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in the financing and control of firms. This must not imply a shift to @terigth finance, if
these institutional investors develop relationships with firms &inbd the traditional long-
term bank-firm relationship. The present paper differentiates betvedationship banking
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1. Introduction

The financial landscape in Europe is subject to profouatgds, driven by increasing wealth
and population aging, advances in information technolog¢g Bmropean integration.
Demographic trends and a move towards funded pension sysirbeost capital markets
and enhance the ongoing shift from traditional banknmeeliation to intermediation by non-
bank institutional investors, mainly pension funds, mutuadls and life insurance companies
(Davis 2003). Increasing competition between large publielg companies for international
capital market funds and between performance oriented asseagers for mobilizing
savings put pressure on management to increase sharehiadséation and improve investor
relations, in particular by the release of more publiormation. Since the professional
institutional investors hold internationally diversdi portfolios of investments, whose return
is periodically evaluated against international bencksatheir activities have induced an
international standardization of investments policiaed performance measurements
(Moerland 1995). This puts the control-oriented financiatesys with their reliance on
insider control, long-term implicit contracts and stakdar orientation under pressure, in
particular regarding the role of banks as an effectisgrument of control in such systems as

the German and the Japanese ones (Neuberger, 2000).

This development may be seen as a move from cordginBotropean bank-based financial
systems towards the Anglo-Saxon market-based systemordicg to a long and well
established literature the contrast between a madssteband a bank-based financial system
is exemplified by the contrast between short-termggid long-termism (Kaplan 1994). The
Anglo-Saxon market-based system is characterized byuge mumber of institutional
investors who have a short-term approach on invesirf@rusing their attention on annual
and inter-annual results and on return ratios, and byanms that finance themselves first of
all through the capital market, while using bank loansnipaio finance day-to-day
operations. On the contrary, the German and Japaaekebhsed model is characterized by a
small number of sizeable investors, mainly banks asdrance companies, which have a
long-term investment approach and are less committdd imiestigating how the managers
manage the company in the short tfu@n the one hand they finance directly the companies’
long-term investments through long term credits, onother hand they are often among the

! See among others Allen/Gale (1995, 2000), Breuer (2001), Alt891), Guatri/Vicari (1994). Kaplan (1994)
argues that empirical findings call into question the \tieat the relationship oriented systems of Germaxdy an
Japan are able to ignore current measures of performance
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biggest shareholders of the companies they have fidajWwenger/ Kaserer 1998). In this
sense Carlin and Mayer (2000) argue that economies @f iscalonitoring make banks more
efficient monitors than individual market participants, particular when good investments
require the costly accumulation of available informatan the quality and performance of
borrowers. This is brought about especially in long-teamk-firm relationships.

Even if in Europe we observe a movement from bankebd®@ancing to market-based
financing with a growing role of non-bank institutiomalestors, this is not necessarily a shift
from relationship finance to arm’s length provisionfiohnce. To the extent that institutional
investors are active holders of shares and/or debtrises, they develop relationships with
firms that may have features of the traditional bamk-frelationship (Perée/Riess 2003,
p.24). Whether this shift from relationship banking téatrenship investing will ultimately
lead to efficiency gains, is an open question. In Geym#re general public is concerned
about the dissolution of housebank relationships whiehsaen as valuable for the financing
of small and medium-sized enterprises. At the same thmitne U.S. there is concern about
the behavior of institutional investors, mutual fundédpeaccused of hurting investors by
pursuing their own goals (The Economist 2003a,b).

While the benefits and costs of institutional investaelationships with firms are primarily
examined within the corporate governance literaturevi@©2003) and the literature on
efficient markets (Menkhoff 2002), the pros and cons ddticiship banking are mainly
discussed within contract theory (Boot 2000, Ongena/Smith 20Di0¢ present paper
attempts to integrate both forms of relationship feawithin the theory of the firm. We will
compare three alternative relationships: (1) relahipn$anking (or lending) as a close
relationship between an industrial firm and a bank, tiegufrom long-term lending with
inside information, (2) relationship investing as aseloelationship between an industrial firm
and a non-bank institutional investor, where directtradns exerted via large holdings of
publicly traded shares or inside equity; (3) transactioantte (lending or investing) by
publicly traded bonds or stocks on the capital market aarbys length provision of finance
by intermediaries.

The rest of the paper is organized as follows: SeQiatefines the different concepts of
relationship finance and reviews the literature. lctisa 3 we review the relevant theories of
the firm and use them to discuss the services providdmbthytypes of relationship finance.
Section 4 concludes.



2. Concepts of Relationship Finance and Literature Review

2.1, Transaction Finance, Relationship Finance and Intermeation

The provision of external finance to firms may bangaction-based or relationship-based.
Transaction finance may be viewed as arm’s lengdmdéia which typically involves one-time
or short-term interactions of contracting partnershaat accumulation of confidential or
private information. Thus, we define transaction feeias the provision of financial services
by an investor or lender that

- focuses on a single transaction rather than mulinpéractions with the same contracting

partner,
- involves only publicly available information.

Transaction finance may be provided directly by individuaestors who buy stocks or
bonds issued by firms on the capital market. In thig,cée investors share directly the risks
of the projects financed, relying only on public infotima. Typically, their available funds
are too small to make costly information gathering igsingle firm profitable and at the same
time reduce risk by holding a diversified portfolio of istents. Therefore, individual
investors gain by delegating fund management and/or mmgitof borrowers to financial
intermediaries who (1) are better informed and thus nemjize a superior investment
performance, (2) can diversify more broadly because ltheg larger funds, and (3) can reap
economies of scale in investment management and/aitariag of borrowers. In this case,
direct finance is replaced by intermediated finance, revhganks or non-bank financial
intermediaries, so-called institutional investors lemtlfunds of individual investors to invest
them in productive firms. The terms “financial intediagies” and “institutional investors”
are synonymous terms: institutional investors areestrs in financial markets which are
neither private households nor public institutions (MeffkB602, p. 909). They comprise
banks and non-bank financial intermediaries like mutuatdumpension funds, insurance

companies or venture capital firms.

While non-bank financial intermediaries specialize bimkerage services (like transaction
services, screening, certification), bankprovide more services of qualitative asset

transformation (like monitoring, liquidity creation andlaims transformation (see

2 The term “bank” is used for banks that provide commehzaking services. Investment banks, which do not
provide these services, are considered as non-banlci@amermediaries.
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Greenbaum/Thakor 1995, Bhattacharya/Thakor 1993). Thus, asnshowfigure 1,
intermediation by banks differs in two important aspdobsn intermediation by non-bank

institutional investors:

- On the liability side, banks typically take funds wstiandard debt contracts, called deposits,
which are not only risk-free (because of diversifmatiand deposit insurance), but also
highly liquid (because of liquidity insurance). Non-bank iio§bnal investors take funds
with different risk-sharing contracts (e.g. mutual fundtcaets, insurance contracts) and
provide risk diversification, but not liquidity transfornaat.

- On the asset side, banks typically provide direct Iadandirms whom they screen and
monitor, while non-bank institutional investors inves publicly traded bonds and shares or
in private equity of the firms which they screen andnao.

Both types of intermediated finance also involve taatien finance, if the loans provided by
banks and the investments of non-bank institutionaéstors are made at arm’s length,
without gathering of proprietary information by repeatgdnsactions with the same
contracting partner. In the case of (typically) shertnh, arm’'s length lending by banks we
speak of transaction lending, in the case of bond holdingfor share holdings by non-bank

institutional investors we speak of transaction inagst

In contrast to transaction finance, we define refethip finance as the provision of financial
services by an investor or lender that

- evaluates the profitability of his or her investisethrough multiple interactions with the

same customer over time and/or across products;
- invests in customer-specific, often proprietary infation (Boot 2000, p. 10).

