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The increase in institutional ownership, accompanied by the shift towards passive portfolio management and
the rise of common ownership, have transformed OECD countries financial markets in the last decades. Using
cross-country firm-level data, this Policy Brief investigates the impact of these transformations on productivity
and provides evidence that: i) firms with higher institutional ownership tend to have higher productivity
(growth), provided that institutional investors have a sufficiently long time horizon; ii) intra-industry common
ownership is related to lower firm-level productivity, but these negative consequences materialise only under
certain conditions, while inter-industry common ownership is associated to higher firm-level productivity.

*This policy brief is based on OECD Economics Department Working Papers No. 1769. The views expressed are those
of the author(s) and do not necessarily reflect those of the OECD or of the governments of its member countries.
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Financial markets in OECD countries have undergone significant transformations over the past decades (Figure
1). First, most countries have experienced a dramatic increase in institutional ownership, as the assets under
their management have more than doubled since the mid-2000s. Second, equity holders’ investment style has
progressively shifted towards passive portfolio management, which entails a quasi-automatic allocation of
savings. Third, common ownership, both across competing companies and across sectors, has increased over
time.

Figure 1: The rise of institutional ownership, passive style of investment and common ownership

Institutional investors share Passive funds assets: Common ownership:
. N " oL i H
of market capitalisation % in total investment funds assets 2010-2019 increase
45% - 70% 10%
-
40% - -
' - - e - 60%
35% 8%
30% 50%
25%
20% 6%
20% ‘
15% | 1 || ‘ 30%
10% - | R 4%
o 20%
: ittt
0% nn I I 10% 2%
4} L O Q N W WD > 6 o A G S
O i 3y Jy D 3y -~ " 33 N Y
TS o
All EU JPN usA EMEs 0%

I largest 3 Largest 10 mmmmm Largest 20

Largest 50 «= am Al m2017 A 2007 M Intra-industry W Inter-Industry

Note: Left panel. Authors’ calculations based on Medina et al. (2022). Middle panel Passive funds’ share of investment fund
assets, in percent, by geographical focus (BIS data). Right panel. Common ownership is computed according to the measure
developed by Azar et al. (2018) and Azar and Vives (2021b), focusing on the so-called “Big 3” investors (BlackRock, Vanguard,
and State Street). Source: Bas, Demmou, Franco and Garcia-Bernardo (2023).

These transformations have the potential to influence listed firms’ productivity, given the role of equity owners in
allocating private savings across firms and influencing firms’ investment decisions. Against this backdrop, Bas et
al. (2023) analyse the nexus between equity ownership structure and productivity, relying on a rich firm-level
dataset covering financial and ownership information on firms across a wide range of countries and sectors. A
substantial data-construction effort was deployed in order to generate a granular description of firms’ equity
ownership structures and to compute innovative measures of common ownership and investors’ networks,
including replicating the methodology pioneered by Azar et al. (2018) and Azar and Vives (2021b) as well as
calculating degree centrality and betweenness centrality indicators.

We identify two main channels through which recent changes in the equity market landscape may affect firms’
productivity (Figure 2): a “governance channel”, looking at the role of institutional owners’ business model (i.e.,
investment style, time horizon etc.); and a “common ownership” channel, analysing the productivity impact of
simultaneous ownership of shares in competing firms (i.e. intra-industry) or potentially vertically integrated
firms (i.e. inter-industry).

www.suerf.org/policynotes SUEREF Policy Brief, No 791 2



Figure 2: Analytical framework
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Source: Bas, Demmou, Franco and Garcia-Bernardo (2023).
The governance channel

Equity owners could enhance firm's performance through effective governance, potentially offering valuable
guidance and industry expertise or introducing new managerial techniques and facilitating access to additional
funds. The business model of institutional owners, which significantly differ from those of corporate or individual
investors, has recently been the subject of intense policy debate in two main areas: their time horizon and their
investment style.

. Time horizon. The time horizon of equity holders influences a firm's investment choices. Long-term-
oriented owners are more likely to support innovative and human capital-intensive projects that yield
benefits over time. Institutional investors, however, tend to have higher portfolio turnover rates than
corporate owners, potentially inducing a focus on short-term outcomes (Davies et al., 2014).

