
SUMMARY Arguments about structural policies in Europe, including the EU’s
Lisbon strategy, put a legitimate emphasis on labour and product market
reforms, but often overlook the role of the financial system in fostering
innovation and growth. CCoorrppoorraattee  ffiinnaannccee  iiss  ccrruucciiaall  ffoorr  tthhee  eemmeerrggeennccee  ooff
nneeww  ccoommppaanniieess,,  wweellll  bbeeyyoonndd  tthhee  mmuucchh--aannaallyysseedd  tteecchhnnoollooggyy  sseeccttoorr.. In a
knowledge economy where companies rely less on physical investment,
traditional bank loans are insufficient. While Europe has a world-class
financial system for established companies, new instruments tailored to the
needs of emerging firms remain underdeveloped in most EU countries.

FINANCING EUROPE’S
FAST MOVERS

bruegelpolicybrief
ISSUE 2008/01
JANUARY 2008

POLICY CHALLENGE

by Thomas Philippon
NYU Stern School of Business

tphilipp@stern.nyu.edu

and Nicolas Véron
Research Fellow at Bruegel

n.veron@bruegel.org

To improve financing for high-growth-
potential emerging companies, policy-
makers should focus on the legal and
regulatory environment and on mar-
ket incentives, rather than on subsi-
dies or other direct intervention. Key
areas for policy action include compe-
tition among intermediaries, securi-
ties regulation, insolvency legislation,
taxes, and prudential rules. More gen-
erally, the ability to foster corporate
growth should be given higher priority
in EU financial policy, alongside exist-
ing objectives of financial integration
and stability. Even if decisions fall
within the national remit, information,
benchmarking and discussion at
European level would enhance the
prospects of reform.
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EUROPE is widely recognised as
suffering from economic inertia.
Felipe Gonzalez, the former
Spanish prime minister who now
chairs a committee tasked with
charting the future of the EU, has
recently declared: “Europe suffers
from extraordinary corporate
rigidity. And I am not only talking
about the power of trade unions
and labour rights. [...] Business,
labour and political elites protect
each other. We stifle innovation.
That is why Europe has failed to
produce a Bill Gates”1.

The financial sector is key to
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Europe the largest companies are
likely to stay on top for a long
period, in the US they are vigorous-
ly challenged by new entrants and
also by their own shareholders,
who often force them to divest
non-core activities or to split into
separate entities. Similar pres-
sures are mounting in Europe but
remain less powerful than in
America. 

Does this matter for growth? An
influential school of thought in
Europe maintains that large
companies are better able to inno-
vate because they can hedge risks
internally and cross-subsidise
innovation with surpluses from
mature divisions6. An alternative
view, associated with Austrian
economist Joseph Schumpeter,
argues that “the process of cre-
ative destruction is the essential
fact of capitalism”7.
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data analysed by the OECD. Among
those firms that survive in the
years following their creation, the
pace of growth is much quicker in
the United States. 

Of course, there would be no point
in penalising Europe’s large and
successful established companies
in a context of fierce global compe-
tition. But it is in the interests of
growth and job creation in Europe
that new firms can challenge
established positions. 

Emerging firms should
not be confused with
small- and medium-
sized enterprises
(SMEs). Many SMEs
are comfortable in
their local niche, however small,
and show no willingness or poten-
tial to grow. Many emerging firms,
also, have already grown beyond
the European thresholds that pro-
vide a formal definition of SMEs
(fewer than 250 employees, maxi-
mum €50m in sales or €43m in
balance-sheet total). ‘Emerging’
firms are not meant here as a
statistical category, but as those
firms which are involved in a
growth dynamic, for which they
often need external financing. The
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One way to gauge the importance
of access to finance is to study the
investment of firms that do not
have enough cash flows to cover
their capital expenditures. Figure 5
shows the share of total invest-
ment accounted for by firms in the
US whose cash flows cover less
than one third of their capital
expenditures. This share has risen
over the post-war period, suggest-
ing an increased ability of the
financial sector to provide these
firms with adequate funding to
finance their investment. This con-
trasts with the 1950s and 1960s,
when investment was mostly
done by firms with large cash
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Source: Adapted from Thomas Philippon, “Why Has The U.S. Financial Sector Grown So Much?”,
Working paper, NYU-Stern, 2007, available at http://pages.stern.nyu.edu/~tphilipp/research.htm.
The line shows the fraction of total investment done by firms whose cash flows are less than one
third of their capital expenditures. Unfortunately, no comparable information is currently available
for Europe. 

Figure 5: Share of low cash firms in total investment, 1955-2005
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often complex tax treatments.
There is no economic rationale
for such distortions, and the
long run goal should be to
obtain a level playing field for all
types of financing, with tax reg-
ulations that are simple and
free of loopholes. Specifically,
the development of subordinat-
ed debt, which we advocate,
should not rest on tax arbitrage
relative to equity, but rather on
its intrinsic value as a flexible
tool for high-growth firms. Debt
and equity should receive
similar tax treatments at the
corporate and individual levels.
In late 2005, the US Advisory
Panel on Federal Tax Reform
proposed taxing all corporate
cash flows at a flat rate,
expensing all new investments,
and eliminating business
interest expense deductions for
non-financial firms19. Europe
should consider a similar move,
to be introduced gradually and
with great care to avoid any
double taxation. But in the long
run, the gains from a simple,
harmonised, and unbiased tax
system are too great to be