Since such investments are typically made by financtermediaries and not by individual
savers, the term relationship finance can be equatbdive term relationship intermediation.
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Figure 1: Intermediated vs. direct financing of firms



2.2 Relationship Banking

The term relationship banking is not sharply definedhin literature’ Mostly, it is used to
describe lending relationships of (commercial) banks, itolias also been used to address
customer relationships of non-bank financial interntézia

We define relationship banking as
- the above defined relationship intermediation
- provided by a bank.

Since close relationships between banks and their roastotypically originate from the

lending business, relationship banking and relationshigingncan be used as synonymous
terms. In the stricter sense, the term relationiEmnging only involves close relationships in
lending, while the term relationship banking encompase&gionship lending and close

relationships from other bank services.

A bank-customer relationship arises when the frequentigiwa of loans, and usually also of
other services, leads to benefits that accrue thraoghto both the bank and the customer.
Often the practitioners’ view of a relationship isséd on concepts like “trust”,
“‘commitment”, “mutual understanding” and “professionaliswithout pointing out specific
advantages of such a relationship relative to alteasga{Ongena/Smith 2000). According to
the modern theory of financial intermediation, thendfits of relationship banking arise
mainly from a reduction of agency and information proisidoy unique contractual features
of implicit, long-term contracts and by the use of infation reusability over time. From the
view of the bank, the proximity to the borrower féiates its monitoring activity, thus
minimizing the moral hazard problem of asymmetric rinfation and providing a source of
comparative advantage versus de novo lenders and capitedtsnavho are less informed
about the borrower (Boot 2000). From the view of the, fian advantage of relationship
banking is that the bank is not likely to withdraw a®rsas the first problems occur,
obtaining a kind of liquidity insurance over time. Moregveelationship banking helps to
reduce financing constraints due to asymmetric infoomatvonitored firms can finance new
projects with less informative constraints, while wmitored firms, which cannot defend the
viability of each project to individual investors, mushe investments to their liquidity or
internally generated funds, or to the wealth of theegmeneur (Frohlin 1998). These benefits

3 For reviews see Boot (2000), Ongena/Smith (2000).



mainly accrue to small and medium-sized enterprises,hvdrie informationally more opaque

than large, publicly listed firms.

Beyond lending, relationship banking includes various otihancial services, e.g. deposits,
check, clearing and cash management services. Theweapigoth a source of revenue and
information for the banks (Boot 2000), and may help toluate better the riskiness of
lending to a firm. The inside information accumulated tbg bank in the course of a
relationship represents “specific knowledge”, i.e. knowledigat is transmitted between
agents only at high cdstJensen/Smith 1985).

Let us review the benefits and costs related to irdtion exchange. A borrower might reveal
proprietary information to its bank that it would newawe disclosed to the financial markets
and at the same time could be “forced” to unveil sonfernmtion, and to be closely
monitored by the barik Because of long-term efficiency gains, the effeétsamk affiiations
may be more pronounced with time: for example attacivews’finvestment sensitivity to
liquidity should be lower in the longer run, even if thadence about this point is not
unanimous (Frohlin 1998). At the same time the costsceded with the search for the most
convenient bank in the retail fields are high and teeted return of search is low for most
of the retail banking customers. As a consequence tharkefar most of the standard retail
banking services is likely to be characterized by “blayklty”, i.e. the tendency to maintain
a banking relationship after having chosen a bank (Ngebe998). As a matter of fact in
order for the client to obtain a competitive offeyrfr another bank, the de novo bank must be
provided with references and other pertinent informatiovolving costs to the applicant and
the bank, while the applicant cannot be sure that #wings associated with the new
conditions can overcome the search costs. This is bduk to the firm’'s difficulty in
conveying information about its superior performanceotber banks and to an adverse
selection issue, that makes it difficult for one bankatwact another bank’s best customers
without attracting first the less desirable ones (fd990). At least three costs are borne by
banks when entering into and executing any debt contwibt the firm: agency costs,
deriving from ex ante information asymmetries, mamigp costs, linked to the control of the

* Without considering monetary costs it is sufficientéoall the opportunity costs of time spent by bankers i
order to evaluate the project, visit the firm, keepintpirch with the entrepreneur, screening the balanetshe
and so on.

® Hoshi/Kashyap/Scharfstein (1993). According to Stiglitz (19B6)nature of loan contracts enables the banks
to focus their attention in information gathering abauparticular set of issues, those associated with the
probability of default and the net worth of the firm.
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correspondence between the contract’s clauses and vhglaent of the financed project;

and enforcement costs, deriving from ex post informaagymmetries (Ferri/Messori 2000).

In universal banking systems, bank-customer relationgmpempass commercial banking. A
common source of costly information is the placen@rbank directors on the firms’ board
of directors, as best exemplified by the German siyliradition of having bankers on the
boards of non-financial companies (Frohlin 1998). EveBaiims (1994) argues that seats on
the supervisory boards don't seem to provide alwaysrbeftgmation than a large creditor
has, the “information gathering activity” of the smgboard member and the information
access of large creditors rest on various specificifeatand cannot be generalized. Having
one or more of its managers on a client firm's bosrdikely to provide the financial
institution access to proprietary information as wvaslisome influence over the firm’'s actions
(Booth/Deli 1999). The presence of bankers on boardsdesdonsidered also as a “credible
message” of a close firm-bank relationship (Schafer 2603) banker may also be appointed
on the board in order to signal to other banks thagxgert in bank debt is on the board to
protect creditors, a role that could be performed botlafifated and unaffiiated bankers
(Booth/Deli 1999). As a matter of fact it is quite diffictd distinguish between commercial
bankers supplying expertise and commercial bankers magtdending relationships.
Berglof and Sjogren (1998) investigated the case of a bankdm® loans to a borrower
while an investment company, controlled by the Bartolds a relevant block in the

borrowing company.

Some authors (Albert, 1991; Guatri/Vicari 1994, Albach 1997) undeahother by-product

of relationship banking, the stability in the contodlthe firm and a reduction of the myopia
of some institutional investors, for example throughigher dividend retention and a lower
interest in the annual and infra-annual pay out rahas tproviding evidence for a strict
preference for the “pecking order of financing” .

® The message is credible, because on the one handrtkeisks its own funds, and on the other hand the bank
risks its “standing”, i.e. its external image within firencial community.

" In particular they use the term “related ownershipbider to refer to holdings owned within a sphere of
influence.



2.3 Relationship Investing

We define relationship investing as

- the above defined relationship intermediation
- provided by a non-bank institutional investor.

The term “relationship investing” has been used to des¢he shareholder activism of non-
bank institutional investors in the control of publithaded companies (Chidambaran/John
1998, Gillan/Starks 2000). Even if they mostly invest in jgiplitraded securities,
institutional investors may obtain firm-specific, @ie information by multiple interactions
with the same corporate customer over time. Suchiaesdtips are likely to arise, if large
share blocks are held in a single corporation: theyease the incentive to invest in
information gathering and monitoring through control rgland may provide special
information rights by a representation on the firbtsrd®

While this only applies to the financing of large cogi@ms, the term “relationship

investing” may also be used to describe the activiifason-bank institutional investors such
as investment banks or venture capital firms in progidnside or private equity to smaller,
non-listed firms. The partnership between a venturetalspi and an entrepreneur is
characterized by the accumulation of firm-specific, piegpry information during the start-up
and growth phase of the firm, where the venture cagiitglrovides screening and
certification, funding, monitoring and management expertfs venture capital contract has
the following features: the entrepreneur cannot “wallay@wafter obtaining financing, the

venture capitalist gains control of the firm after Ingyiout the entrepreneur if a minimum
performance requirement is not met, and both partnemivee equity payoffs, if control

remains with the entrepreneur (Greenbaum/Thakor1995, pp.68).

