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Preface

Let the reader beware that this book differs from most conference volumes,
for it is not a collection of more or less independent research articles.
Rather, each set of authors was asked to provide a history of corporate gov-
ernance in a given country, beginning as early as necessary to explain how
that country came to its current state. Inevitably, great mercantile families,
politics, and institutional development interact. Each chapter went through
repeated revisions, as one set of authors embraced ideas raised by another
in a long process that ultimately converged on the pages that follow. I am
deeply grateful to the esteemed authors and discussants of this volume,
some of the world’s very best financial economists and economic historians,
who took up my challenge to explore this little-known but critically impor-
tant research frontier. This volume, quite literally, capitalizes thousands of
hours of their work.

This volume would have been impossible without the financial support of
the University of Alberta School of Business and especially its much ac-
claimed Centre for Entrepreneurship and Family Enterprise. Logistic and
organizational support from the National Bureau of Economic Research
was also critical to the project’s success, especially to the successful precon-
ference in September 2002 in Cambridge, Massachusetts, and the authors’
and discussants’ conference at Lake Louise, Alberta, in June 2003. Special
thanks are due Helena Fitz-Patrick for stalwartly herding the many busy
contributors toward final versions, and to Brett Maranjian for flawlessly or-
ganizing the Cambridge and Lake Louise conferences.

Further financial support permitted the presentation of the papers in this
volume at a second conference in Fontainebleau, France, in January 2004.
For this, many thanks are due the Center for Economic Policy Research
(CEPR), the European Corporate Governance Institute (ECGI), and IN-

xi



xii Preface

SEAD. Thanks are due Gordon Redding, Silvia Giacomelli, Rosa Nelly
Travino, Javier Suarez, Christine Blondel, Yishay Yafeh, Mark Roe, Erik
Berglof, Bruce Kogut, Ronald Anderson, Enrico Perotti, Xavier Vives, and
Sabine Klein for serving as discussants of the papers and discussants at
large in Fontainebleau.

The Times of London kindly ran synopses of several of the chapters in
this volume, and many thanks are due their staff, especially Brian Groom
and Paul Betts.

Encouragement throughout from Martin Feldstein, president and CEO
of the National Bureau of Economic Research; Michael Percy, the dean of
the University of Alberta School of Business; and Lloyd Steier, the director
of the Centre for Entrepreneurship and Family Enterprise, was also invalu-
able. Also providing indispensable help at critical junctures were Marco
Becht, director of the European Corporate Governance Institute; Christine
Blondel, senior research program manager of INSEAD’s Research Initia-
tive for Family Enterprise; Barry Eichengreen, George C. Pardee and
Helen N. Pardee Professor of Economics and Political Science at the Uni-
versity of California at Berkeley; Ludo van der Heyden, Wendel Chaired
Professor for the Large Family Firm and Solvay Professor in Technology
Innovation at INSEAD; and Andrei Shleifer, Whipple V. N. Jones Profes-
sor of Economics at Harvard. I am also grateful to Stephen Jarislowsky for
his intellectual encouragement and financial support.

Two anonymous manuscript reviewers provided insightful and keenly
critical comments that greatly improved many of the chapters, especially
those in which I had a hand. More thanks are due Helena Fitz-Patrick of
the National Bureau of Economic Research for patiently guiding us all
toward publication, and to Peter Cavagnaro of the University of Chicago
Press for expertly overseeing the publication process.

Finally, my wife deserves boundless gratitude for her patience and sup-
port throughout.



The Global History of
Corporate Governance
An Introduction

Randall K. Morck and Lloyd Steier

To Whom Dare We Entrust Corporate Governance?

Capitalism at the beginning of the twenty-first century is a variegated
collection of economic systems. In America, capitalism is a system where a
huge number of independent corporations compete with each other for
customers. Monopolies are illegal, though the courts are sometimes an im-
perfect safeguard against them. Each corporation has a chief executive
officer (CEO) who dictates corporate policies and strategies to a largely
passive board of directors. The true owners of America’s great corpora-
tions, millions of middle-class shareholders, each owning a few hundred or
a few thousand shares, are disorganized and generally powerless. Only a
handful of institutional investors accumulate large stakes—3 or even 5
percent of an occasional large firm’s stock—that give them voices loud
enough to carry into corporate boardrooms. Corporate CEOs use or abuse

Randall K. Morck is the Stephen A. Jarislowsky Distinguished Professor of Finance at the
University of Alberta School of Business and a research associate at the National Bureau of
Economic Research. Lloyd Steier is professor of Strategic Management and Organization,
chair in Entrepreneurship and Family Enterprise, and academic director of the Centre for En-
trepreneurship and Family Enterprise at the University of Alberta School of Business.

We are grateful for helpful comments, insights, and suggestions from Philippe Aghion, Lu-
cien Bebchuk, Daniel Berkowitz, Brian Cheffins, Stijn Claessens, Paul Frentrop, Brad De-
Long, Alexander Dyck, Barry Eichengreen, Lucas Enriques, Merritt Fox, Rafael La Porta,
Ross Levine, Florencio Lopez-de-Silanes, Marco Pagano, Enrico Perotti, Katharina Pistor,
Mark Rameseyer, Andrei Shleifer, Richard Sylla, and Bernard Yeung, as well as participants
at the University of Alberta/NBER conference at Lake Louise, Alberta, the CEPR/ECGN/
INSEAD/University of Alberta/NBER conference in Fontainebleau, France, the Corporate
Governance Forum of Turkey in Istanbul, and the Academy of International Business con-
ference in Stockholm. This research was supported by the University of Alberta School of
Business and the University of Alberta Centre for Entrepreneurship and Family Enterprise
in cooperation with the National Bureau of Economic Research.



2 Randall K. Morck and Lloyd Steier

their considerable powers in accordance with their individual political, so-
cial, and economic beliefs. In much of the rest of the world, capitalism is a
system where a handful of immensely wealthy families control almost all of
a country’s great corporations, and often its government to boot. Compe-
tition is largely a mirage, for few firms are genuinely independent. Profes-
sional managers are hired help, subservient to oligarchic family dynasties
that jealously safeguard their power, sometimes at great cost to their host
economies.

The purpose of this volume is to explore how capitalism came to mean,
and to be, such different things in different parts of the world. How did
some economies come to entrust the governance of their great corpora-
tions to a handful of old moneyed families, while others place their faith in
professional CEOs?

Such different usages of the word capitalism make for difficult commu-
nication. American economists are often baffled by the reluctance of seem-
ingly well-educated foreigners to embrace the tenets of free enterprise, and
foreign economists marvel at the naive simplicity of their American col-
leagues. In fact, each would do well to take the other more seriously. The
rest of the world is not simply like America, but usually poorer to varying
degrees. Different countries’ economies are organized in very different
ways, and corporate governance—that is, decisions about how capital is
allocated, both across and within firms—is entrusted to very different sorts
of people and constrained by very different institutions.

A key study that forces this point upon the economics profession is by
La Porta et al. (1999), who contrast the ownership of large and medium-
sized companies across countries. Figure 1 illustrates their findings.! The
central message of figure 1 is how very different different countries are. The
large corporate sector of Mexico is entirely controlled by a few enormously
wealthy families, whereas all the largest British companies get by with no
controlling shareholders at all. Most Argentine firms are controlled by
wealthy families, but most great American corporations are not. Wealthy
family domination of great corporations is not restricted to poor countries
but also characterizes relatively rich economies like Israel, Hong Kong,
and Sweden.

Nonetheless, Claessens, Djankov, and Lang (2000), Khanna and Riv-
kin (2001), and many others document the ubiquity of family-controlled

1. La Porta et al. (1999) list several large German and Japanese firms as having no control-
ling shareholder. However, because German banks typically vote the shares of small in-
vestors, Baums (1995) shows that these firms are actually controlled by banks. All the large
Japanese firms La Porta et al. list as having no controlling shareholder are members of cor-
porate groups called keiretsu, in which each firm is controlled collectively by other firms in the
group. Although each group firm’s stake in every other group firm can be small, these stakes
accumulate to control blocks. Figure 1 is based on La Porta et al. for all other countries. We
are grateful to Raphael La Porta for making the names of the top firms in each country avail-
able to us.
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corporate groups in poor countries. In general, poor economies have cor-
porate sectors controlled by some mixture of state organs and wealthy fam-
ilies. The variety illustrated in figure 1 is primarily a feature of the devel-
oped world.

The fact that most large U.K. and U.S. firms are widely held, while most
large firms elsewhere are controlled by a few wealthy families, is perhaps
insufficient to explain the different perceptions of capitalism that hold
force in different countries, for independent firms that compete with each
other still lead to economic efficiency regardless of who controls them.
However, a second feature of corporate governance in most countries, the
pyramidal business group or pyramid for short, magnifies the economic im-
portance of this difference enough to create genuinely different economic
systems, all of which go by the name of capitalism.

A pyramid is a structure in which an apex shareholder, usually a very
wealthy family, controls a single company, which may or may not be listed.
This company then holds control blocks in other listed companies. Each of
these holds control blocks in yet more listed companies, and each of these
controls yet more listed companies. Structures such as these are ubiquitous
outside the United Kingdom and United States. They can contain dozens
or hundreds of firms, listed and private, and put vast sweeps of a nation’s
economy under the control of a single family. These are the structures that
permit tiny elites to control the greater parts of the corporate sectors of
many countries.

Berle and Means (1932), Bebchuk, Kraakman, and Triantis (2000),
Morck, Stangeland, and Yeung (2000), Claessens, Djankov, and Lang
(2000), and many others demonstrate the severe corporate governance
problems that can occur in pyramidal business groups. However, these
problems are only of interest in this volume to the extent that they motivate
the formation of business groups, or their dissolution. Our focus is on how
the differences in corporate control illustrated in figure 1 came to be.

