Corporate Financing after World War II
Forrest Capie

When the theme of British economic decline is discussed (and often impli-
citly German economic success) the City of London (i.e. Finance) is seldom far
behind. Deep in the English make-up seems to lurk the view that banking is myste-
rious,and carried out by smooth men who not only do not get their hands dirty but
do not like meeting people who get their hands dirty. This is a well established and
possibly permanent theme and it should be seen in long term perspective.

One of the problems is that in the absence of a sufficiently well developed
theory of financial intermediation within which the issue can be examined, we are
left to speculate on the relative strengths of demand and supply - the demand for
funds from industry; the supply of funds from the City. The criticism of the supply
side is that City conservatism is said to be reflected in the London clearing banks’
hostility to long-term lending partnerships in the German manner.

The conventional historical view is one that contrasts British and European
experience, usually more strictly British and German experience. The supposed
difference had been widely accepted for a long time but received a considerable fillip
when the distinguished economic historian Alexander Gerschenkron wrote in 1962:

“Between the English bank essentially designed to serve as a source of short
term capital and a bank designed to finance the long run needs of the economy
there was a complete gulf. The German banks which may be taken as a paragon of
the type of the Universal bank, successfully combined the basic idea of the credit
mobilier with the short-term activities of commercial banks”.

A great deal of work followed though it has to be said we still do not know

in any precise way the nature of the relationship. There is no research showing a
breakdown of the assets of continental European banks showing the scale, type and
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duration of loans to industry. Neither do we know the terms under which lending
took place, the extent of control the banks excercised either by way of equity stakes
or by the placement and use of personnel on industry’s boards.We know that it
occured but we are ignorant as to the effects. Little is known of the kind of moni-
toring that went on or how the balance of power shifted between lender and bor-
rower and what happened when the borrower got into distress, or when there was
general liquidity pressure.

These are the kinds of issues that research is needed in.' There have been
many studies though and where primary material is used the story has been told
from industry’s records. But in any case at this stage the accounts are rather ambiva-
lent on Gerschenkron’s hypothesis - some categorically reject the hypothesis, oth-
ers favour it,and others remain undecided. Even in the case where there is said to
be little argument over the nature and extent of bank/industry intimacy, namely
Germany, there has recently been the criticism that it was heavy industry that was
favoured and this resulted in a misallocation of resources with the outcome for
economic development uncertain.

On Britain much of the story depends on anecdotal evidence. For example,
according to a recent paper presented at LSE (Kynaston October 1990) the City has
traditionally been indifferent to industry, the indifference “shading at times into
repugnance”.When occasionally the City has been enthusiastic in promoting new
ventures (as in the mid 1890s) the City has been criticised for “exploiting industry”.

Post World War 1I

The complaints against British banks go back a very long way but so extensive
were they by the interwar years that the banks themselves were tacitly accepting
some blame and adopting defensive positions.Various attempts were made in the
1930s to attack the problem as it was identified by the MacMillan Committee - what
became known as the “MacMillan gap™: the problem of the medium sized firm
getting medium/long term finance. The most notable or well remembered of the
attempts was the establishment of the Industrial Finance and Investment Corpora-
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tion. Immediately following the Second World War the Finance Corporation for
Industry was set up specifically to fill the ‘gap’. The capital was provided by the main
financial institutions and the lending resources of the London Clearing Banks were
there to back it.Yet for more than twenty years there was little demand placed on
the Corporation. In 1973 it acquired a new name but not much else as Finance for
Industry.And in yet another attempt to improve the capital market the banks were
instrumental in setting up Equity Capital for Industry. (More recently the unlisted
securities market has proved a popular alternative for “venture” capital).

Advances Ratio

The main concern here though is with the banks. Here a variety of measures
undoubtedly influenced the contribution.A starting point in any analysis is to look at
the banks’ “advances ratio” - that is the proportion of the asset side of the balance
sheet that is allotted to loans and advances. Before World War | the banks claimed
that they aimed for a 50 per cent ratio.And that seems to be very close to what was
achieved.A ratio of about 48 per cent seems to have held from as early as 1880 up
to 1913.Not surprisingly the ratio fell duringWorldWar | and in 1918 it was down
to 29 per cent. But it bounced back almost immediately after the war and for most
of the interwar years was over 40 per cent. There followed another not surprising
deep decline in the ratio in World War |l - this time down to |5 per cent. But
following the second war the ratio did not bounce back quickly. In fact it was the
1960s before the ratio rose above 40 per cent. By the mid 1960s it was back to what
might be regarded as its normal or desired level in the high forty per cent region.
From the late sixties until the late eighties it had settled at around 50 per cent apart
from a brief, sharp and readily explicable rise to about 70 per cent in the early
1970s. Thus in broad terms the banks behaved in a consistent fashion across a
period of more than a century aiming for and achieving an advances ratio of close to
50 per cent.