Thus, equity contracts are the key financial instrunaénelationship investing. Even if both
equity and debt contracts may be written by banks dsaselon-bank institutional investors,

we focus on debt contracts in the case of relatipnishnking and on equity contracts in the

8 However, the value of large share blocks may not balynaximized by a tighter control over managers, but
also by extracting transfers from small shareholdempcess generally addressed within the frame of {griva
benefits of control”’(La Porta et al. 1999).

® As a matter of fact the role performed by German éaisks at the end of the 19th century could be
considered as a first kind of venture capitalism, thusessmting an ideal link between relationship banking
and relationship investing. Already at the beginning oh2ntury Riesser (1905) provides wide evidence
about the role of German banks in financing railways gon industry, that could be considered the start-up
industries of that time.
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case of relationship investing. While bank loans, attinvestments in equity are necessary
for relationship banking, investments in equity, but hoinds are necessary for closer
relationships between non-bank institutional invesémie firms.

Non-bank institutional investors have become incnglgsimportant as equity holders both in
the American and European financial markets. The equityecship of investment trusts and
advisors and pension funds increased dramatically durindgasheyears, and enjoys a high
level of internationalization, both on the managensihe (the asset management companies)
and on the investment side (where the investors tihvis particular some public pensions
funds began to abandon their traditional passive shaehoble and became more active
participants in the governance of their corporate hg#difGillan/Starks 2000, Woidtke
2002).

Institutional investors that hold publicly traded shawes different mechanisms of corporate
control: they may exercise their pressure on firmh by selling shares in underperforming
firms or in firms that don’t follow international cegnized corporate governance standards
(“Wall Street Walk”) and by exercising direct contralen the incumbent management of the
respective firms (“voice”) (Drobetsz/Shillhofer/Zinemmann 2003). Qualified investors often
negotiate directly with the managers and submit shadehproposals only if the negotiations
don’'t have any relevant effect (Gillan/Starks 2000). Whkkares are held for a longer time
institutions will become aware of the use and conse@seotdiscretionary accounting, thus
reducing incentives for the earning management (Churigitkimi 2002).

Institutional investors are wiling to pay significaptemiums for well governed companies,
or significant discounts for bad governed ones (McKing&y&2000). The body of the
research has focused on the virtues of institutionastors in forcing management to focus
on economic performance and eschewing opportunisticseseling behavior, even if some
research underlined the myopia of those who focus oshbe-term performance of the firm
to the detriment of its longer-term prosperity (Chungffitim 2002)° The primary
emphasis of activist shareholders has been to focufie@poorly performing firms in their
portfolio and to pressure the management of such firmsniproved performance, thus
enhancing shareholder value (Gillan/Starks 2000). Moerla8€5) argues that the excessive
functioning of the market for corporate control withgirees such as corporate raiding, crude

hostile takeovers or junk bonds, has lost importancengpdoeen partially replaced by active

19 For an overview on the empirical evidence see MeriKR602).
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investors’ diplomacy and persuasion as disciplining meshe@mni This could represent a
turnover in respect of the role traditionally addresseddstile takeovers ( Manne 1965,
Jensen 1986).

The different types of institutional investors diffeitiwrespect to their monitoring incentives
and capabilities. Pound (1988) notes that institutionalstove such as banks should be
effective monitors because they have frequent busc@ssct to their clients, even if they
might become entrenched and support incumbent managers.exXanple, business
relationships between banks and management are likélg sssociated with voting behavior
that is conductive to continuance of the relationshipgs being supportive of management
proposals, as are banks sharing one or more directtihst@ firm. Director interlocks
between banks and firms are related to the outcomeheofvbte, with affiliated banks
supporting management proposals, and unaffiliated ones opphsimg(Payne/Millar/Glezen
1996). According to these conflicts of interests, invesiinor pension funds could be better

monitors than banks or insurers, even if they alse #me of these conflicts (Charny 1995).

Empirical evidence shows that the results of negonatiand shareholder proposals are
associated with the sponsor identity, which seem®&tbait a leading effect, with a “leader”
making the first step, and the other investors follgwtine leader approach: this is generally
recognized in the role of some prominent institutioas, for example the American
CALPERS. Moreover the identity of the sponsor could amalyzed distinguishing two
different groups, i.e. big individual investors and institnél investors. Proposals sponsored
by the first group generally garner fewer votes, whike impact of the second group enjoys
the above described lead effect (Gillan/Starks 2000).

3. Relationship Finance within the Theory of the Firm

3.1 Theories of the Firm Relevant for Relationship Finane

To work out the services provided by the different softinancial relationships, we resort to
different theories of the firm. Broadly, we may di#fatiate between the neoclassical and the
contractual theories of the firm. In the neoclassscanomic school, a firm is just described
by efficient relationships between inputs and outputs,guii® concept of a production
function. Even if this black-box concept cannot explia functions of intermediaries, we
will use it to describe which inputs to firm productiore grovided by different forms of

external finance.
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The contractual theories of the firm, which haverbeeveloped along with the theory of
incomplete markets since the 1970s, yield explanations footlthe existence of financial
intermediaries and their contractual relationships Withs. Despite their heterogeneity, they
have the common focus of explaining firms as orgawiratiunder two aspects: first, the
substitution of short-term contracts on the product markg long-term contracts between
input owners, and second, the substitution of market méchs by hierarchy* They may be

broadly divided into two groups: principal-agency theory aaddaction-cost theory.

The principal-agent theory deals with bilateral coritrakrelationships between two partners,
the principal and the agent, which are affected by pnoblef asymmetric information, i.e.
the principal cannot directly observe the activitiéshe agent or the agent has more relevant
information than the principal®. The focus is on designing an optimal contract which wil
motivate the agent to share his private informatmmhst the action expected by the principal
will be effectively realized. The classical agencgety problem was posed by Berle and
Means in 1932 for the public company with dispersed shareBoplddere the separation
between owners (principals) and managers (agents) cagssgy costs by suboptimal
control of the management. Within this theory, firhae been considered as “...simply legal
fictions which serve as a nexus for a set of cotitrgcrelationships among individuals*
(Jensen/Meckling 1976, p.325). It has been applied both to efp@ncial intermediation as
an optimal nexus of contracts and the problems of optiarporate control.

Beyond the ‘nexus of contracts view' (Alchian/Dems&872, Jensen/Meckling 1976, Fama
1980), another view is that firms are characterized byenthan the legal status, since they
provide a solution to moral hazard in teams (AlchiamBetz 1972, Holmstrém 1982). This
view emphasizes the technology of team production, wivengjinal products are costly to
measure, and shows the circumstances under which itbenaptimal to appoint a monitor
who has the rights to the residual income of the tefmother view of team production has
been provided by Aoki (1986, 1988) and Marschak/Radner (1972), wisadeor firm as a
group of input owners with a common goal. According to ttasy, team production does not
serve to prevent opportunism, but to gather and shawemafion under uncertainty. It
emphasizes “...the image of a firm which must developraesources by learning new

HFor overviews see Cheung (1983), Foss/Lando/Thomsen (20@0f/Ravix (1998), Richter/Furubotn (1997)
25ee Jensen/Meckling (1976), Alchian/Demsetz (1972), Fama (138@)strom (1982).
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informational relations before being able to use th@mafft/Ravix 1998, p. 248}3 Since
incomplete information is the central problem of exéd finance, we will use also this theory
to study the functions of financial relationships.