The remainder of this chapter is laid out as follows: section 2 explains
why the differences outlined in figure 1 matter. Indeed, they are the key dis-
tinguishing features that define different forms of capitalism. Section 3
then briefly describes the key arguments and findings of each chapter. Sec-
tion 4 then sorts through these findings, highlighting common threads that
connect to current thinking about corporate governance. Section 4 goes on
to consider the implications of these threads, and section 5 provides a sum-
mary.

Does It Matter?

Capitalism is thus called because it is an economic system organized
around the production and allocation of capital. The savings of individu-
als are the basis of all capital. Yet the ways in which economies accumulate
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and allocate capital are quite different in different countries, and seem
closely related to how each country handles corporate governance issues.

Individuals can save by investing in corporate stocks and bonds. Com-
panies they view as good bets can raise huge amounts of money by issuing
securities—as when Google raised $1.67 billion by selling new shares to the
public in 2004.2 A company that investors feel is a poor bet has difficulty
raising any substantial amount by issuing securities. For instance, the
Internet-based sales intermediary deja.com withdrew from its proposed
share issue in 2000, after it became clear that investors were not likely to
pay the sort of price management hoped for.?

If investors know what they are doing, capital is allocated to firms that
can use it well and is kept away from firms that are likely to waste it. This
process underlies shareholder capitalism, as practiced in the United King-
dom and United States. Firms in those countries that can issue stock and
bonds to investors acquire funds to build factories, buy machinery, and de-
velop technologies.

For investors to trust a company enough to buy its securities, they need
reassurance that the company will be run both honestly and cleverly. This
is where corporate governance is critical. The corporate governance of
large corporations in these countries is entrusted to CEOs and other pro-
fessional managers. Investors collectively monitor the quality of gover-
nance of each listed firm, and its share price reflects their consensus.

This system has costs. Monitoring the quality of corporate governance
in every firm in the economy eats up resources. American and British cap-
ital markets and regulators try to shift this cost away from investors by
mandating that firms disclose detailed financial reports, insider share hold-
ings, management pay, and any conflicts of interest. Other rules proscribe
stock manipulation, certain trading, and other self-dealing by corporate
insiders. Shareholders can sue the directors and officers of any company
that violates these rules. These prohibitions aim to help investors by adding
regulatory and judicial oversight to the mix. And raiders and institutional
investors stand ready to toss out managers who seem either inept or dis-
honest. These deep-pocketed investors can afford to bear a disproportion-
ate share of the cost of monitoring corporate governance and of cleaning
up governance problems when they arise.

This system is certainly imperfect. Good managers are penalized and
poor ones rewarded if investors get things wrong, and this seems to happen
with some regularity, as during the dot.com boom of 1999 when investors
bought Internet-related company shares with apparently irrational en-
thusiasm. But over the longer term, through the ebbs and rises of the busi-

2. See “Google’s Stock Offering Didn’t Follow Script,” Billings Gazette, 20 August 2004.
3. See “After failed TPO, Deja.Com Attempts to Reanimate,” by Jason Chervokas,
atNewYork.com, 4 February 2000.
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ness cycle, Anglo-American capitalism seems to deliver high standards of
living.

But Anglo-American shareholder capitalism is exceptional. Other sys-
tems predominate, and La Porta et al. (1999) find that the most common
system of corporate governance in the world is family capitalism, in which
the governance of a country’s large corporations is entrusted to its wealth-
iest few families. This situation might arise if investors are deeply mis-
trustful of most companies and prefer to invest by entrusting their savings
to persons of good reputation. Family firms constitute larger fractions of
the stock markets of countries that provide investors with fewer legal
rights. Respected business families can leverage their reputations by con-
trolling many listed companies, and by having listed companies they hold
control blocks of other listed companies, in successive tiers of intercorpo-
rate ownership. Such pyramidal business groups are also more common
where investors’ legal rights are weaker.

Yet family capitalism also has its problems. Corporate governance in
many countries is remarkably concentrated in the hands of a few wealthy
families. Governance can deteriorate over a wide swathe of the economy if
the patriarch, or heir, controlling a large business group grows inept, ex-
cessively conservative, or overly protective of the status quo. Since the sta-
tus quo clearly has advantages to these families, the last possibility is es-
pecially disquieting. For example, they might lobby to keep shareholder
rights weak so that upstarts cannot compete for public investors’ savings.

Another way investors can save is by putting money in a bank or other
financial institution. The bank then lends the money to companies to buy
factories, machinery, and technologies. Or sometimes the bank actually in-
vests in other companies by buying their shares or bonds. This constitutes
another way in which economies can accumulate and allocate capital.
Banks play much greater capital allocation roles in German and Japanese
capitalism than in the Anglo-American variant, although, as Morck and
Nakamura (1999) and Fohlin (chap. 4 in this volume) show, their role may
have been somewhat overstated in both countries.

In bank capitalism, oversight by bankers substitutes for shareholder dili-
gence. Bankers monitor the governance of other firms and intervene to
correct governance mistakes. If errant managers refuse to change their
ways, banks withhold credit, starving the misgoverned firm of capital. As
long as the bankers are altruistic and competent, this system can allocate
capital efficiently. However, if a few key banks are themselves misgoverned,
the ramifications are much worse and can create problems across all the
firms that depend on that bank for capital. Bank capitalism delivered solid
growth in postwar Germany and Japan, and in emerging economies like
Korea. But in all three, overenthusiastic lending by a few top bankers to
misgoverned firms created financial problems that continue to hinder
macroeconomic growth.
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Yet another way investors can save is by paying taxes and letting the state
provide capital to businesses. In its extreme form, this is the guiding prin-
ciple of socialism. But industrial policies—state-guided capital accumula-
tion and allocation—are important in many free-market economies as
well, especially historically. For example, the Fascist governments of Ger-
many, [taly, and Japan all imposed this form of corporate governance upon
virtually all their large corporations. More democratically formulated in-
dustrial policies played large roles in the economies of Canada, Japan, In-
dia, and all major continental European economies, as well as in many
emerging-market economies. Nationalized industries in mid-twentieth-
century Britain and massive defense and public works investments in the
United States also count as industrial policies.

In state capitalism, public officials supervise corporate managers and in-
tervene to correct any governance problems. If the bureaucratic overseers
are able and altruistic, they can direct corporate decision making down
paths that promote the general good. But intractable governance problems
arise if the public officials have inadequate ability or knowledge to make
such decisions or if they skew decisions to benefit politically favored per-
sons or groups. State capitalism delivered brief periods of high growth in
many countries, but it seems prone to serious governance problems of these
sorts over the longer run.

Finally, investors can save by hoarding gold and silver coins. If people
mistrust financial markets, wealthy families, bankers, and politicians, this
may be the only option left. Murphy (chap. 3 in this volume) argues that a
series of financial scandals and crises in France actually did reduce gener-
ations of Frenchmen to burying coins in their yards to provide for their fu-
tures, and that this mistrust retarded French financial development se-
verely. When the savings of the broader public are unavailable to business,
each company must grow using its earnings alone. This automatically al-
locates additional capital to those who already control companies, which
is unlikely to be economically efficient. It also makes getting started very
difficult for impecunious entrepreneurs.

Of course, no country is a pure example of any of these flavors of capi-
talism. Each variant of capitalism accounts for part of the capital forma-
tion in all the countries covered in this book. But the different variants
clearly have different relative importance—both across countries and over
time—and these differences are of great moment. Entrusting corporate
governance to wealthy families, a few powerful bankers, or a cadre of bu-
reaucrats might seem profoundly undemocratic to some. Entrusting it to
anyone but civil servants, chosen by elected officials, might seem undemo-
cratic to others. And entrusting corporate governance to anyone but rep-
utable leading families might seem rashly irresponsible to still others.
Moreover, as the chapters of this book show, impersonal stock markets,
banks, wealthy families, and government bureaucrats each arise from
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different circumstances, operate in different ways, and bring different sets
of issues to the fore.

Why Did Different Countries Follow Different Paths?

This volume contains one chapter describing the history of corporate
governance in each member country in the Group of Seven (G7) of leading
industrialized nations: Canada, France, Germany, Italy, Japan, the United
Kingdom, and the United States. To these we add a chapter on the Nether-
lands, because it is the oldest capitalist economy, and many of the institu-
tions that determine corporate control elsewhere originated there. We also
add a chapter on Sweden because it is the standard bearer of an alternative
Swedish model of capitalism tempered by social democracy. Finally, we add
a chapter each on India and China—the world’s two largest developing
economies. This list is incomplete—omitting such important countries as
Australia, Russia, Spain, and Switzerland, not to mention much of Asia
and all of Latin America, Africa, and the Middle East. It is our hope that
other students of corporate finance or economic history will fill in these
gaps.

Early stages of the research that led to this volume showed that the first
large corporations almost everywhere were family businesses, and that
family firms predominate in most countries whose industrial histories are
short. We therefore chose the countries enumerated above not because we
believe they are more important, but because they all have reasonably long
histories as industrial economies. Countries whose industrial histories go
back only a generation or two, such as Korea, Malaysia, and Singapore,
provide insufficient time for the forces that change corporate governance
to act. While these countries are profoundly interesting from many per-
spectives, they are less able to provide insight into the evolution of corpo-
rate control than older industrial economies.

The authors of each study were invited to write a historical account of
the evolution of control over their assigned country’s large firms. The focus
is primarily on large firms, for small firms everywhere tend to have con-
trolling shareholders. Mom-and-pop stores in India, Italy, and the United
States all tend to be owned by mom and pop. The different connotations of
capitalism that spice political debates in different countries so differently
are mainly due to differences in who controls countries’ large corporations.

This section now summarizes the key results of each chapter. The next
section condenses these findings into a general account of how corporate
governance diverged as it did.

Canada

In chapter 1, Morck, Percy, Tian, and Yeung describe Canada’s pre-
industrial history—first as a French colony of resource extraction built
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around the fur trade, and then as first a French and then a British colony
of settlement. Their theme is how the institutions built up during these
colonial periods affected Canada’s subsequent industrial development.

