Vilmunen (2002) uses in his recent study
the same data set on the 500 largest firms as Honkapohja and Koskela except
that he has data over a longer period from 1986 to 1999. He finds that financ-
ing constraints may have loosened, as there is no “evidence for the existence
of binding financing constraints in firms’ investment spending ”(p. 3).12 Using
data on 1549 firms over 1997-1998, Hyytinen and Pajarinen (2002a) find that
firms listed on the Helsinki Stock Exchange are more likely to grow at a rate
which requires using external finance. The study also finds that only small
firms with favorable private information about their growth opportunities
(and limited internal resources) have had an incentive to resort to high-
quality disclosure against the risk of not being able to raise external finance.
Using a recently collected data on about 1000 Finnish firms, Hyytinen and
Pajarinen (Chapter 6 in this volume) show that within the SME sector, larger
SMEs are more levered, suggesting better access to the market for credit.
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Larger firms have also better access to foreign capital. The foreign in-
vestors have invested mostly in the largest firms. Karhunen and Keloharju
(2001) show, for example, that the (equally weighted average) proportion of
listed shares owned by foreign investors was as of June 1, 2000, 30.1% in the
largest market capitalization quintile and only 3.4% in the smallest quintile.’?
The analysis of Pajarinen and Yla-Anttila (2001, p. 19) suggests that this pat-
tern applies not only to listed but also to non-listed firms. Finally, recent re-
search strongly supports the view that larger firms can make use of (and
have made use of) their access to foreign capital markets: Keloharju and Nis-
kanen (2002) show that most likely because of their better access to the inter-
national capital markets, large Finnish firms have borrowed more in foreign
currencies than small firms. Further, there is growing international evidence
that large firms can use cross-listing as a means to enhance the availability of
external finance (Reese and Weisbach 2002, Pagano et al. 2001).

Capital market integration and the effects of EMU: The foregoing conclusions are
echoed by the recent results reported in Bris et al. (2002). They show that most
likely because of the introduction of euro, the valuation, investment and lever-
age of the largest firms in the EMU-countries have increased. The result is espe-
cially strong for countries that have experienced currency crises, such as Finland.
Bris et al. argue that these findings are due to a reduction in currency risks and
the ensuing capital market integration that have reduced firms’ cost of capital.
These results together with the growing evidence that investors exhibit a prefer-
ence for familiar companies (see Grinblatt and Keloharju 2001 and the references
therein) suggest that only firms that are sufficiently large are likely to benefit

from capital market integration.

Taken together, these findings suggest that it is very difficult to make a
case that large, established Finnish firms are constrained by the availability of exter-
nal finance, despite their (potentially) large financing needs. The results suggest,
especially, that the largest Finnish firms can today obtain external finance
easier than before and that they have better access to different sources of ex-
ternal finance than the smaller firms.

Financing of SMEs

A recent survey by Finnvera Ltd and the Federation of Finnish Enterprises
suggests that in 2002, only every fourth SME raised new external finance.!4
Another survey (commissioned by the Bank of Finland, the Ministry of Trade
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and Industry, and the Confederation of Finnish Industry and Employers)
suggests the same: only every fourth mid-sized firm has during the past two
years had plans to raise external finance.!> These survey results are echoed, to
an extent, by the estimates of excess growth presented in Hyytinen and Pa-
jarinen (2002a): the estimates indicate that smaller firms have grown at a rate
requiring long-term external finance less frequently than large firms (see
Figure 11.9).16 Taken together, these above results suggest, by and large, that a
representative SME does not seem to be in great need for external capital.

Figure 11.9. Demand for external finance by Finnish firms (all sectors)
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Note: Data source is Hyytinen and Pajarinen (2002a). The data are from 1997-1998.

The surveys by Finnvera Ltd and the Federation of Finnish Enterprises
suggest also that the availability of financing to SMEs has improved, espe-
cially compared to the situation that prevailed as recently as in the mid 1990s
(see Figure 11.10). According to the data, nearly 70% of SMEs report that they
have experienced no difficulties in raising external finance. The share of such
firms has, however, recently decreased relative to the year 2000 peak. Why
might some SMEs suffer from the lack of capital more than others? What
kind of SMEs face problems in raising capital? Are there more problems on
the loan market than on the equity market, or is it the other way around?
These are the questions that we address in what follows.
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Figure 11.10. Availability of external finance to Finnish SMEs (1996-2002)
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Note: Data source is the surveys administrated by Finnvera Ltd and the Federation of Finnish Enter-
prises and the authors’ calculations.

In a series of papers Niskanen and Niskanen (1999, 2000a, 2001b) have
addressed the question of why some SMEs suffer from the lack of capital
more than others. Using a sample of firms operating in the Pirkanmaa /
Héame region, they report the following main findings: First, Niskanen and
Niskanen (2000a) argue that no firm conclusion can be drawn on whether
firms with stronger (i.e., fewer and longer) relationships with banks have bet-
ter access to funds. They do find, however, that smaller firms with long-term
relationships pay lower interest rates, and that controlling for the non-
existence of a relationship, larger firms pay lower interest rates and pledge
less collateral than smaller firms. Second, Niskanen and Niskanen (2001b)
find that the average loan agreement of an SME includes about two cove-
nants, the types of which are negative pledge, limits on the debt ratio, restric-
tions on asset sales, and corporate acquisitions. Interestingly, they report that
high-growth and high-investment are positively correlated with the existence
of covenants. Finally, Niskanen and Niskanen (1999) show that rejected loan
applications by financial intermediaries might increase a firm’s level of ac-
counts payable and that small firm size, lack of a close relationship with
banks and financial distress reduce the likelihood that firms use trade credit
because of the early-payment discounts it offers. These results indicate that i)
larger SMEs have a better access to funding, ii) the lack of collateral reduces
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the availability of finance and iii) establishing a relationship with a financial
institution, such as a bank, determines to some extent the availability and
terms of loan financing available to an SME."”