The transaction-cost theory is based on the questisedpoy Ronald Coase in 1937: when do
firms produce to their own need (backward, forward orddtategration) and when do they
procure in the market? It explains the use of marketsdone transactions and the use of
hierarchical forms of organization for others bynsaction-cost differences between markets
and hierarchies (Wiliamson 1988, p. 568). In contrast ¢optincipal-agent theory, the focus
is not on the ex ante incentive alignment of consramder asymmetric information, but on
the ex post governance of incomplete contracts. Smuie all contingencies can be
contractually covered, contracts are incomplete, aecktls a need of adaptation to changing
circumstances. This applies above all to long-termrecotd such as the long-term loan
contracts between banks and firms. Like long-term latmmtracts, they are likely to be
implicit.** An implicit contract describes complex agreementsitevriand tacit, which govern
the exchange of services when various types of speéavestments inhibit the mobility of
production inputs, and opportunities to shed risks are limitgdmperfect markets for
contingent claims (Azariadis 1990, p. 132). It results fromgdiaing of the contractual
partners over sharing the returns of their relatignspecific investments in various possible
future circumstances (Azariadis 1990, p. 138). By forming sufgtiameal contracts, the
parties generally commit to some common goal rathen tb a specific course of conduct
(Boatright 2002).

Within the transaction-cost theory, the property sgtheory of the firm focuses on the
allocation of ownership as the possession of residuakal rights, i.e. rights to control the

uses of assets under contingencies that are not spegifiee contract. It considers a firm as
a collection of jointly-owned assets (Grossman/H&&6, Hart/Moore 1990, Hart 1995) and
is relevant for the question of optimal corporate auntfhe second major branch of
transaction-cost theory is the governance structureoapprof Willamson (e.g. 1975, 1979,

1985, 1988). Its basic idea is to assign transactions toatiiee governance structures on the

¥This team theory has been considered as an extemsimad of an alternative to the principal-agent theory,
since the agents are still optimizing, making their decgson the basis of imperfect information, where th
variables designating the optimum form of organizati@nadrknown (Krafft/Ravix 1998, p. 251).

“According to Frank Knight (1921), labor contracts are inifpiicthe sense “...that inherently 'confident and
venturesome’ entrepreneurs will offer to relieve tlenployees of some market risks in return for the right
make allocative decisions” (Azariadis 1990, p. 133).
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basis of their transaction properties, which are deted above all by the degree of asset
specificity. In long-term financial relationships, esspecificity results from the acquisition

of private information.

Figure 2 illustrates the relevance of the different @artual theories of the firm for the

explanation of financial contracts, intermediariesl aelationships, which we will review in

more detail below. After a view on the neoclassmalduction function (3.2), we will discuss

financial intermediation as a nexus of contracts (3r8lationship intermediation as team
production (3.4), corporate control rights of financi&$) and the governance of incomplete
financial contracts (3.6). The results are summarizéahble 1.

Contractual Theories of the Firm

Principal Agent Theory: Transaction Cost Theory:
Optimal Contracts under Asymmetri¢| Governance of Incomplete Contracts,
Information Markets vs. Hierarchies
| | | |
Nexus of Team Property Rights Governance
Contracts Production Theory Structure
Theory
Delegation to Relationship Corporate Governance of
financial intermediation control rights incomplete financial
intermediaries as ateam of financiers contracts

Figure 2: Explanation of financial contracts and intermedianis by contractual
theories of the firm
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Table 1: Comparison of Different Financing Relationships

Provision of Services

Relationship Banking

Relationship hesting

Transaction Finance

Inputs to Firm
Production:
q = f(risk, information)

insolvency risk,
inside information

residual claim risk,
inside information

insolvency risk or
residual claim risk,
outside information

Nexus of contracts by
delegation

banks as delegated
monitors:

- economies of scale in
contracting and
monitoring

- liquidity creation with
disciplinary mechanism
of runs

- agency costs between
bank and depositors

non-bank institutional
investors as delegated
monitors:

- economies of scale in
contracting and
monitoring

- agency costs between

institutional investor ang
fund owners

direct contracts, no
delegation

Team Production

cooperation between
bank and borrower:

- information
- risk sharing

cooperation between
venture capitalist and
firm:

- information

- risk sharing

no cooperation

Corporate control

reduction of agency co
of debt and equity

steduction of agency cost
of equity

shigh agency costs of
external finance

Governance of
incomplete contracts

implicit loan contracts
with state-dependent
claims:

- intertemporal contract
design

- renegotiability:
insurance in distress
states

incentives:
- reputation
- collateral
problems:

- hold-up

explicit equity contracts
with state-dependent
claims

incentive:

- long-run profit
maximization

problems:

- hold-up

- soft budget constraint

explicit contracts with
state-independent or
state-dependent claims

- soft budget constraint
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3.2 Financial Contracts and the Production Function of a Fm

The usual neoclassical production function relates fiutpat to capital and labor inputs,
which are financed by the firm's revenues. In thisecaf internal finance, contracts with
external financiers are irrelevant. However, if s@arcity of internal funds limits production,
external finance is a further production factor with ifdes marginal returns. Financial
contracts with external financiers differ with respé&e two fundamental inputs which they
provide: bearing of risk and information. Therefore, se@sider the more general production

function
g = f(risk, information),
with g as output and f as the neoclassical production @mcti

Given that individuals are risk-averse, risk can be idensd as a scarce production factor
with a positive marginal productivity (Sinn 1986). Along tlme of reasoning the production

function coincides with the efficiency line of thepdal asset pricing model. The supply of
the factor risk can be increased by different riskibgainstitutions or organizations such as
insurance and stock markets, financial intermediareesalso special financing relationships.
It depends on the type of the contract: in a standard atefttact, the lender has a constant
interest and capital claim and bears the risk thatbtireower cannot repay. In the case of
insolvency, the whole property rights on the firm &mansferred to the lender. In an equity
contract, on the other hand, the equity owner haata-dependent claim on the residual in
solvent states, bearing the residual claim risk.

As a second production factor we consider informatiothasknowledge or competence of
the financier to allocate the funds to their best béssise. We presume that a financier is
better informed if he has gathered not only publiclyilabi information but also inside or

private information about the state and the prospecthefirm. The higher this stock of

information, the lower is the information asymmebstween the firm and its financier and
the lower are the concomitant agency costs of exteimance. Like a technical or an

organizational progress, an increase in informatiogy beadescribed by an outward shift of
the production function rather than a move along itstieo.

From a macroeconomic perspective, the above produatimtidn may be used to describe
the contributions of a whole financial system toeannomy’s production capacity. According
to Hellwig (2000), following the way paved by Jensen (198@ ,nthin problem of a financial

system is not the scarcity of funds, but rather thsalfocation of funds, e.g. by retained
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earnings, hidden reserves, disposal of assets or opptcurehavior of managers in the
presence of asymmetric information. In such an ecgnin@ task of the financial system is
not only to channel the funds from households to firpeg, also to channel the funds within
the corporate system, from firms with excessive dsh to firms with insufficient funds or

from X-inefficient firms to more efficient ones. &hallocative competence of a financial
system thus depends on its ability to reduce informat&ymmetries and provide possibilities

of risk sharing and information sharing.

Given the above definitions of relationship banking egldtionship investing, both kinds of
relationship finance are superior to transaction @eain providing inside information, while
they differ with respect to the provision of risk begri Being based on debt financing,
relationship banking bears above all insolvency riskijlenthe equity-based relationship

investing bears above all residual claim risk.

3.3 Financial Intermediation as a Nexus of Contracts

Within the agency-theoretic nexus of contracts viewms come into existence as
intermediaries that reduce the number of direct marketracts between individuals and the
associated contracting and monitoring costs. Likewidae existence of financial

intermediaries, and their special relationships withti@azting partners, can be explained by
their functions of delegated contracting and monitoringbehalf of individual investors. If

they have gathered specific information about borrowersinvestment projects, the

reusability of this information can be used to reapnecmes of scale in long-run

relationships.