This study has two key points. The first is that Canada was a remarkably
corrupt country until a few generations ago. Canada inherited from her
French colonial history a disposition to mercantilist policies that invite
official abuse. Indeed, the country was a veritable laboratory for Jean Bap-
tiste Colbert, the father of French mercantilism. Subsequent British and
Canadian elites preserved this disposition in the Canadian government,
economy, and culture.

Their second key point is a remarkable pattern in Canadian corporate
control. A full century ago, the large corporate sector looked much as it
does now: a slight predominance of family-controlled pyramidal business
groups supplemented by a large phalanx of freestanding widely held firms.
However, half a century ago, the Canadian large corporate sector was com-
posed mainly of freestanding widely held firms.

Through the first half of the twentieth century, wealthy Canadian fami-
lies sold out into stock market booms, went bankrupt during recessions,
diluted their stakes by issuing stock to fund takeovers, and liquidated cor-
porate empires to pay estate taxes. The net effect was a marked eclipse of
family control and pyramids. By the mid-twentieth century, Canada
looked much like the United States does in Figure 1. Then, in the late 1960s
and early 1970s, pyramidal groups resurged, and they had regained their
gilded-age proportions by the century’s end. The reasons for this are not
fully clear. The authors speculate that an emasculation of the estate tax and
a dramatic expansion of state intervention in the economy may have been
factors. The erosion of the estate tax permitted large fortunes to survive
and grow. Government intervention made political connections more
valuable corporate assets than in the past, and pyramidal business groups
may have been better than freestanding, widely held, and professionally
managed firms at building and exploiting such connections.

Siegal’s discussion of this chapter introduces an especially insightful
division of institutional development into three stages. First come insti-
tutions, such as universal education, necessary for the production of en-
trepreneurial ideas. Then come institutions, such as financial systems,
necessary to realize these ideas. Finally come institutions, such as public
policy regarding inheritances, that prevent one period’s entrepreneurs
from entrenching themselves and blocking entrepreneurship by others.

China

Chapter 2, by Goetzmann and Koll, examines Chinese corporate gover-
nance in the late nineteenth and early twentieth centuries. This period is of
interest because it corresponds to the beginning of China’s industrializa-
tion and sees the attempted transplanting of Western institutions into a
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non-Western economy. Pre-Communist China’s industrial development
may thus offer more interesting lessons for modern emerging economies
than does post-communist China, scraped clear of its non-Western tradi-
tions by decades of totalitarian Marxism. Certainly, for China herself, pre-
revolutionary capitalism also provides a model of a “market economy with
Chinese characteristics.”

Late nineteenth-century China’s first generation of industrial firms
floated equity yet remained under state control. Modeled on the imperial
salt monopoly, these ventures were financed and operated by private mer-
chants, but ultimately controlled by imperial bureaucrats. Intended to re-
assert China’s pride and prestige, they sought to free China of foreign arms
makers, shippers, and manufacturers. Industrialization was a means to this
end, and to restoring China’s traditional economic balance, but not an end
in itself.

Imperial bureaucrats were accustomed to buying and selling offices and
favors. Profitable businesses thus attracted more intensive bureaucratic
oversight, and their earnings were quickly bled away. Although bureau-
cratic intervention protected these firms from competition, their merchant
investors and managers became increasingly dissatisfied with the fees and
bribes their civil service overlords demanded.

Having lost the Sino-Japanese War in 1895, the imperial government
was forced to permit private foreign industry in treaty ports, which were
subject to foreign law, and so could no longer prevent Chinese from estab-
lishing private industrial firms. New industrial businesses proliferated rap-
idly.

To regulate these, the imperial government enacted a new Corporations
Law in 1904. An abbreviated version of contemporary English and Japan-
ese law, it permitted limited liability and mandated shareholder meetings,
elected boards, auditors, and detailed annual reports. Shares had traded in
Shanghai since the 1860s, and equity participation was a long-established
business principle. The 1904 code was thus a top-down revision of estab-
lished practices, not a de novo introduction of business corporations. Its
main innovation was the replacement of official patronage by a rules-based
code of conduct designed to attract investment by public shareholders.

It was remarkably ineffective. Goetzmann and Koll examine a large in-
dustrial concern, Dasheng No. 1 Cotton Mill, to see how the 1904 law al-
tered its governance and find virtually no effect. The founder and general
manager, Zhang Jian, continued intermingling company and personal
funds, ignored shareholder criticism of his donations of company money
to political causes, and could not be removed because the corporate char-
ter contained numerous provisions protecting his power. The absence of
standard accounting rules made the disclosed financial accounts of mini-
mal use.

The reasons beneath this failure are not fully clear. Perhaps cultural in-
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ertia prevented real change, and China’s long culture of family business
paying for the patronage of imperial bureaucrats proved too deeply in-
grained. But the top-down reformers also saw capital markets only as
sources of funds, overlooking their use as mechanisms for disciplining er-
rant corporate insiders. Portfolio investors, unable to influence corporate
governance after the fact, moved out of stocks. This kept the Chinese stock
market illiquid and subject to severe boom-and-bust cycles. This, in turn,
kept insiders from selling out and diversifying, underscoring the value of
their private benefits of control.

In his discussion of this chapter, Perkins argues that China’s traditional
legal system was also an important factor. By empowering each county’s
magistrates as representative of the central government, judge, and prose-
cutor, this system prevented the disinterested enforcement of any laws,
no matter how well written. Perkins stresses that the real lesson modern
emerging economies should take from pre-Communist Chinese economic
history is the critical importance of an independent and trustworthy judi-
ciary.

France

The chapter on France by Murphy (chap. 3) stresses the importance of
history. Its theme is that historical trauma generates strong aftershocks
that affect the economy for generations, shaping the collective psyche to
constrain the course of subsequent events. This chapter is an eloquent re-
statement of “path dependence”—the thesis that a simple historical acci-
dent can set the economy on one of many previously equally probable
paths.

The shock that set the course of future French corporate governance was
the implosion of the Mississippi Company in 1720. John Law (1671-1729),
a Scottish convicted murderer, rescued France from the financial ruin
wrought by the wars and court extravagance of Louis XIV. Law’s Com-
pagnie de I’Occident took on all French government debt in return for a
monopoly on trade with Louisiana. Law’s company issued shares and
hyped their value, stimulating investment demand, which pushed their
value up further, stimulating even more demand.

This bubble imploded in 1720, ruining the finances not only of the
French kingdom but of much of her aristocracy and merchant elite. Joint
stock companies were banned, and wise Frenchmen shunned financial
markets and passed this wisdom on to their children.

The South Sea Company, a deliberate imitation of Law’s French experi-
ment in Britain, burst at about the same time and to somewhat the same
effect. The Bubble Act of 1722 banned joint stock companies in Britain un-
less they secured a parliamentary charter. This meant that establishing
each new joint stock company required an act of Parliament. The London
Stock Exchange survived because preexisting sound British companies,
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such as the British East India Company and the Hudson’s Bay Company,
were grandfathered.

The reaction in France was much more severe—a profound rejection of
banks, credit, and financial innovation and a retreat to the traditional
French financial system, regulated by religious directives, which controlled
methods of borrowing and lending, with the state constituting the main
borrower. Religious prohibitions against interest meant that contracts had
to separate the ownership of savings from the streams of revenue they pro-
duced. The notaries who drew up these contracts became surrogate
bankers, but only in a very limited sense. While they arranged for the state
to borrow by issuing annuities, Murphy argues that their role in financing
the private sector was mainly limited to mortgages for real estate pur-
chases. While they had some leeway around the usury laws, the notaries
were unable to arrange the sorts of high-interest speculative debt appro-
priate to finance an industrial revolution. British companies needed par-
liamentary approval to issue shares, but French businesses had even more
difficulty issuing shares, had no access to debt in the ordinary sense, and
had to get by without a formal banking system.

In October 1789, the revolutionary government repealed the usury laws
and resurrected Law’s economic system, now issuing assignats. The only
real difference was that these securities were backed by seized church es-
tates, rather than a monopoly on trade with Louisiana. John Law was a
central topic in the National Assembly debates. Murphy describes how the
Abbé Maury produced a fistful of Law’s banknotes, denouncing them as
“fictive pledges of an immense and illusory capital, which I drew from a
huge depot where they have been held for the instruction of posterity. With
sorrow I look at these paper instruments of so many crimes, I see them still
covered with the tears and blood of our fathers and I offer them today to
the representatives of the French nation as beacons placed on the reefs so
as to perpetuate the memory of this massive shipwreck.”

Maury was ignored, and the Revolutionary government issued ever
more assignats to cover its escalating expenses. France soon experienced
full-blown hyperinflation and financial collapse. Kindleberger (1984,
p- 99) writes that assignats “embedded paranoia about paper money and
banks more deeply in the French subconscious.”

The hyperinflation nourished the popular distrust of finance that Law
had sown, and the French public took to hoarding gold and silver. Through
most of the nineteenth century, most transactions were in specie, and coins
still composed more than half of the money supply in 1885.

The French banking system was reinvigorated with the rise of the Crédit
Mobilier, a universal bank established by Emile and Isaac Pereire, inspired
by the utopian socialist ideals of Claude-Henri, comte de Saint-Simon,
who saw banks as irrigation systems to bring capital from areas of over-
abundance to areas of drought. Hobbled by a portfolio of disastrous in-
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vestments, the Crédit Mobilier collapsed in 1867, taking much of the
French and European banking system down with it, and wise Frenchmen
continued hoarding gold and silver coins.

The Paris bourse would occasionally achieve brief periods of activity in
the late nineteenth and early twentieth centuries, but it would never again
rival the economic importance of the London Stock Exchange. Kindle-
berger (1984, p. 113) estimates that “France lagged behind Britain in finan-
cial institutions and experience by a hundred years or so.”

French businesses expanded, using the retained earnings of one com-
pany to build others, and the founding families of these business groups re-
mained in control generation after generation. French Civil Law facilitated
this course by making it virtually impossible for the owner of a business to
bequeath it to anyone but his children. French tycoons with families can-
not leave their fortunes to charitable foundations. Landes (1949) argues
that France fell behind Britain because a preponderance of family control
made large French corporations more conservative and reliant on govern-
ment connections.