Of course the debate is in good part about who the advances were going to,
on what terms, and importantly, for how long.And the fact is that for much of the
post World War Il period we do not know in any precise way how the proportions
of these loans and advances that were made to manufacturing industry differed
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from previous times.There is reason to believe that it stayed roughly in line with the
pattern in the interwar years : the banks made half of all their loans to industry,
many or most were undoubtedly short term but were often rolled over to become
in effect medium or long term. Still awaiting research is the subject of who the
recipients were and more importantly who the disappointed applicants were What
is certain is that in the 1960s the clearing banks became more active in medium
term liabilities and, to keep the balance sheet symmetrical, they increased their
medium term lending.

Reasons for slow Recovery of Advances Ratio

But to return to the explanations for the pattern in the advance ratio, the
basic reasons for the behaviour for the ratio after 1945 was the subjugation of bank
behaviour to the greater needs of government finance. The banks held high amounts
of liquid assets after the war. Government wanted to keep interest rates down and
also had an eye on nationalization, and some reconstruction. Most important was
their concern over servicing and funding the huge debt. In the immediate post war
period therefore the Capital Issues Committee laid down the guidelines for the use
of advances.Three times in the first few years (1945,'47 & '49) they issued directives
on this.And this restrictive climate persisted for most of the next decade. Further,
by the mid 1950s the first quantitative restrictions on bank lending were imposed,
and they were followed soon after by the technique of “special deposits”, though
the extent of this last mentioned was small. In 1964 the Bank of England laid down
loan priorities which essentially were that the finance of exports came first and
anything that smacked of speculation should be avoided.

The banks had of course evolved into a cartel by the interwar years and after
1945 this was continued and indeed the cosiness was encouraged by the Bank of
England who wanted to use moral suasion in the exercise of monetary policy. In
return for complying with the Bank's wishes the clearers were for example given
exemption from publishing their profits.
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In 1958 the return to sterling convertibility had the effect of opening London
financial markets up a bit and at the same time other financial institutions were
expanding. In 1974 the abolition of the cartel following the introduction of the
policy of Competition and Credit Control released the clearers from the restraints

of cash and liquidity ratios that had clearly become too onerous and restrictive and
dated.

Thus the 1950s and 1960s can be seen as decades of comparatively restricted
activity by the banks and the 1970s and 1980s as years when restoration of normal
behaviour was allowed.

Inquiries

Interestingly all the serious investigations in the period (Radcliffe, | 959;Bolton,
1971;NEDO, 1975; CBI, 1976;and Wilson, 1980) concluded moderately favourably
on the banks.They found that there was no reason to regard the cost of capital or
the availability of external finance as a greater obstacle to investment in Britain than
elsewhere. Radcliffe was generally sympathetic to the clearing banks and praised the
ICFC, but did point to a gap between the seven year time limit imposed on loans by
the clearing banks and the fifteen year minimum of the finance houses (Collins, p.
446).The Bolton Committee (1971) also absolved the clearing banks of blame.The
Radcliffe Committee had recommended the reduced use of overdrafts and the
extended use of fixed period loans and by the time of the Wilson Committee re-
ported this had indeed been done.Wilson did suggest that an area of difficulty was
the provision of finance to small firms (Wilson, p. 572) and recommended further
institutional change to correct for this. But they also recorded that the main new
domestic source of medium-term finance had been the banking system.

In summary it looks rather that the deficiency was on the demand side rather
than the supply side.A low demand for capital could have been a consequence of
poor returns which in turn were a product of all kinds of factors themselves the
more basic cause of economic performance.
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*“Most studies of the UK financial system report that banks would be willing
to lend more if only prospective borrowers would come forth.” (Mayer, OERPV3,
No 4, 1987)

The Recent Past

On turning to the recent past there is available a more rigorous analysis of
the relationship between banks and industry and a specific comparison between
Germany and the U.K. (Mayer and Alexander, 1990). Mayer and Alexander examine
the view that Germany has enjoyed a competitive advantage in the field of manufac-
turing industry by virtue of this close relationship between banks and industry. The
advantage derives from the fact that industries have been allowed to take a longer
term perspective on investment than their counterparts in the U.K What this means
in effect is that the German banking system appears to have established lower costs
of capital, in particular for long-term investment.Their study covers the years 1970-
1988.