The new theory of financial intermediation (developedes Diamond 1984, Caloromis/Kahn
1991, Allen 1990) shows that banks are financial intermedianhich can solve specific
information and incentive problems in the relatiopshiith savers and investors better than
this could be done by non-bank financial intermediaviedirect financing. Within the theory
of asymmetric information, Diamond (1984) shows thapecl role of banks is to minimize
the agency costs between borrowers and lenders bytanogithe borrowers at low cost,
while Diamond and Dybvig (1983) find another special functidrbanks in their role of
transforming illiquid assets into liquid liabilities, prding insurance against liquidity risk

with private information to agents.

Diamond and Rajan (2001) show that relationship lendingeisbest way to create efficient

monitoring and maximum liquidity simultaneously. Real asset projects are illiquid,
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because the entrepreneur can always threaten to Withisospecific skills in the future and
thus capture a rent. A relationship lender who has g&nedledge about the project has a
better liquidation threat than any other financier #ngs can extract a larger fraction of the
cash flows generated. When the relationship lender bark, issuing demand deposits, it
cannot hold up depositors by not paying them the promisedi@mDemand deposits are
fixed claims with a sequential service constraint, nehihe depositors get their money back
until the bank runs out of money. Any attempt by thekldanextort a rent from depositors by
threatening to withdraw her specific abilities would eaasun, where the depositors demand
back their money simultaneously without renegotiatingndde the fragility of the bank’s

deposits ensures that the bank provides the maximum awibcnetit it can offer

Non-bank institutional investors, in contrast, do o@ate liquidity and hence do not have this
disciplinary mechanism of runs. A depositor of a mutualfinas the right to seize that
proportion of assets that equals his proportion of tt#pbsits. Thus, the holdings are marked
to market and the mutual fund is run-proof. If mutual funds acgvely engaged in
monitoring, providing relationship investing, depositore aot able to discipline them and
the managers may capture rents. This applies also twamee firms that unlike banks,
provide payments only when liquidity needs are obsenateverifiable'® Also investment
banks or venture capitalists differ from commercialkisai this respect: because their value
lies largely in future transactions, they cannot theiefitly cut out of the deal, hence demand
deposits are unlikely to provide discipline (Diamond/Rajan 2pp1317).

A problem with both relationship banking and relatiopshivesting is that the delegation of
monitoring to an intermediary involves by itself agemosts, so-called delegation costs. In
the case of relationship banking, they arise froma$y@mmetric information between bank
managers and bank depositors/shareholders, while inafee af relationship investing, they
arise from the asymmetric information between tuostinal investors and their funds’

beneficial owners. According to Diamond (1984), the delegatosts for bank depositors go

to zero, if the bank is large enough to diversify itgnlgortfolio so that the depositors are

In a world of uncertainty, it is optimal for the bartkfinance itself not only by deposits, but also by iots
capital, which is a softer claim that can be renegedi in bad times (Diamond/Rajan 2000).

®0Only life insurance companies may have partly demandaaims that allow withdrawal of a fixed amount
even if the insurable event does not occur, making fbrame to runs.
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shielded from credit risk’ This results from the debt contracts of banks, st @hsimilar

conclusion cannot be drawn for the equity contrac{saf-bank) institutional investors.

While the theory of financial intermediation is umaaus about optimal debt contacts, it is
indeterminate about the effects of delegated monitomnghé case of sub-optimal equity
contracts (Schneider 2000, p. 215). Institutional owners ibkm@s principals to corporate
managements and as agents for their beneficial owmerén their intermediary role of
monitoring for beneficial owners, as ‘agents monigriother agents’. Within this ‘nexus
agency model it has been argued that institutional tovesare complex organizations which
pursue their own goals and the goals of their stakeholjemst from those of beneficial
owners (Schneider 2000). Additional agency costs result fietnmental incentives that
divert the behavior away from maximizing investmentrfgqenance: especially the
requirement to conform with short-term evaluationsiseto short-term orientation, distorted
risk consideration and useless activities (Menkhoff 2002)etér these additional agency
costs outweigh the cost reductions brought about by iethation (portfolio diversification,
better corporate monitoring) cannot be answered a iprf@cause it depends on the
effectiveness of the legal and regulatory environmemt the governance mechanisms in
protecting the interests of the beneficial ownerspifioal studies that concentrate on non-
bank institutional investors that invest in US stocktfetios show that their investment
performance is usually below the market benchmark. Wiy realize advantages of
diversification, they fail to realize information adtages. The benefits of improved
corporate governance go along with costs of generatiogt-sdrm strategies, increased
volatility and less sensitivity toward social issuaesthe managed companies. The agency
costs depend on the type of institutional investor, pemsion funds having higher agency
costs than mutual funds (Menkhoff 2002, 2001, Schneider 2000).

3.4 Relationship Intermediation as Team Production

As argued by Alchian and Woodward (1987, p. 118), “...long-term, lwat whe law calls
relational, contracts are essential to continuitytedmwork with dependent resources”.
Moreover, “Teamwork seldom appears without a nexus dfacts, and a nexus of contracts

In Diamond’s model of financial intermediation, banks all deposit funded. In reality, bank deposits are not
risk-free and the remaining risk is borne by the bask@eholders (and a deposit insurance fund). However,
the shareholders only have the incentive to morther bank managers, if they hold large blocks in the
respective bank. At least in Germany, where the laigksbanks are mostly held in dispersed ownership, this
does not seem to be the case. It is an open questethevihis monitoring problem may be solved by (bank or
non-bank) institutional investors.
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seldom appears in the absence of teamwork " (Alchian¥ard, 1987, p.111). Hence,

long-term contracts of financial intermediaries sdamtolve elements of team production.

According to Aoki, the capability of the firm of havinq@psitive economic returns rests on
“the willingness of the employees to cooperate andathigy of the employer to adapt and
monitor production effectively under uncertainty” (Aoki 198430). A cooperative team or
organization could be considered a system for allocéiiegesources better than a sequel of
unique transactions, above all due to the saving of dsk the reduction of shirking and the
enhancement of informational efficiency in regulatitg formation and utilization of the
team element of human resources (Aoki 1984, p. 30). Cooperatigroduction is a
cooperation between suppliers of inputs (Alchian 1993, p. 36@pliedl to relationship
banking, we may consider it as a cooperation withiraant constituted by the bank and the
firm in supplying risky capital and information. Within $ua team, the borrowing firm must
be willing to provide information about investment oppaities and risks to the bank, which
in turn provides capital and risk bearing to the firm. @xding to Alchian and Woodword
(1987), teams arise where information is costly: gatgeinformation about the borrower is
likely to be a very resource expensive process, antoredaip banking rests on information

cost savings.

The informational efficiency of utilizing special humaasources in lending relationships is
not only brought about by the bank’s inside informatibot also by social interactions
between loan officers and firm managers which magterenutual understanding and trust.
Empirical studies on relationship lending in Germany shbat such social interactions do
indeed lead to more favorable lending terms for smalkl anedium-sized firms
(Harhoff/Korting 1998, Lehmann/Neuberger 2001). Differencesthis sort of team
production brought about by different histories or develapinesels might explain why we
observe lending gaps between different regions of thee ssuntry (Ferri/Messori 2000,
Lehmann/Neuberger/Rathke 2004).

Critics of this view of relationship lending as a cogpee team argue that banks can exploit
influenced firms, being able to earn profits in exceSshe competitive level. According to
the team theory, external agents are necessary diacan efficient equilibrium in team
production settings. However, while external agents Ipgagecessary, they cannot sustain an
efficient outcome if the internal members of themedon't have some assurance that their
product will not be expropriated (Falaschetti 2002). Accordmddke (2001), ownership
concentration and bank debt, as well as market discipifiected by product market
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competition, are positively related to productivity growtHowever, creditor influence
depends on a strong position measured as a large frattianlodebt. Thus, the reduction of
bank lending, for example through increasing securitizaiioissue of corporate bonds, could
negatively affect the banks’ incentives or abilityntonitor (Kéke 2001).