Severe financial trauma thus set France on a course of economic devel-
opment that left wealthy families controlling her corporate sector under
the watchful guidance of the state. Psychologists have only the vaguest un-
derstanding of why a similar trauma shatters some individuals’ lives and
barely affects others. Economists, likewise, need a deeper understanding of
how economic trauma shapes institutional development. Murphy’s chap-
ter is a first step in that direction.

Daniel Raff, in his discussion of this chapter, raises a series of penetrat-
ing questions arising from Murphy’s central ideas, and argues that we need
much additional work along these lines.

Germany

In chapter 4, Fohlin argues that Germany’s large universal banks were
less important to its history of corporate governance than is commonly be-
lieved. German industrialization advanced rapidly in the late nineteenth
century, financed by wealthy merchant families, foreign investors, small
shareholders, and private banks. Industrial firms with bankers on their
boards did not perform better than other firms.

German corporate governance appears thoughtfully developed in this
era. The Company Law of 1870 created the current dual-board structure
explicitly to protect small shareholders and the public from self-serving in-
siders. It also required greater uniformity and consistency in accounting,
reporting, and governance. The Company Law of 1884 proscribed sitting
on the same company’s supervisory and management boards and thrust a
“duty to become informed” on supervisory board directors. In the two
decades before World War I, managerial turnover was highly sensitive to
firm performance, suggesting that some form of disciplinary governance



14 Randall K. Morck and Lloyd Steier

mechanism was functioning. Firms listed in Berlin stock exchange, which
were most likely to be owned mainly by public shareholders, rather than
founding families or other block holders, replaced management even more
readily in response to poor performance.

German universal banks’ proxy-voting powers arose from their role in
placing new securities and in lending with shares as collateral. The Com-
pany Law of 1884 required a minimum turnout at a company’s first share-
holders meeting, and banks could accomplish this by holding proxies for
small shareholders. Banks thus ended up voting the shares of companies
that used their underwriting services. The Company Law of 1897 made ex-
change trading cumbersome, and this apparently moved share trading in-
side the big banks.

Under the Weimar Republic, ownership seems to have grown more dis-
persed, instilling fears of corporate takeovers in both founding families
and their hired managers. To prevent such events, multiple voting shares
and voting caps came into widespread usage.* Multiple voting shares were
often bestowed on family members serving on supervisory boards and on
the family’s bank. Voting caps cap nonfamily shareholders’ voting rights
regardless of their actual ownership. Pyramids do not seem to have gained
prominence, perhaps because these other devices permitted firms to tap
public equity markets for capital without risking takeovers.

The National Socialist government established much of the modern
foundations of German corporate governance. Invoking the Fiihrerprinzip
or leader principle, the Nazis’ Shareholder Law of 1937 freed corporate
managers and directors of their specific fiduciary duty to shareholders and
substituted a general duty to all stakeholders—especially to the Reich. It
banned voting by mail, and forced shareholders who could not vote in per-
son to register their holdings with banks and entrust banks with proxy vot-
ing rights. This bestowed the large banks with voting control over much of
the German large corporate sector. The Reich then took control of the
banks.

Following the war, the banks were privatized, but the Nazi innovations
of stakeholder rights and proxy voting by banks remained. Codetermina-
tion gave workers half the supervisory board, though Roe (2002) argues
that companies simply shifted decisions out of the supervisory boards. Re-
forms in 1965 abolished the Fiihrerprinzip, required banks to have written
permission to vote proxies, and required that banks inform shareholders of
how they voted. Shareholders could be anonymous again. Reforms in 1998
abolished voting caps, and the stock prices of affected companies rose
sharply. Multiple voting shares remained unimportant.

Pyramiding apparently arose mainly after WWII. German households’
ownership of shares declined sharply, from 48.6 percent of all shares in

4. Though Dunlavy (2004) argues for a much earlier provenance.
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1950 to 17 percent in 1996. Meanwhile, intercorporate equity blocks rose
from 18 percent in 1950 to 41 percent in 1996. The use of pyramids is far
more extensive in the last few decades of the twentieth century than before.
With multiple voting shares banned, pyramids may have become the pre-
ferred mechanism for retaining control while also using public sharehold-
ers’ money.

The modern German economy thus consists primarily of family-
controlled pyramidal groups and nominally widely held firms that are ac-
tually controlled by the top few banks via proxies. The leading banks col-
lectively also control dominant blocks of their own shares. Bank voting
control is less evident in smaller firms, which tend to have family control
blocks. Recent reforms require banks to inform shareholders of their right
to vote their own shares annually and to erect Chinese Walls around staff
who decide how to vote at shareholder meetings.

Fohlin argues that patterns of corporate control in Germany are best ex-
plained by “a string of disastrous political institutions and movements in
the aftermath of World War I, culminating in the Nazi regime, dismantled
the rich, highly functioning, hybrid financial system of the Second Reich.
The postwar political and legal climate, one that continues to suppress the
liberal tradition of the pre-World War I era, seemingly prevents the old
dual system from reemerging.”

Dyck’s discussion commends Fohlin for documenting the aborted dis-
persion of German shareholdings, but argues that a complete explanation
needs further work. Dyck is unswayed by arguments diminishing the role
of banks in German corporate governance, and argues that Germany’s
economic success warrants further study of how German firms avoid clas-
sic governance traps.

India

Chapter 5, by Khanna and Palepu, highlights India’s long business his-
tory. Large-scale trading networks of merchants belonging to particular
ethnic and sectarian groups go back centuries, and modern Indian busi-
ness groups often correspond to these same groupings. When India began
industrializing under the British Raj, these groups had the capital both to
compete and to cooperate with Indian subsidiaries of the great British
business groups of the era.

The Tata family, of priestly Parsi origin, controlled the largest business
group in India for the past sixty years. The group grew to prominence un-
der the Raj, nurtured by colonial government contracts and protected by
imperial tariffs. The Tatas were neutral on independence, and so they lost
favor when the Congress party took charge.

The Birla family, of the prosperous Marwari community, financed Mo-
handas Gandhi and the Congress party generously. Khanna and Palepu
quote Sarojini Naidu, a Congress activist and poet, who quipped, “It took
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all Birla’s millions to enable Gandhi to live in poverty. And he gave for
free” The Birla group expanded dramatically in the postindependence pe-
riod and by 1969 was the second largest Indian business group.

Thus, the early histories of India’s two greatest business groups align
with two theses of Ghemawat and Khanna (1998) and Khanna (2000): that
such groups excel at doing deals with politicians and attain their position
through political connections, and that they confer genuine economic ad-
vantages. Khanna and Palepu’s finding that group firms are typically older
and larger than independent firms is consistent with both.

Khanna and Palepu’s key point is that the rankings of smaller Indian
business groups are quite volatile, with groups appearing, rising, falling,
and disappearing. Turnover around independence doubtless reflects the
withdrawal from India of British business groups such as Martin Burn,
Andrew Yule, and Inchcape. But volatility actually increases after inde-
pendence, clearly showing that business groups did not always entrench
their owners’ economic positions. Such volatility speaks of a more entre-
preneurial economy than is generally credited to postindependence India.

Thus, business groups as an organizational form persisted, but many in-
dividual business groups, especially smaller ones, did not. In the 1960s,
Prime Minister Jawarharlal Nehru led India down a distinctly socialist
path, building a dense thicket of regulation and bureaucratic oversight
that came to be called the License Raj. Nehru’s original motive seems to
have been a desire to curb the power of India’s large business groups fol-
lowing a series of official reports that documented evidence of big business
houses exerting significant influence over the economy and exploiting
growth opportunities through favorable access to finance and government
permits. Nehru’s daughter, Prime Minister Indira Gandhi, asserted even
greater state control over private-sector firms’ pursuit of growth opportu-
nities, access to finance, and collaboration with foreign partners and
forced many multinational companies out of the country. This policy
proved economically disastrous, and a period of slow deregulation began
in the mid-1980s. A financial crisis spurred a much more radical liberal-
ization in the 1990s.

Turnover among smaller business groups during all of this might indi-
cate an entrepreneurial economy, in which innovative new businesses arise
and old ones die out. Khanna and Palepu argue that business groups re-
tained an advantage over individual firms throughout because they could
better bridge institutional gaps—Ilike dysfunctional capital, labor, and
product markets. But these benefits certainly accrue mostly to very large
business groups. Smaller ones containing only a few firms cannot avoid
markets as well as huge groups containing larger reservoirs of capital, la-
bor, and products of all kinds that can be allocated internally.

But the larger groups also devoted huge resources, establishing de facto
embassies in New Delhi staffed by legions of experts in all manner of bu-
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reaucratic red tape. The License Raj was clearly constructed to tie down
the great business groups, but its actual effect may have been the opposite.
Only the largest groups could absorb the huge fixed cost of retaining the
bureaucratic expertise needed to navigate the maze.

Under Indira Gandhi, the Birla group was accused of manipulating the
licensing system. Stung by this unexpected criticism, the Birlas shifted
their expansion plans overseas. Given India’s strict foreign exchange con-
trols at the time, this surely required official acquiescence. A string of prof-
itable overseas subsidiaries put substantial group cash flows well beyond
the reach of the minions of New Delhi, enabling the group to expand rap-
idly within India once the License Raj was dismantled. One interpretation
of all this is that the size and prominence of the Birla group reflects their
entrepreneurial tendencies in handling the licensing restrictions, rather
than simple political rent seeking.

The Tatas felt discriminated against under the License Raj, and this may
well have been so. Nonetheless, they survived and prospered, and grew in-
creasingly entrepreneurial and innovative to compensate for their relative
lack of political influence. By remaining economically dominant, the Tata
group confirms that government connections are but one factor underlying
the success of Indian businesses.