° Passive investment style. Institutional investors increasingly rely on passive investment styles. Passive
investments often align with longer time horizons but can also result in reduced monitoring, which may
increase agency costs due to misaligned interests between shareholders and managers. However, they are
also related to a higher degree of diversification, which can encourage support for R&D activities, especially
when coupled with a long-term orientation, attenuating idiosyncratic risks associated with innovation
(Aghion et al,, 2013; Brossard et al., 2013).

Our main findings suggest, overall, a positive relationship through the governance channel: firms displaying
higher institutional ownership tend to have higher productivity levels and growth rates compared to their peers
(Figure 3). Results hold both in a static and a simple dynamic framework, as well as when dealing with
endogeneity concerns through propensity score matching techniques.
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Figure 3: Institutional ownership and productivity are positively related at the firm-level
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Note: Interpreting results as if they were causal, the blue bars represent the average change in firms’ productivity following a 5
p.p. increase in institutional ownership. The orange whiskers indicate the 95% confidence intervals. Source: Bas, Demmou,
Franco and Garcia-Bernardo (2023).

The common ownership channel

The consequences of common ownership for firms’ productivity may vary depending on whether it occurs within
industries or across industries:

e [ntra-industry common ownership. Firms operating in the same industry and belonging to the same investor’s
portfolio may, in the interest of their common shareholders, compete less intensively on product markets,
with detrimental consequences for productivity (competition channel; Azar, Schmalz, and Tecu, 2018).
Commonly owned firms could charge higher prices, for instance by colluding more easily, as investors that
are highly diversified in a given industry have enough ties across companies to facilitate communication and
eventually enforce collusive agreements. At the same time, however, the overall effect of intra-industry
common ownership on innovation and productivity could turn positive when inter-firm coordination is
explicit (e.g. joint ventures or strategic alliances) and firms cooperate in their R&D efforts and share
knowledge (cooperation channel). Indeed, common owners’ interest in the combined valued of their holdings
may mitigate frictions arising from information asymmetries and incomplete contracting, by moderating the
risk of being expropriated when collaborating with rivals and thus facilitating profitable collaboration
opportunities.

e [nter-industry common ownership. Simultaneous shareholding across industries makes common owners’
incentives more complex, due to externalities arising when firms operate in vertically related industries
(Azar and Vives, 2021a). From a general equilibrium perspective, the potential gains stemming from price
collusion are indeed more uncertain: the attempt to increase profits through higher prices and lower
competition is not immune to a backlash for common owners, as they risk ending up with lower profits in
downstream industries due to higher inputs costs that could not always be passed-off on customers. Common
ownership along the value chain may also lead to stronger business relationships among vertically integrated
firms, (vertical integration / spillover channel; Schmaltz, 2018), by attenuating hold-up problems when
information asymmetries are high, which is especially the case for innovative projects (Freeman, 2023).
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The estimates from the analysis linking intra-sector common ownership and productivity are not always
significant (Figure 4, left panel). Still a negative relationship appears to prevail when they are, hinting that the
competition channel may slightly outweigh the cooperation channel. The negative association is stronger in
intangible intensive and digital intensive sectors, further corroborating the potential existence of a competition
channel. A potential reason for this finding could be that innovative industries tend to be more concentrated and,
as a consequence, the combination of high product market concentration and high common ownership may
reinforce anti-competitive behaviours. On the contrary, the empirical investigation supports the existence of a
positive relationship between inter-industry common ownership and firm-level productivity (Figure 4, right
panel). The positive association is again stronger for firms producing in intangible-intensive and digital-intensive
sectors, potentially due to a more efficient network of vertical relationships and technological spillovers, which
are particularly relevant for innovation in these sectors.

Figure 4: The implications of common ownership depend on whether it occurs intra- or inter-industry
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Note: Interpreting results as if they were causal, the blue bars represent the average change in firms’ productivity following an
increase in inter (left panel) or intra (right panel) industry common ownership from 0 to the level observed at the 75th
percentile of the distribution of the respective firm level common ownership measure. The orange whiskers indicate the 95%
confidence intervals. Source: Bas, Demmou, Franco and Garcia-Bernardo (2023).
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