Also relationship investing can involve a kind of tegmoduction, considering the
cooperation between firms and institutional investorshare information and equity risks.
This applies above all to the relationships of firmthwenture capitalists, but less to those
with institutional investors that invest only in pahlitraded shares and are less likely to have
long-term, social interactions with firm managers. Akeady mentioned above, these

institutional investors do not seem to reap efficiegays by information advantages.

3.5 Corporate Control Rights of Financiers

According to Berle and Means (1932) conflicts of interagse between managers and
residual claimants when risk bearing is separated fronagsment of the firm. Here we face
the problem that the monitoring activity has the ratoira public good. Every shareholder is
aware of the fact that it is too expensive for hamekercise an effective monitoring activity
on the management, and that at the same time althiee shareholders would take advantage
of his efforts, giving rise to a free riding processidiz, 1985). In the public company,
characterized by the so-called absent property (GHibi&i58), the residual claimants try to
solve the problem by delegating the management of the th a group of people who
professionally do it, the managers, while their ref&hip is regulated by a contract, that just
gives some guidelines to the directors (Berle/Means, 193®).result of this contract is that
the corporation is managed through an agency relatiobstvpeen the shareholders on the
one side and the managers on the other, going alongagihcy cost§ The so-called
consumption of agency goods by managers may include ngt tbael consumption of
perquisite, but also avoiding effort, avoiding risk, buildingip&es, establishing golden
parachutes, subsidizing their favorite activities, distrating in lay off and implementing
strategies to increase the managers’ control and daceethe probability of takeovers.
Managers’ consumption of agency goods reduces the fimasidial performance and can be
undertaken only to the extent that the managers ad@bésist principals’ disciplining

8Jensen and Meckling (1976) define agency costs as the sthe obsts of structuring, administering and
enforcing contracts, plus the residual loss. Agency dostade all costs frequently referred as contracting
costs, transaction costs, moral hazard costs andriafmn costs (Jensen/Smith 1985).
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The reduction of agency costs by different control sgbt the external financiers are the
main objects of corporate governance studieghe role of banks and non-bank institutional
shareholders’ activism arises due to the conflict wierests between managers and
shareholders, and to the free rider problems connectédthve lack of incentives for small
investors in monitoring. Investors with large blockgear to be the only ones which have the
incentives to undertake such monitoring activities, tass i more likely that the large
shareholders’ increased return from monitoring is geffic to cover the associated
monitoring costs (Gillan/Starks 2000).

When a firm is financed partially with debt moral hakarises, because the equity holders
don't bear the full consequence of negative outcomesle vemjoying the full positive
consequences of their decisions. The main sources rdlicto® are a redistribution from
bondholders to stockholders that would arise from area@s® in dividend payout, higher
leverage, substitution of high-risk for low risk projec{asset substitution), and
underinvestment in projects that would yield a higher fitetee bondholders (Jensen/Smith
1985). This bondholder vs stockholder conflict would not deesl simply by giving the
bondholders control over the firm: bondholders would haneentives to pay too few
dividends, issue too little debt, and choose projects wihlittle risk. Within the theoretical
frame of state-dependent control, the control oveffitheshould be exerted by shareholders
in non-default states and by creditors in default stéwethe event of the borrower’s default,
it is efficient to delegate the control to banks, tmdie the creditors’ claims and reduce costs
of free-riding by bondholders (Aghion/Bolton 1992, Neuberger 2@004). In non-default
states, corporate control should be exerted by finaimt&rmediaries that hold large blocks,
thus bundling the interests of dispersed shareholders awenping actions of firm managers
against the interests of minority shareholders andii@ders. This may also be done by
banks via voting rights from equity holdings, proxy votinghts or supervisory board
mandates. Equity holdings by banks reduce their incentivg®se creditor over shareholder

interests, providing a solution to the bondholder veiestwder conflict (Stiglitz 19853

Thus, relationship banking may reduce not only the agewsts of external debt by
monitoring borrowers in long-term relationships, bwoahe agency costs of external equity.
However, given the fact that a bank’s debt claimsnawstly bigger than its share blocks in a

¥Schleifer/Vishny (1997), La Porta et al. (1999)

“For a further argument in favor of simultaneous lending strareholding by banks see Neuberger/Neumann
(1991).
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firm, it is rational for it to act primarily in thereditor interests, and the effectiveness of banks
as actively monitoring in the shareholder intereststil an open question (Boehmer 2000).
As shown by Chirinko and Elston (1996), one of the adgastaf bank influence over firms

is that, at least in the German environment, bamdige agency costs associated with
corporate control and at the same time lower finaoasts due to superior information and
more effective monitoring of management activity. ay, according to Schafer (2003)
relationship banking and a bank’s control over a firme“@st the two sides of the same
coin”: she provides examples on how this “dominatiomuld affect the management
incentives and the banks’ incentives to monitor thenagers of the “supposed to be”
controlled company.

Demsetz and Villalonga (2001) argued that the greater iglégece to which shares are
concentrated in the hands of outside shareholders, dhe effectively management behavior
should be monitored and disciplined. This seems to becdke for the role of banks as
external monitors in Continental Europe. Dhermenefeeret al. (2001) found a positive
disciplining effect of qualified banking share blocks, wHiehmann and Weigand (2000)

found that financial institutions as largest sharehsldet traded corporations enhanced
profitability. Baums (1994) argues that the presence of miajmlers in the board could

represent by itself a limit of managers’ ex post mbesdard. When the stock market is (ab-
Jused by managers the awareness of being monitorectfzsct m an excessive myopia of the
managers, i.e. in the wilingness of improving the camgisaresults (e.g. by creative

accounting, sudden appreciation of assets, manipulatiomecédcounting data), in order to
show their capability as business leaders. The pressinlmng-term shareholders prevents
such behavior, at least as long as they perform an@aitoring activity.

Also in market-based financial systems with less rmaymights of banks, relationship banking
lowers agency costs of external finance. Jensen (19§6gs that debt financing reduces free
cash flow and therefore has a disciplinary effect aanagement: managers can use high
leverage to signal credibly that they maximize proflikewise, any disciplinary impact
creditors have on management should be the greatest avia@ge fraction of debt is bank
debt. This is backed by empirical evidence: stock priespand positively and significantly
especially to announcements of bank loans (James 198Y)thancost of issuing public
securities is significantly lower for firms with bowing relationships to banks (James/Wier
1990, Datta et al. 1999). This evidence about the uniquendmmbkfloans makes clear that
relationship banking is superior to relationship invesimreducing agency costs of external
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finance: non-bank institutional investors may onlwéo agencycosts of external equity by

active monitoring in the interest of shareholders.

3.6 Governance of Incomplete Financial Contracts

Transaction cost theory focuses on the ex post goveenaf incomplete contracts to answer
Coase’s question about the boundaries between firms ar@etss Incompleteness of
contracts means that not all contingencies are actially covered, and is the more relevant
the longer the term of the contract.

Relationship finance is by definition long-term finanand thus carries the feature of a firm
described by Coase: “A firm is likely therefore to egein those cases where a very short
term contract would be unsatisfactory. It is obvioustymore importance in the case of

service -labor- than it is in the case of buying cadiies” (Coase, 1937, p.392). This

applies to the financial services provided by banks anebaok institutional investors.

The long-term nature of these services is abovaladirent in relationship lending. Like long-

term labor contracts, these loan contracts may beeped as implicit contracts, in which

banks offer to relieve their borrowers of some marisks in return for the right to make

allocative decisions. They result from bargaining betwéhe bank and the borrowing firm

over sharing the returns of their relation specifitfofimational) investments. Within this

frame relationship banking represents a specific askesavvalue cannot be independent
from the firm itself.