Ultimately, the chapter argues that large family business groups likely
persisted because they bridged institutional voids created by dysfunctional
markets and weak economic institutions. But even beyond this, the chap-
ter argues that the Tata group in particular survives and prospers because
of genuine entrepreneurship. They stress the role of the Tatas in developing
India’s software industry. This industry is thought to prosper precisely be-
cause it is less dependent on India’s creaking domestic institutions and
markets, so groups’ advantage in this sector should be minimal. Perhaps
the Tatas supply entrepreneurial activity and prosper because this is in
short supply in emerging economies like India.

Mody’s discussion of this chapter begins with a comparison of Korea,
whose development depended on large family-controlled business groups,
and Taiwan, whose development was mainly due to smaller firms. He
points out that both countries grew rapidly, but he suggests that Korean
groups eventually became a problem because they made entrepreneurship
by outsiders difficult. Mody recounts the Bombay Plan, in which the lead-
ers of India’s most powerful business families “called on government sup-
port for industrialization, including a direct role for the government in the
production of capital goods, foreshadowing postindependence Indian
planning, typically considered an outgrowth of socialist ideas drawn either
from the Soviet Union or the so-called Fabian socialists.” He argues that
this plan, proposed just before independence, shows that its sponsors, in-
cluding the Tata and Birla families, did actively seek partnership with the
Congress party government they saw approaching.
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Italy

Chapter 6, by Aganin and Volpin, shows that family-controlled business
groups were more powerful in the middle of the century than at either end
of it, and that the stock market was more important at either end of the
century than at its midpoint.

Laws and politics clearly have some explanatory power. At the beginning
of the century, the Italian government had little interest in direct interven-
tion in the economy. However, all three major Italian investment banks
collapsed in 1931, and the Fascist government took on their holdings of
industrial shares and imposed a legal separation of investment from
commercial banking. The shares were turned over to the Istituto per la Ri-
construzione Italiana (IRT), which would persist as a large state-controlled
pyramidal group. After the Second World War, Italy’s governments main-
tained a direct role in the economy, propping up financially troubled com-
panies and using its corporate governance power to direct economic
growth, especially in capital-intensive sectors. Postwar governments
founded the Ente Nazionale Idrocarburi (ENI) in 1952 to control firms in
the chemical, oil, and mining sectors; the Ente Partecippazioni e Finanzi-
amento Industrial Manifatturiera (EFIM) in 1962 to control electric and
other companies; and the Societa di Gestioni e Partecipazioni Industriali
(GEPI)in 1972 to intervene in the Southern Italian economy. Each of these
business groups controlled numerous listed companies and was directed by
a forceful, politically appointed CEO.

Aganin and Volpin thus argue that, since postwar Italian politicians
opted to allocate capital via an industrial policy rather than via the finan-
cial system, they saw no great need for investor protection. Investors opted
for government bonds, rather than shares, and the Italian stock market
shrank steadily through the middle of the century. New entrants found
public share issues very expensive, while politicians assisted established
large business groups with cheap capital. New publicly traded family
groups emerged rarely, and always with strong political support. Most Ital-
ian firms remained unlisted and were operated by founding families in
small-scale niche markets.

This locked in a sort of state and family capitalism. Listed firms were
mostly organized into pyramidal groups controlled by either the state or
old families. The corporate governance of Italy’s large listed firms was thus
entrusted either to politically appointed bureaucrats or to wealthy old fam-
ilies who transmitted power from generation to generation.

ITtaly’s industrial policies directed subsidized capital to both sorts of
business groups, which raised public debt and taxes to unsustainable levels
by the 1990s. A sweeping privatization program and improved legal pro-
tection for public shareholders reinvigorated the stock market. Formerly
unlisted companies opted to go public, and the stock market grew further.
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Investors, increasingly conscious of the need for good corporate gover-
nance, continue to demand stronger property rights protection.

Japan

The history of corporate governance in Japan is more complicated and
variegated than in any other major country. Consequently, chapter 7, by
Morck and Nakamura, takes the form of a narrative history more than do
many of the other contributions to this volume.

Prior to 1868, Japan was a deeply conservative and isolationist country.
Business families were at the bottom of a hereditary caste system—Dbe-
neath priests, warriors, peasants, and craftsmen. Unsurprisingly, this
moral inversion led to stagnation. Yet the necessity of running a densely
populous country forced Japan’s feudal shoguns to give prominent mer-
cantile families, like the Mitsui and Sumitomo, steadily greater influence.

When Admiral Perry, in an early example of American unilateralism,
bombarded Tokyo until Japan opened her markets to American traders,
the shogun acquiesced and a cadre of rash young samurai warriors seized
power, justifying their coup as the restoration of the Meiji emperor, who
nonetheless remained a figurehead. The Meiji Restoration leaders planned
to defeat the foreigners and restore Japan’s splendid isolation, but they
soon realized that beating the foreigners meant learning their ways. The
Meiji leadership sent Japan’s best students to universities throughout the
world to learn about foreign technology, business, and governments, and
to report back. The result was a cultural, economic, and political reinven-
tion of Japan, in which the reformers cobbled together a new system based
on what they saw as global best practice in legal, economic, and social in-
stitutions. The government founded state-owned enterprises to bring all
manner of Western industry to Japan, and built up huge debts in the pro-
cess. To extricate itself, the Meiji government conducted a mass privatiza-
tion, in which most of these enterprises were sold to the Mitsui and Su-
mitomo families and to a few other family-controlled business groups that
were gaining prominence, such as Mitsubishi. These groups, called zai-
batsu, were family-controlled pyramids of listed corporations, much like
those found elsewhere in the world. Later, other groups like Nissan, a py-
ramidal business group with a widely held firm at its apex, joined in as
Japan’s economy roared into the twentieth century. Thus, Japan began its
industrialization with a mixture of family and state capitalism. Sharehold-
ers eagerly bought shares, especially in numerous subsidiaries floated by
these great business groups.

The 1920s and early 1930s were depressionary periods and exposed the
weaknesses and strengths of different pyramidal structures. Groups like
the Mitsui, Sumitomo, and Mitsubishi pyramids, whose banks (or de facto
banks) were located near their apexes, survived. Groups like the Suzuki
pyramid, whose bank was controlled but not owned by the Suzuki family,
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failed. It seems likely that the Suzuki structure disposed the controlling
family to transfer funds out of the bank and into firms whose financial fate
affected family wealth, and that this rendered such groups financially un-
stable during downturns. The prolonged economic stagnation eroded the
public’s appreciation of family capitalism, and economic reformers lam-
basted the wealthy families for putting their rights as shareholders ahead
of the public interest and for their fixation on short-term earnings and div-
idends rather than long-term investment.

In the 1930s, the military slowly consolidated power by strategically as-
sassinating civilian government leaders and replacing them with military
officers. Although Japan’s military government was decidedly fascist, its
economic policies borrowed unblushingly from Soviet practices. The gov-
ernment freed corporate boards of their duty to shareholders—meaning
the families and corporate large shareholders—and limited dividends.
Military representatives sat on all major boards and supervised the imple-
mentation of centrally directed production quotas. Prices and wages were
also determined by central planners. Although the de jure ownership rights
of Japanese shareholders were never formally annulled, the 1945 American
occupation force took charge of an economy not greatly different from the
post-Socialist economies of Eastern Europe in the early 1990s.

The American occupation government, though led by General Mac-
Arthur, was staffed with Roosevelt “New Dealers.” As the chapter by Becht
and De Long shows, the Roosevelt administration had successfully forced
the dismantlement of America’s zaibatsu, the great family-controlled py-
ramidal groups that had previously dominated its economy. The New
Dealers resolved to do the same in Japan. Family and intercorporate equity
blocks were confiscated and sold to the public. The families received nom-
inal compensation in bonds, and the proceeds from the equity sales ac-
crued to the government. By 1952, Japan’s great corporations were almost
all freestanding and widely held, just as those of the United Kingdom and
United States are at present. Corporate raiders soon emerged and
launched two major waves of hostile takeovers of firms they viewed as mis-
governed. As in the United Kingdom and United States today, hostile
takeovers were only a small fraction of total merger activity, but they
affected large firms and drew disproportionate publicity. As Morck,
Shleifer, and Vishny (1988) stress, the threat of a hostile takeover is prob-
ably more important to promoting good governance than its occurrence.

But takeovers did not lead to the improved governance the raiders de-
sired. The professional managers now governing Japan’s great corpora-
tions were not constrained by regulations, laws, or customs to protect the
property rights of public shareholders. Initially, a popular takeover defense
was greenmail—the target firm’s managers would pay the raider (with
shareholders’ money) to back off. These payments likely only emphasized
the target firms’ poor governance to other potential raiders.
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Ultimately, a more effective takeover defense was devised—the keiretsu.
In the United States, target firms sometimes obstruct a raider by placing a
block of stock with a friendly shareholder, called a white squire, or by bring-
ing in a rival acquirer, a white knight, whose management is friendly to the
target’s managers. The keiretsu defense, a variant along the same lines, in-
volves a group of firms run by mutually friendly managers exchanging
small blocks of stock with each other. Even though each firm holds only a
tiny stake in every other firm, these stakes collectively sum to effective con-
trol blocks. Every firm in the keiretsu group is thus controlled collectively
by all the other firms in the group. Keiretsu groups arose in two waves, first
in the 1950s and then in the 1960s. Japan’s experiment with Anglo-
American shareholder capitalism was short-lived, and the keiretsu system
remains in place today.

Although their primary functions were to lock in corporate control
rights, both zaibatsu and keiretsu were probably also rational responses to
a variety of institutional failings. Successful zaibatsu and keiretsu were en-
thusiastic political rent seekers, raising the possibility that large corporate
groups are better at influencing government than freestanding firms. In the
case of some zaibatsu and many keiretsu, this rent seeking probably re-
tarded financial development. This, and the probable misallocation of sub-
stantial amounts of capital by poorly governed keiretsu firms, appears to
have created long-term economic problems that slowed Japan’s growth
through the 1990s.