It is of interest to note that the latest survey administrated by Finnvera
Ltd and the Federation of Finnish Enterprises suggests that the availability of
external financing is a problem for as many as every second growth-oriented
SME.'8 The survey result is confirmed by the recent study of Hyytinen ja Pa-
jarinen (2002a). They show that the ‘excess growth’ of firms made possible by
external finance is associated with the quality of disclosure, but only for a
priori financially constrained firms. The results of this study indicate that
SMEs, especially the smaller ones, with favorable private information about
their growth opportunities (and limited internal resources) have an incentive
to buy ‘an insurance’ against being opaque and thus against the risk of not
being able to raise external finance. Growth-oriented firms benefit from re-
sorting to high quality disclosure because it enables them to grow at a rate
that requires the use of external finance. These findings indicate that the
asymmetry of information between outside financiers and corporate insiders
on the growth prospects of SMEs may be a source of market failure in the
Finnish market for capital.

Most recent evidence on the financing of Finnish SMEs is based on
new data originating from a recently conducted survey by ETLA / Etlatieto
on about 1000 SMEs. Using the data,

e Hyytinen and Pajarinen (Chapter 6 in this volume) find that the three
most important sources of funds to Finnish SMEs are the principal
owner’s equity, trade credit provided by non-financial firms and debt
provided by financial institutions (FIs). These account for about 2/3 of to-
tal debt and equity. An overall conclusion of the paper is that the capital
structure of the Finnish SMEs does not seem to fundamentally differ from
that in the US (when the study of Berger and Udell (1998) is used as the
US benchmark). There is, however, some evidence that as the Finnish
SMEs age, they increase indebtedness slowly compared to the US SMEs.
The young SMEs also raise less debt from financial institutions in Finland
than in the US. Further, the financing of innovative and Ré&D-intensive
SMEs differs in several aspects from that of other SMEs. The data shows
that innovative firms, firms with R&D activities and firms that own pat-
ents and/or other intangible assets run a lower debt ratio than their coun-
terparts. The difference is most notable for the most R&D-intensive SMEs,
which also rely less on debt supplied by Fls than other firms do. SMEs
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with R&D activities seem to resort more to inside equity than other SMEs
do.

e Hyytinen and Pajarinen (2002c) provide evidence that the debt capacity of
growth options of Finnish SMEs, defined as the amount of debt that firms
optimally raise for an incremental project, is negative, especially in the in-
formation and communications technology (ICT) sector. The finding can
be related to the R&D projects that small ICT firms pursue. The results
suggest that R&D intensive small businesses, especially in the ICT sector,
are “equity dependent”. Such dependence may make them more vulner-
able to changes in macroeconomic conditions, shifts in venture investors’
confidence, clustering of equity offerings over time and non-fundamental
components of stock prices.

e Hyytinen and Toivanen (2002) show that firms in industries that are more
dependent on external financing invest relatively more in R&D and are
relatively more growth-oriented when they have more government fund-
ing (potentially) available. The finding suggests that SMEs face an up-
ward-sloping capital supply curve and hence that the capital market for
growth-oriented and innovative SMES is imperfect. The evidence pre-
sented in the paper is consistent with the view that financial constraints
hold back innovation and growth, and the hypothesis that government
funding can alleviate capital market imperfections.

Our final pieces of evidence on the current state of the corporate fi-
nance environment of Finnish SMEs are presented in Table 11.1, Table 11.2
and Table 11.3. In these tables we report results from a recent survey (admin-
istrated by The Research Institute of the Finnish Economy (ETLA), Etlatieto
Ltd and researchers from Helsinki School of Economics) that was conducted
in November 2002. Table 11.1 reports Finnish SMEs responses to the ques-
tions whether, in their view, the private sector supply of debt (“Debt market
functions well”) and equity (“Equity market functions well”) functions well
in Finland. Table 11.2 reports responses to the question whether any impor-
tant investment, R&D, marketing or other projects of the respondent SME has
been left unimplemented due to financial constraints (“Firm is financially
constrained”) or whether the respondent SME believes that any important
projects have been left unimplemented due to financial constraints in the
other firms of the industry (“Industry is financially constrained”). Table 11.3
reports, finally, responses to the question whether an SME (that has practised
innovation activity) has reduced its innovation activity over the last 12
months (“Has reduced innovative activity”) and to the question whether an
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SME with an external financing need has had problems in raising external fi-
nance (“Has had problems in raising external finance”) over the last 12
months.

In these three tables, we condition the answers on a set of SME charac-
teristics. In the age categorization, firms are divided into two groups accord-
ing to their