The provision of risk by an implicit long-term loan ¢ttt implies that the bank’s claims are
no longer state-independent. One benefit of relatipnmding is seen in its intertemporal
contract design. The basic idea is that the long-tendiny of the borrower to the bank
enables the bank to compensate losses in some pesodairts in other periods. This
permits the funding of loans (relationship loans) that r@ot profitable for the bank from a
short-term perspective but may be profitable if thati@hship with the borrower lasts long
enough (Boot 2006§, enabling e.g. long-term investment projects (OngensiS2000).
Long-term relationships make possible value-enhancingrt@mporal transfers in loan
pricing, with the bank charging different interest ratscording to different business
situations of the borrower, even if in the long rue tbtal amount of interests paid is equal to

Zgee e.g. Greenbaum et al. (1989), Petersen/Rajan (199%) detiled discussion of the theoretical literature
see Elsas (2001, pp.56).

#2Boot/Thakor (2000, p. 683) provide a further definition of atiehship loan as “a loan that permits the bank
to use its expertise to improve the borrower’s projegbffia
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the case of a fix interest rate contract. Moreowt¥en firms have financial or industrial

problems they look for help by their relation bank aus$ebank. They know that their
housebank, having made costly investments in order td bpi a long-term relationship,

would not have an advantage in letting the client go lhgatKiMacey/Miller 1995, Das/Nanda

1999). Indeed, housebanks are more committed to theirsglipraviding more finance if the

firm faces sudden and temporary difficulties (Elsas/Kraht@98, p. 1284). Another aspect
of intertemporal contract design is given by the refimag of the banks by standard debt
(deposit) contracts. Through long term commitments teir thhorrowers, banks can

compensate losses in some periods by gains in oth@dpeffacilitating intertemporal risk

diversification (Allen/Gale 2000): systematic risk may he diversified at a specific point in

time, but across generations by long-term, long liviagkis.

Since an incomplete contract does not specify rulegdch possible state of the world, the
optimal contract should be structured to provide incentieeboth parties to take mutual

beneficial actions. In relationship lending, this isnedby the possibility of renegotiations

(Elsas 2001, p. 19). While in the case of arm’'s length tebtborrower cannot credibly

commit to liquidate its firm in a distress situatione fower of its housebank to renegotiate
will lead to more efficient decisions about firm liquidet or continuation (Rajan 1992). This

can be interpreted as a kind of insurance service prowgethe housebank: the ex ante
choice of relationship lending prevents negative valdecisf of opportunistic behavior by

one contract partner, which cannot be prevented bynaltive financial arrangements (Elsas
2001, p. 26).

According to Chemanur and Fulghieri (1994) banks use theyabilienegotiate as a means
to acquiring reputation. Reputation building provides the baittk twe incentive to establish

a long-term relationship with a firfi. In their model, banks also have the choice between
liquidating the firm when distressed or renegotiating ten|contract. Banks wishing to
establish a reputation for financing productive firms,nitay the firms more intensively,
which in turn leads to more efficient continuation diegis in renegotiations (Ongena/Smith
2000). Bester/Scheepens (1996, p. 571) underline that the advammgescted with
establishing a debt history can in the long-run oveecdne costs associated with an initial
debt. Their result goes against the first argument ofpeking order hypothesis of Myers
and Majluf (1984), according to which internal finance stidad preferred to bank debt. They

ZBGenerally, reputation is an incentive mechanismdogiterm implicit contracts: “if somebody deviates from
the terms of the contract, the deviation becomesIwikizown, and the deviant finds it difficult to locate
trading partners in the future” (Azariadis 1990, p. 138).
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consider the decision to finance an investment b logit rather than by internal funds. In
taking into account the costs associated with bank del#,by side with the advantages of
establishing a positive debt history, we expect thathd@ bank relationship is publicly
observable, the reputation for both the bank and tine inproves as the length of the

relationship increasés.

On the one hand, bank relationships are credible sigimale the bank places its own wealth
at the borrower’s disposal (Collin 1997), and also its egputation (Stiglitz 1985). On the

other hand, the longevity of the relationship should b®informative for new entrants since
competitors don't know the prices and the terms assutwith the relationship. Thus the
incumbent bank may have a long relationship with a visiky borrower only because the
bank is able to be compensated by an appropriate intatesiGreenbaum et al. 1989).

Another incentive for banks to enter a lending retediiop is collateral provided by the
borrowing firm. Longhofer and Santos (1998) show thatroyeiasing the seniority of the
bank’s debt claims, inside collateral provides incestif@ efficient monitoring in distress
situations, since in such states the most seniomatdi benefits first from improving the
quality of the firm, “...and it is in such states that thee value of relationship lending comes
to light. If banks are made junior to other creditorgytwill have little incentive to build a
relationship that might allow them to determine thdueaof such an investment”
(Longhofer/Santos 1998, p. 2). If there are more thardebe claimant, it may be optimal to
determine the structure of seniority strategically ebe aanticipating future renegotiations in
which conflicts between the different claimants bkely to cause net welfare losses. Such
losses may be reduced by allocating ex ante the strobgegaining position to the debt
claimant which is expected to have the highest bargpjppower ex post, by increasing his or
her seniority (Welch 1997). Banks and especially insid&dare likely to be such claimants,
because they have comparative advantages vis-a-vis dddadh or outside banks in
organizing distress situations, having built up law deparisnen special reorganization
capacities. Hence, housebanks with the most insidemafon should obtain the highest

seniority position by inside collateral (Elsas 2001, p. 191).

#plso the status of the committed part (e.g. an intésnat bank vs a regional one) may be a source of
reputation (Schafer 2003), or at least of creditworthirf€srinko/Elston 1996, Collin 1997, Ferri/Messori
2000).

“Within the frame of implicit contracts a similar nismay be obtained in the labor market where the unknow
variable is the workers’ productivity: a very low produitsi can be compensated by an even lower wage. In a
lot of labor intense industries, cooperatives amongwbekers arise, among others, due to the signaling
problems connected with employees’ productivity (Dow 2003).
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The cost of collateralization may further explain lvhi should be more important in long-

term lending relationships. Lenders must evaluate andtonacollateral and bear the related
administrative expenses. Given that evaluation casissacurity registration fees represent
fix costs, paid just once, the costs per unit time @areduced by increasing the length of the
lending relationship. At the same time collateral@atimposes high costs to the borrower
because it limits his or her freedom in using the teld. As argued by Parlour and Rajan
(2001), collateral can be considered as a commitmeriteopart of a borrower to accept only
one contract, because usually the same collaterddecased to secure just one loan.

These benefits of relationship banking, however, gogaleith costs due to two problems: the
hold-up problem and the soft budget constraint problem. hbitéup problem results from
the information monopoly the bank generates in thesmsof lending, that may allow it to
make loans to the borrower at non-competitive temtbe future. Sharpe (1990) argues that
bank relationships arise in competitive loan marketsalige a bank, which has privately
observed customer quality, can “lock in” the customed, @marge above-cost interest rates,
while Greenbaum, Kanatas and Venezia (1989) provide a furtkplanation when
considering the costs borne by the firm in searchimgcbmpeting bank offers. Because of
this “central conflict between commitment and comjetii (Mayer 1988, p. 1179), the
informational advantage of the inside bank is a “doubiged-sword” (Rajan 1992, p. 1369,
see also Elsas 2001, p. 48).