Sheldon Garon’s discussion argues that more attention should be paid to
precisely who made which decisions in importing Western institutions. He
also points out that little is said in the chapter about small and medium-
sized firms, despite their importance. He also takes issue with the view that
Tokugawa Japan isolated itself from the rest of the world and that Japan’s
wartime economy resembled Soviet central planning. He points out that
recent thinking stresses Tokugawa Japan’s contacts via foreigners in Na-
gasaki and rightly argues that wartime Japan imitated National Socialist
central planning, which is described in detail in the chapter by Fohlin. We
recognize this but remain impressed by the remarkable similarity of Na-
tional Socialist, Fascist, and Soviet socialist central planning, as described
by Silverman (1998), Guerin (1945), and Hosking (1985), respectively,
among others.

The Netherlands

The Netherlands has the oldest stock market in the world, and its entre-
preneurs largely invented the joint-stock corporation. Chapter §, in which
de Jong and Roell discuss the history of corporate governance in the
Netherlands, is therefore especially enlightening. The world’s first great
limited-liability, widely held, joint-stock company, the Dutch East Indies
Company, or Vereenigde Oostindische Compagnie, was founded in 1602.
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The world’s first great corporate governance dispute quickly followed in
1622, when the managers, who had floated the stock as participation in a
limited-term partnership with a liquidating dividend in twenty years, de-
cided to keep the “astonishingly lucrative” enterprise continuing indefi-
nitely. The investors were outraged, but the government of the Dutch Re-
public saw the company as a weapon in its conflicts with Spain and
supported management. The dividend stream was large enough that in-
vestors who wanted out could sell their shares to others. This was perhaps
better than a liquidating dividend since the seller need not wait for the com-
pany’s fixed lifetime to expire. Nonetheless, vociferous shareholder com-
plaints about inadequate disclosure and dividend payouts continued and
are preserved in the company archives. Other widely held firms followed
suit, and the Dutch stock markets remained Europe’s financial heart for a
century.

Among other things, spillovers from the series of French financial crises,
which Murphy discusses in chapter 3, undermined Dutch investors’ confi-
dence in financial markets—slowly through the eighteenth century, and
then quite rapidly during the French occupation (1795-1813). In 1804, the
French imposed a version of their civil code. This was widely viewed as less
sophisticated than the indigenous legal system. It jettisoned two centuries
of Dutch accumulated legal wisdom and inflicted French investors’ aver-
sion of financial markets upon the Netherlands. The French civil code,
along with a public debt (bequeathed by the French administration) of
more than four times national income, and a prolonged industrial disloca-
tion caused by the carve-out of Belgium as a separate state, made the first
part of the nineteenth century a period of slow growth.

Industrial development in the second half of the nineteenth century was
financed mainly with retained earnings from family firms that had slowly
accumulated wealth over the previous half-century. Wealthy families often
bought into new firms’ commercial paper, or prolongatie, and were ex-
pected to roll these investments over indefinitely. Listed domestic shares
played a role toward the century’s end, but repeated egregious looting of
listed companies by insiders limited public investors’ appetites. Many
small Dutch investors, whose families had lost heavily in the official de-
faults of the French revolutionary era, apparently preferred to save by
hoarding coins. Although Dutch markets were energetic throughout the
nineteenth century, their most active listings were foreign government
bonds and American railroad and industrial stocks.

During the twentieth century, a clear trend away from family control and
toward professional management is evident. Public equity issues and long-
term bank loans played an important role in an industrialization boom
from 1895 to roughly 1920, reinvigorating the stock markets. Unlike Ger-
many, the Dutch kept bankers to a secondary role in the governance and
financing of industrial firms. Workers’ corporate governance voices grew
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louder in the final decades of the twentieth century, but they remain more
muted than in Germany.

Despite the rise of public equity participation in Dutch firms, de Jong
and Roell conclude that real decision-making power remains with self-
perpetuating top corporate executives, entrenched behind formidable
takeover defenses. These defenses differ from those in Anglo-American fi-
nance and so merit mention. Reforms emulating German codetermination
mandated that companies establish supervisory boards but gave share-
holders no real role in choosing their members. These self-perpetuating su-
pervisory boards thus severed managers’ responsibility to shareholders.
Another entrenchment device is priority shares, to whose owners are rele-
gated key corporate governance decisions, such as board appointments.
Other so-called oligarchic devices relegate power over key decisions, like
payout policies, to organs other than the management board. Voting caps,
restricted voting shares, and super-voting shares are also widely used.
From the end of World War II through the 1970s, another popular en-
trenchment device was preference shares, issued to white squire sharehold-
ers at deep discounts and often carrying superior voting rights. Yet another
device is to place all voting shares with an income trust and then let public
investors buy units in that trust. Finally, interlocking directorships are
commonplace, apparently giving the Dutch corporate sector a clubby air.

De Jong and Roell find that these devices are associated with depressed
shareholder value. Many of these entrenchment devices have come (or are)
in conflict with European Union directives, and they suggest that other en-
trenchment devices, like pyramidal groups, will grow more popular in their
place.

Hogfeldt’s discussion compares the Netherlands to Sweden, stressing
the remarkably reticent role of Dutch banks compared to Swedish ones,
the remarkable array of takeover defenses in Dutch listed firms, and the ap-
parent acquiescence of Dutch politicians to these defenses.

Sweden

Swedes are justly proud of their unique model of highly egalitarian so-
cial democracy. Yet chapter 9, by Peter Hogfeldt, shows that Swedes also
entrust their wealthiest families with an extraordinary concentration of
corporate governance power.

Hogfeldt argues that this concentration occurs because of persistent So-
cial Democratic political influence, not despite it. The Social Democrats
became de facto guarantors of family capitalism because of a surprising
commonality of interests. Social Democratic politicians wanted a stable
large corporate sector controlled by Swedes, who were thought more sus-
ceptible than foreign owners to political pressure and hence more likely
to buy into Social Democracy eventually. Sweden’s wealthy families, who
used small blocks of super-voting shares to hold together their vast py-
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ramidal business groups, wanted to preserve the status quo. Buying into
Social Democracy apparently seemed a reasonable price for policies that
locked in their corporate governance powers.

Hogfeldt argues that the extensive separation of ownership from control
in these pyramidal structures makes external financing expensive relative
to retained earnings, and so encourages existing firms to expand and dis-
courages new firms from listing. He calls this a political pecking order the-
ory of financing. To this, the Social Democrats added tax subsidies for
firms that finance expansions with retained earnings and heavy taxation of
returns to public shareholders.

These entrenched mutually supportive political and corporate elites pro-
vided Swedes solid growth until the 1970s, when the economy proved un-
expectedly inflexible in dealing with external shocks. Institutions designed
to stabilize the largest firms and prevent upstarts from arising to challenge
them were ill suited to dealing with a rapidly shifting comparative advan-
tage in the global economy. Social Democracy had redistributed income
dramatically but could not manage the necessary redistribution of prop-
erty rights and wealth.

The result, according to Hogfeldt, is an increasingly frail economy dom-
inated by elderly and infirm companies, still controlled by the same wealthy
families that bought into the Social Democratic experiment more than half
a century ago.

Roell’s discussion stresses the differences between Sweden and the
Netherlands—both small, northern European social democracies. She
argues that voting caps and other residues of Napoleonic civil law en-
trenched insiders in the Netherlands while dual class shares and pyramids
entrenched Swedish insiders. Both sorts of entrenchment are costly, and
tallying up these costs is an important research problem.

The United Kingdom

The chapter on the United Kingdom by Franks, Mayer, and Rossi com-
pares a cadre of firms founded in 1900 to another founded in 1960. The au-
thors find that ownership grows diffuse in both sets of firms at roughly the
same rate. Based on this, they argue that the forces that made founding
families withdraw from corporate governance in the modern United King-
dom also operated a century ago.

They argue that shareholder rights in the United Kingdom were ex-
tremely weak until the latter part of the twentieth century and so dispute
the contention of La Porta et al. (1999) that shareholder legal protection
permits diffuse ownership in the United Kingdom. If this were true, they
argue that corporate ownership should have been highly concentrated ear-
lier in the century, which they do not observe.

Providing a descriptive summary of United Kingdom corporate gover-
nance in greater generality, they further argue that pyramids gained im-
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portance at the middle of the century. They suggest that improved corpo-
rate disclosure, implemented in 1948, made hostile takeovers less risky for
raiders, and that pyramids developed as a defense against hostile take-
overs. However, they argue that institutional investors saw serious gover-
nance problems in these structures and lobbied to have them undone. British
institutional investors successfully pressed the London Stock Exchange
to adopt a takeover rule whereby any bid for 30 percent or more of a listed
firm must be a bid for 100 percent. Franks et al. propose that this rule
made pyramidal business groups untenable as takeover defenses and that
continued pressure from institutional investors on boards rapidly rid Brit-
ain of these structures.

Franks et al. also argue that concentrated corporate control and pyram-
idal groups are of more value to insiders elsewhere than in Britain. This is
because these ownership structures permit corporate insiders to extract
private benefits of control. However, they propose that British corporate
insiders were and are governed by higher standards of ethical conduct,
which preclude the extraction of such private benefits. Given this, British
corporate insiders were more readily convinced to sell their control blocks
and dismantle their pyramids. Thus, the current diffuse ownership of
British corporations came to prevail early in the twentieth century and still
persists.

Eichengreen’s discussion raises further questions. The Great Depression
was a critical juncture in the evolution of corporate governance in many
countries, yet it is little discussed. Why were British banks content without
the corporate governance powers of their German or Swedish peers? He
notes that Sylla and Smith (1995) emphasize the Directors Liability Act of
1890, which made company directors liable for statements in prospectuses
soliciting buyers for company shares, and the Companies Act of 1900,
which strengthened the principle of compulsory corporate disclosure, as the
explanation for why British financial markets developed so rapidly around
the turn of the century. He speculates that shareholder rights might have
been stronger in early twentieth-century Britain than Franks et al. admit.