In an examination of the sources of corporate finance in aggregate they find
that the experience in the two countries is remarkably similar. The bulk of industry’s
external finance is raised from the banks in both countries. In Britain over the years
1970-88 loans and short term securities provided 23.7 per cent of gross finance as
against 21.1 per cent in Germany:“There is no evidence that bank finance has in
aggregate been greater in Germany than in the United Kingdom”. Little is raised in
the equity or bond markets in either country and it turns out that the only significant
difference between Britain and Germany is that as a proportion of total sources of
finance, retentions are higher in Britain - 74.2 per cent as against 67.1 per cent in
Germany over the years 1970-88.

However, Mayer and Alexander did find differences when they looked below
the aggregates. One difference is that found between large companies in both coun-
tries. Their findings here are that large British companies raised more external fi-
nance than did their German counterparts.This however turns out to be a reflec-
tion of the higher pay-out ratios by British firms - i.e. a larger proportion of British
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firms’ profits were paid out in dividends and that meant that more external finance
was needed for a given level of investment. In the 1980s the dividend pay-out ratio
in Germany was around |2 per cent while in Britain it was closer to 30 per cent.
These large corporations in Britain also raised more equity finance than did Ger-
man firms but the purpose of this was to purchase other firms in takeovers.

But to return to the main hypothesis, it was also rejected at the level of the
large corporations - the predicted greater amounts of bank finance available and
taken by Germany firms was not found. Mayer and Alexander reject the standard
explanation for these findings: explanations that depend on differential taxation, or
on asymmetric information between management and shareholders. Instead they
argue that ‘control’ theory illuminates. An important difference between the two
countries is that in Britain there is an active market for corporate control whereas
in Germany there is not.There are almost no hostile takeovers in Germany and one
reason for this is that German banks have representation on companies’ boards and
they also have holdings of corporate equity.

Their findings on medium sized German firms was different. Here they found
that German firms received more bank finance than did medium sized British firms.
This was associated with a greater influence over the development of firms - the
longer term relations that exist between banks and medium sized firms in Germany
encourage the provision of more long-term bank lending. In Britain medium sized
firms had even larger pay out ratios than large corporations (to stave off takeover).

Differences after 1945

It must be recognized that the years after | 945 were differentin many impor-
tant respects from the years before the war.Though it may be that we conclude that
while there were modifications to lending policy brought about by the changed
circumstances, the fundamental underlying approach of banks to industry had not
changed.
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Amongst the many factors that were either absent before 1939/45, or in-
significant, some were conducive to an extended provision of bank finance while
others were not Amongst those that were favourable to firms raising funds were
the post war liquidity levels (though this is said by Matthews et al to have been small).
Alongside that it can be argued that there was a factor that reduced demand for
bank finance and directed firms to the equity market,and that was rising inflationary
expectations;for these are said to have improved the market for equities.Tax changes
operated over a large part of the period to keep the cost of capital down. Controls
on capital exports until 1979, also kept the cost of capital lower than it would
otherwise have been. In the early part of the period there was a supportive rise in
personal savings and a revulsion from the surfeit of government securities. The
changing structure of industry is also reckoned to have reduced the demand for
funds, while increased financial innovation improved the supply (Rybczynski).

Conclusion

The English banking system in the period since 1870 has not been without
faults but it has demonstrably considerable merits. There has been no financial crisis
in over a century, not since 1866 in fact (Schwartz), and that can be attributed in
good part to the structure and prudence in the system.The banks have been criti-
cized for being overly concerned with liquidity, especially so after the 1890s, but
they must have felt vindicated in this position in the 1930s when thousands of Euro-
pean and North American banks were failing and no English bank failed. Only in the
1970s and 1980s have English banks been guilty of slipping into less prudent lending
policies and paying the price.

The assertion that the London clearing Banks have been “short termist” -
that is excessively cautious on lending and only guided by short terms consider-
ations - may be difficult to deny but is equally difficult to prove.Something that might
be considered here is that British industry has had the option for some time past of
stirking up long-term partnerships with European banks and as yet there is no evi-
dence that they have done so on any scale. These possibilities are surely about to
blossom in the wider European banking community. If they fail to materialize then
the suggestions in this paper will seem to be justified.
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