The soft budget constraint problem results from the piatdack of toughness of the bank in
enforcing credit contracts that may come alongside weidttionship banking proximity (Boot
2000). This refers to the possibility that a relatiopsbank is unable to commit not to
refinance unprofitable projects ex post, in particularemnvithe borrower faces financial
problems. In time of financial distress a relatiopsbank may extent further credit even to
unprofitable projects in the hope of recovering itsiahitoan (Guatri/Vicari, 1994).
Dewatripont and Maskin (1995) argue that multiple banking mpyesent a solution, as it
offers a way for banks not to commit to refinance ofifable projects, or worst, gambling
for resurrection projects, while Bolton and Schanfstgi996) show that multiple banking
complicates debt renegotiations due to communication gmebland asymmetry of
information among the different creditdfsAs a consequence Carlin and Mayer (2000) argue

that multibank systems are superior in imposing tough budgestraints on inefficient

ZAlchian (1993) argues that in every situation where we &éirparty that depends from a single supplier the
input user could protect himself through a multiple supplierseagent, even if at higher costs than a contract
that restrains the single supplier from not performingramised.
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projects but the other side of the coin is, they acerhyopic and fail to sustain efficient long

term projects characterized by short term uncertainty.

The feature of a long-term, incomplete contract apples to relationship investing, however
with a different contract design implying different rigkasing and informational properties.
Capital issued as public equity is a long-term claim withother right but to liquidate the
equity-financed project at any point in time. The denigm do so by selling shares is mainly
based on public information. The use of private infoimmaty institutional investors is

restricted by insider trading regulations, in particularonder to avoid that managers and
relevant shareholders collude in order to trade at xpense of “uninformed” or “small”

shareholders (Maug, 2002). Dherment-Ferere, Koke and ReymgRB001) underline that

little corporate monitoring is to be expected from iinsbnal investors, because, due to
insider trading regulation non public corporate informatimay temporarily reduce the

liquidity of an institution’s investments.

In contrast to relationship banking, relationship itwmgson the capital markets does not go
along with implicit contracts. The state-dependent dainthe residual are explicitly defined
by the equity contract. Institutional investors beauity risk (and as bondholders also debt
risk) without providing insurance services by intertemp@moothing or renegotiability.
However, by gathering information and exercising diemtrol over the management, they
reduce moral hazard risk to the benefit of individual ehaiders or fund holders, providing
insurance against this risk in non-distress states. ifdentive for relationship investing is
likely to be long-run profit maximization rather thagpuotation. Since the building up of a
close relationship with a firm involves costs, mdional investors should only make such
relationship-specific investments if they are compttsdor these costs by higher returns in
the future, given by a higher shareholder value and Itegses from liquidating unprofitable
investments. Reputation as an incentive mechanism beapnly important in an implicit
contract, if the time horizon is fairly long or tlieture is fairly important relative to the
present (Azariadis 1990, p. 138). Even if we consider theansaragainst moral hazard risk
provided by relationship investing as an implicit contrabe right to liquidate the equity
investment at any time is likely to shorten the tiha¥izon relative to that of a long-term
lender. Of course, this argumentation does not applyrttuke capitalists or other investors in

long-term, private equity.

To the extent that relationship investing involvebirding of an institutional investor to a
firm, the hold-up problem and the soft budget constrainbleno arise here, too. Such a
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binding may be caused by the holding of large blocks. Toadity one way for unsatisfied
shareholders of an underperforming firm is to sell oet shares. The fact is that often the
holdings are so large that the shares cannot be sthiuwidriving the price down and
suffering further losses, so they are less marketaBleur(g/Firth/Kim 2002). As a
consequence institutional investors face a trade did®n keeping underperforming shares
and suffering a long-term (comparative) loss or sellingtbe shares and suffering a sudden
loss. If they keep the shares, they find themselvea ihold-up situation and the firm
managers may exploit their lock-in by opportunistic bé&ravProponents of institutional
investors’ activism argue that as a consequence sueftyafticuses on the long term and in
doing so it helps management to improve long-term perfocenaAs in the case of
relationship banking, the binding is a “double-edged-swordie Boft budget constraint
problem may arise from a potential lack of toughnessthef relationship investor in
controling managers on behalf of shareholders. Oppenefitthe institutional investors’
activism maintain that the activism detracts frora grimary duties of asset management’s
managers, which is managing money for investors cgrdibneficiaries (Gillan/Starks 2000).
Jarrow and Leach (1991) note that fiduciaries are comfdomtith conflicting interests and
must determine whether to maximize their own wealth dhat of the beneficiaries
(Jarrow/Leach 1991): some authors note that institutiwhs, maintain business relationships
with firms, may be biased in favor of managementatters pertaining to contrdl

On the other hand, an open question is still if relevastitutional investors have the
incentives to build up relevant shareblocks and theretdtexercise an effective monitoring
activity on the company. Admati, Pfleiderer and Zech(®994) demonstrate that in
equilibrium the monitoring activity is below the optimalel. The fact is that every investor,
no matter if it is institutional or private, faces teade-off between the benefits of
diversification and the benefits associated with nooimg a firm. On the contrary a
shareholder which does not hold any relevant blocksi\atabe considered as a suitable
monitor, given the well know contrast between thegtevcosts of monitoring and the public
good feature of monitoring benefits. Maug (1998, p. 89) demaestthat the probability of
monitoring increases in the liquidity of the marketgcsithe liquidity of markets allows also
large investors to benefit from monitoring, and hetpsvercome the free-rider problem.

#'Coffee (1991). A very good example is provided by Bergléf andrgp (1998) which presented a model with
a bank proving loans to a borrower while an investnoemtpany, controlled by the bank, holds a relevant
block in the borrower company. Baums (1996) and Baums andy K&897) find a high correlation between
the underwriting and investment policy of bank controilegestment companies (Publikumsfunds) and the
role of the bank as coordinator of the IPO.
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4. Conclusion

The shift from bank intermediation to intermediatiop hon-bank institutional investors
which we observe in continental Europe has invoked emn@bout the dissolution of
valuable long-term bank-firm relationships and their aepinent by arm’'s length finance.
However, non-bank institutional investors are alsivaly engaged in the firms they finance,
providing a kind of relationship finance. The present papeewed the literature on both
kinds of relationship finance to examine their retatmerits. Within the theory of the firm,

we made a comparison along the following criteria:

- provision of the input factors risk and information

- provision of delegated monitoring by intermediation
- enhancement of productivity by team production

- reduction of agency costs by corporate control

- governance of long-term, incomplete contracts.

We found that while relationship banking and relationshigesting are both superior to
transaction finance in providing these services, noinghem is superior to the other in all
respects. They tend to be complements rather thantatdsst their relative merits depending
both on the type of the intermediary and the type effiim to be financed. The comparative
advantage of relationship investing by venture capitaisfilies in the provision of equity
(bearing of residual-claim risk) to innovative, startfums, whereas relationship banking has
its comparative advantage in the debt financing (bearwig insolvency risk) of
informationally opaque small and medium-sized firms inenoiature markets or traditional
industries. For these firms, relationship banking dedivenique monitoring and insurance
services by implicit contracts.

Large companies, on the other hand, may profit froatiogiship finance by both banks and
non-bank institutional investors (insurance firms, mengunds, mutual funds), if these hold
large blocks of their publicly traded shares to exemsporate control. Here, however, non-
bank intermediaries seem to be an imperfect substitutddnks: First, their incentives to
actively invest in long-term relationships are lovbeicause of a conflict between the use of
inside information and the liquidity of their investm&n8econdly, their disciplinary effect on
management tends to be lower than that of banks. Tdinde they do not provide liquidity,

they are less disciplined by their depositors to provifleiemt delegated monitoring. The
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costs of delegation to non-bank institutional investanes comparatively high, because they

have more scope to pursue their own goals apart frore tifdbeir funds’ beneficial owners.

Finally, the pros and cons of the different forms ektionship finance depend on the
liquidity of the respective financial market and on tkgulatory environment. The present
paper just developed a theoretical framework for more caatipa research in this regard.
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