The United States

The chapter on the United States by Becht and DeLong explores how
that country came to have the atypically diffuse corporate ownership evi-
dent in figure 1. The great corporations of other countries are usually or-
ganized into business groups that are controlled by wealthy, old families or
powerful financial intermediaries. Great corporations in the United States
are, for the most part, managed by career professionals and freestanding—
they do not have listed subsidiaries or parents.

These differences are developments of the twentieth century, for Moody
(1904) describes an America that was more “normal.” Powerful banking
houses and plutocratic families controlled much of the large corporate
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sector, wielding their corporate governance power robustly, monitoring,
choosing, and replacing managers and setting corporate direction.

But by the 1930s, all of this had changed. A remarkable democratization
of shareholding took place between World War I and the end of World War
I1. The benefits of diversification depend on the depth of the stock market.
High-pressure war-bond sales campaigns in 1917-18, popular magazines
on share ownership, and popular media coverage of Wall Street celebrities
brought middle American wealth into the stock market, vastly deepening
it and thus making the sacrifice of control for diversification more attrac-
tive than elsewhere.

The burgeoning Progressive Movement deplored both the concentration
of economic power and the way business oligarchs like J. P. Morgan, the
Rockefellers, and others ruling vast pyramidal groups “turned conflict of
interest into a lifestyle.” Progressive politicians pilloried the “robber bar-
ons” of industry, their heirs, and J. P. Morgan.

Both to obtain the benefits of diversification and to relieve their pum-
meling by the progressive press, many wealthy families sold majorities of
their firms’ shares into the stock markets. Of course, most of these families
at first retained control through voting trusts, staggered boards, larger and
more complicated pyramidal holding companies with multiple classes of
stock, and other entrenchment devices.

But progressive politicians were on a roll, and they pressed antitrust reg-
ulators into service. In 1911, they succeeded in breaking up the Standard
Oil Trust, a huge group of petroleum and industrial companies formerly
controlled by the Rockefeller family. Over the subsequent decades, these
emerged as freestanding, widely held, and professionally managed entities.
Becht and DeLong track this process in detail for Standard Oil of New
Jersey.

America’s response to the Great Depression then razed much of what
family capitalism remained. Two great pyramids, the Insull and van
Sweringen business groups, collapsed after the 1929 crash. These high-
profile collapses appear to have linked the Depression with highly concen-
trated corporate control in the public mind, justifying a barrage of pro-
gressive reform. The Glass-Steagall Act of 1933 pared commercial from
investment banking. The Public Utility Company Holding Companies Act
of 1935 forbade pyramidal control of utility companies. A series of regula-
tory reforms governing banks, insurance companies, mutual funds, and
pension funds prevented any of these organizations from accumulating
any serious corporate governance influence either.

The activist U.S. courts intervened further to keep shareholdings dis-
persed. For example, in 1957 the Supreme Court ordered the DuPont fam-
ily to sell its equity block in General Motors to prevent DuPont from ob-
taining “an illegal preference over its competitors in the sale to General
Motors of its products.”
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Becht and DeLong then explore 1937 data on blockholdings in the top
listed 200 U.S. firms. Of these, 24 are subsidiaries in pyramids and only 34
have no controlling shareholder. They explore the history of the last and
find that they became widely held when their founding families sold out, ei-
ther directly or with trust promoters as intermediaries. Some of this might
have been market timing—selling stocks for more than their fundamental
values during bubbles. Most of it was probably founding families appreci-
ating the value of diversification in a deep stock market. These wealthy
families often retained influence on their boards without holding control
blocks.

Stung by progressive-era condemnation, they often turned to philan-
thropy, distancing themselves and their heirs even further from governance
issues. Thus, modern Americans associate the names Rockefeller, Hark-
ness, Carnegie, and Guggenheim with the performing arts, universities,
and museums, not with the great business groups that built those fortunes.

Activist judges and progressive politicians, aided by fortune, thus effec-
tively entrusted the governance of America’s great corporations to profes-
sional managers. The Securities and Exchanges Act of 1934 relegated to
management control over who can stand for election to boards, and left
boards to monitor management. Although the hostile takeovers of the
1980s disrupted this arrangement for some firms, and some U.S. institu-
tional investors are clearing their throats, this situation has kept most
American firms freestanding and professionally run ever since.

Richard Sylla’s discussion contrasts Becht and DelLong’s arguments
with those of Dunlavy (2004), who contends that by 1900 American firms
were already exceptional in having one-vote-per-share voting rights, giving
large shareholders more say in corporate affairs than small shareholders.
In Europe, Dunlavy argues, shareholder voting rights were more “demo-
cratic” in limiting the power of large shareholders, as was the case earlier
in the United States. Sylla notes that Alexander Hamilton proponed such
limits on large blockholder votes as necessary to prevent a few large play-
ers from dominating corporate policies. We are impressed that Hamilton
was clearly more concerned about entrenched large blockholders, not pro-
fessional managers, abusing small shareholders, as are students of corpo-
rate governance in most modern countries other than the United Kingdom
and United States.

What Are the Common Factors?

Each chapter highlights the intricate complexity of financial history. Yet
there are common threads spanning many countries. This section tracks
some of the most visible of these threads and ties them to current thinking
about the reasons why corporate governance is so different in different
countries.
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Accidents of History

The clearest lesson, evident in every chapter, is that “things happen,” and
constrain what can happen next. The history of corporate governance, like
other historical processes, is path dependent.

Had France not suffered repeated financial collapses at the hands of
John Law, the Revolutionary Assembly, and the Crédit Mobilier, share-
holder rights in that country might have solidified much earlier and much
harder. Murphy argues that the formation of new joint-stock companies
and other large enterprises essentially ceased in France until 1840 and re-
sumed only very slowly thereafter. Other students of European history
make similar points—Frentrop (2003, p. 137) writes that “following the
experience of 1720, French public opinion developed a violent distaste for
anything to do with financial markets.” He goes on to argue that “A simi-
lar opinion was expressed in the Netherlands.” Frentrop argues that the
Napoleonic Code, which French armies spread across the continent in the
early nineteenth century, carried that distaste, and was far less conducive
to large business undertakings than was the previous Dutch legal system.
Perhaps accidents of history explain the findings of La Porta et al. (1999)
that countries with legal systems based on the Napoleonic Code have
stunted financial systems.

Yet other countries underwent financial crises and responded entirely
differently. Britain’s South Sea bubble closely paralleled Law’s Mississippi
bubble, and its response, the Bubble Act, hampered equity markets for gen-
erations afterward. But sound ventures like the British East India Com-
pany and the Hudson’s Bay Company sustained a financial sector that soon
boasted sophisticated merchant banks.> Psychologists puzzle over why
some people are devastated by emotional traumas that others recover from
on their own. Economists, too, understand little about how crises affect in-
stitutional development. The histories in this volume show this to be an im-
portant fault in our discipline.

China’s stock market, founded in the 1870s, saw the same sorts of ma-
nipulation and insider trading that characterized other markets around the
world, and collapsed in 1883—and again in 1922. Perhaps these misfor-
tunes pushed China off a path to free market democracy she might other-
wise have followed. Chinese capitalism never recovered, shares in Chinese
companies grew illiquid, and the faltering free market economy fell to
Mao’s Socialist revolution.

In 1933, a committee of experts assembled under the Weimar Republic
completed its deliberations on separating commercial from investment
banking. Had it favored this separation, German banks would have relin-
quished most of their corporate governance influence over nonfinancial

5. See Kindleberger (1978).
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firms, and German capitalism would have developed far differently than it
did. However, the committee favored the status quo—possibly because its
chairman, Reichsbank President Hjalmar Horace Greeley Schacht feared
setting a berserker like Gottfried Feder loose to reform the system.® Feder,
a founding member of the National Socialist Party and Hitler’s banking
advisor, was famous for his 1919 Manifesto on Breaking the Shackles of In-
terest and advocated the nationalization of all banks and the total abolish-
ment of interest.

Perhaps China, Germany, Japan, and Italy might have evolved ingrained
cultures of shareholder capitalism had they avoided prolonged economic
collapses in the 1920s and 1930s—and if Fascism and Socialism had been
less entrancing. Had Socialism been less in vogue in the mid-twentieth cen-
tury, perhaps India, the Netherlands, and Sweden might have gone the route
of American corporate governance. If Colbert had been British, the English-
speaking world had had a few more financial crises, or Fascism and Social-
ism had had more persuasive English-speaking advocates, would America
and Britain be dominated by large family-controlled business groups?

But concluding that everything is a concordance of accidents is too simple.
However satisfying that view to pure historians of individual countries, eco-
nomic history is about patterns and regularities amid those accidents. Fortu-
nately, many issues that ought to affect corporate governance are already
highlighted in the literature. Even more fortunately, the chapters in this vol-
ume present a wealth of detail that helps fill in the gaps. It would be wonder-
ful for economists if we could conclude that one theory is correct and discard
the others, but economics is rarely so simple. All of the major theories that
purport to explain historical and cross-country differences in corporate con-
trol find support, though some require modification in passing.

Ideas

Wars, upheavals, and many other catastrophes affected many countries
simultaneously but triggered different reactions in different countries—
perhaps depending on the popularity or unpopularity of certain ideologies
at that point in time. Rarely, as after the English Civil War and American
Revolution, private property rights coalesced. Perhaps more typically,
French economic and political turmoil in the 1720s resurrected traditional
Catholic restraints on business. More turmoil at the end of the eighteenth
century institutionalized a suspicion of all things financial, and wars ex-
porting the French Revolution spread this to the Netherlands and else-
where. The chapters in this book collectively suggest the importance, for
good and ill, of ideologies at critical moments when economies are ripe for
institutional transformations.

One such critical moment was the Great Depression of the 1930s, when

6. See Kleeberg (1987) for details.
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different countries set off in different directions that wrought today’s differ-
ences in corporate governance. Financial catastrophes in many countries
in the 1920s and 1930s, and ideological reactions to them, deeply affected
their subsequent evolution of corporate control.

In the 1930s, the United States was deeply influenced by the progressive
ideology of Louis Brandeis, Thorsten Veblen, and others. Roosevelt’s New
Dealers realigned American institutions to this ideology when the Great
Depression undermined popular faith in America’s older institutions. Dis-
persing economic power as widely as possible was a key part of this. Thus,
the American government undertook to break up that country’s great py-
ramidal corporate groups by banning large pyramidal groups from con-
trolling public utility companies, applying taxes to intercorporate divi-
dends, and strengthening public shareholders’ property rights over their
investments.” This fortuitous coincidence of ideology and opportunity to
act created America’s exceptional large corporate sector composed mainly
of freestanding widely held firms.

In Sweden, the same Great Depression had completely different results.
The ideology waiting in the wings in Sweden was Social Democracy. When
Swedish voters lost faith in their traditional institutions, Social Democrats
took power and radically concentrated economic power in two ways. First,
the state assumed power over the commanding heights of the Swedish
economy. Second, widespread corporate bankruptcies left large banks, like
that owned by the Wallenberg family, holding control blocks in most large
Swedish companies. These banks reorganized these companies into the
large pyramidal groups that currently dominate the Swedish economy.
Hogfeldt (chap. 9 in this volume) argues that the Social Democrats and
these powerful families developed a symbiotic relationship—the families
supported the Social Democrats, who enacted policies that favored large
old firms and hampered upstart firms.

Mixtures of Socialist and nationalist ideologies emerged in Germany,
Italy, and Japan during the Great Depression. Ultimately, radical nation-
alists won in all three, but not without adopting many Socialist policies. In
the 1920s and 1930s, the major German banks had accumulated huge
holdings of their own shares in efforts to stabilize their own stock prices.
The National Socialists confiscated these holdings, effectively nationaliz-
ing the banks and imposing party control over their proxy voting pro-
cesses. Multiple voting shares were nullified, except of family firms con-
trolled by gentiles, and voting caps did not apply to banks voting the
holdings of individual shareholders by right of proxy. In this way, the Reich
de facto nationalized the greater part of the German economy while leav-
ing the formalities of private ownership in place.® The Fascist government

7. See Morck (2004b).
8. See Kleeberg (1987, p. 83).
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of Italy nationalized the banks, which had seized control blocks in many
large bankrupt companies. [taly’s postwar governments retained many as-
pects of Mussolini’s economic system, including large pyramidal groups of
listed companies with state holding companies at their apexes. Japan’s mil-
itary government likewise placed military representatives on all boards to
ensure that large firms were managed patriotically and not for mere profit.

In Canada, socialists and progressives trumpeted opposing visions of re-
form in the 1930s, letting old-line parties hold the center and retain power.
This preserved its prewar system of pyramidal groups. The corporate gov-
ernance of large Canadian firms changed only gradually over the subse-
quent decades. Britain, France, and the Netherlands also seem to have pre-
served their pre-Depression systems of corporate governance.

Another example arises in connection with India and other postcolonial
economies. Das (2002) and others argue that intellectual fashions at the
London School of Economics adversely affected India’s economic policies,
including corporate governance. Similar effects elsewhere in the third
world seem highly plausible.

Families

A purpose of this book was to provide a richer rendering of corporate
governance systems throughout the world. The geographic and chrono-
logical scope of the project allows us to make observations as well as raise
important questions regarding how enterprise is organized in different
parts of the world. Importantly, the book speaks to the neglect of family
enterprise relative to its role in capitalist economies. Family capitalism
contributes to the wealth and/or poverty of a nation, with appreciation to
Adam Smith and David Landes.

A theme throughout this volume is the importance of large family busi-
ness groups in most developed economies. This confirms La Porta et al.
(1999) and Burkart, Panunzi, and Shleifer (2003), who conclude (p. 2167)
that most large businesses throughout the world “are controlled by their
founders, or by the founder’s families and heirs.” Moreover, there is no ev-
idence of a uniform natural transition from family capitalism to manage-
rial capitalism. Franks, Mayer, and Rossi’s chapter describes such a transi-
tion in the United Kingdom, and in chapter 8 de Jong and R&ell describe
a form of managerial capitalism that is perhaps native to the Netherlands.
In chapter 11 Becht and DeLong describe the transition from family to
managerial capitalism in the United States as a convolution of accidents
and America’s unique progressive ideology. In chapter 4 Fohlin shows that,
although Germany developed a variant of managerial capitalism because
of banking laws left in place by the National Socialists, large family firms
and groups remain very important there. Japan’s variant of managerialism
was a forced postwar transplant of American institutions. In Canada,
managerial capitalism displaced family groups through the first part of the
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century, and then retreated before a resurgence of family groups. Else-
where, family business groups were seldom challenged except by state-
owned enterprises. Professional managers, where they exist at all, are
merely hired help employed by enormously wealthy families.

The studies in this volume provide abundant evidence of family control
encompassing both best and worst practice. How large family groups per-
form, and how they affect their economies, seems highly context dependent.
Burkart, Panunzi, and Shleifer (2003) stress the legal protection of public
shareholders, arguing that heirs relinquish control to better-qualified pro-
fessional managers and diversify their wealth across many firms only if they
trust the corporate governance of those firms, and conclude (p. 2193) that
“the separation of ownership and management is thus an indication of a su-
perior corporate governance environment. The lack of such separation, and
the prevalence of family firms, is evidence of financial underdevelopment.”

But La Porta et al. (1997a, 1998) show that many highly developed econ-
omies provide few rights to public shareholders. This might occur naturally
if family control offers many advantages. For example, close family bonds
might enable a degree of cooperation that is more difficult to sustain
among nonkin. Entrusting control over different firms to blood kin might
facilitate the transfer of knowledge, roles, and routines from firm to firm as
well as from generation to generation. In other words, large family business
groups may represent effective ways of organizing enterprises that survive
the rigors of economic selection. Khanna and Palepu (chap. 5) stress this
naturally cooperative behavior as the glue that holds family groups to-
gether and the hard-earned reputations of certain families for their relative
success.

But they also show that family business groups rise and fall in India, and
other chapters identify analogous change elsewhere. Schumpeter (1951)
makes a similar observation about European family enterprises. He posits
several factors that alter the relative positions of wealthy families within a
ruling class, the breaching of class barriers—upward or downward, and
the rise and fall of whole classes. These factors are chance; shrewd man-
agement of the families’ position, especially via advantageous arranged
marriages; differences in the usefulness of families to their feudal superi-
ors; and different entrepreneurial ability in successive generations of the
family. He argues for a sort of automatism—a family that simply reinvests
a proportion of its profits in its business is bound to go under sooner or
later. Bad luck strikes, competition emerges, politics shift, and, most im-
portant, entrepreneurs die. Schumpeter (1951, p. 122) stresses that rare en-
trepreneurial ability is the foundation of most great family fortunes but is
an individual trait and does “not coincide with the logical necessity that
obtains in the case of family enterprises.” This, he continues, means “the
complete displacement of powerful family positions as typical phenome-
non, not merely the shifting of positions between families.” The entry and
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exit of families is thus “individually effected” (p. 123), so that classes sur-
vive, but families come and go. He concludes (p. 130) that “the persistence
of class position is an illusion, created by the slowness of change and the
stability of class character as such and of its social fluid.”

Ultimately, Schumpeter’s (1912) notion of creative destruction is an
underlying principle of capitalism. But innovation and entrepreneurship
need to be nurtured. Oligarchic family elites can use their considerable
wealth and connections to maintain their power and control at the expense
of economic development. Haber (1999), Morck, Wolfenzon, and Yeung
(2004), Olson (1963, 1982), Rajan and Zingales (2003), Thurow (1989), and
others call such entrenched elites oligarchies. Thurow, for example, distin-
guishes establishments from oligarchies. Both are well-educated, wealthy,
powerful, intermarried elites who

run their countries. . . . [But] the central goal of an establishment is to in-
sure that the system works so that the country will in the long run be suc-
cessful. An establishment is self-confident that if the system works and
if their country does well, they will personally do well. . . . In contrast an
oligarchy is a group of insecure individuals who amass funds in secret
Swiss bank accounts. Because they think that they must always look out
for their own immediate self-interest, they aren’t interested in taking
time and effort to improve their country’s long-run prospects. (p. 405)

The studies in this volume provide ample evidence of powerful family busi-
ness groups behaving as establishments, oligarchies, or first one and then
the other.

Business Groups

Conceptualizing economic activity in terms of business groups, as op-
posed to freestanding firms, is an incompletely understood area—perhaps
because groups are rarest in the United States and United Kingdom, where
business research is most active. A literature on business groups is coalesc-
ing but is probably decades behind that for other issues of similar impor-
tance.” The literature is probably most developed in connection with
Japan, where area studies scholars have long appreciated business groups’
importance.!® However, Japanese business groups, as Morck and Naka-
mura show in chapter 7, have a history starkly different from groups else-
where. Most important, large horizontal Japanese keiretsu are controlled
by managers, not wealthy families.

9. See Bae, Kang, and Kim (2002), Bebchuk, Kraakman, and Triantis (2000), Barca and
Becht (2001), Bertrand, Mehta, and Mullainathan (2002), Claessens, Djankov, and Lang
(2000), Claessens et al. (2002), Daniels, Morck, and Stangeland (1995), Faccio and Lang
(2003), Faccio, Lang, and Young (2001), Faccio (2002), Ghemawat and Khanna (1998, 2000),
Granovetter (in press), Khanna and Palepu (2000), Morck et al. (2000, 2004b), and others.

10. See, e.g., Aoki (1988), Hoshi, Kashyap, and Scharfstein (1991), and especially Nakatani
(1984).



34 Randall K. Morck and Lloyd Steier

Humans’ tendency to organize activities along patterns of kinship may
be biologically innate, as Axelrod and Hamilton (1981) suggest. But this
organizing propensity continues long after the biological necessity is re-
moved, and often extends to economic activity. Family and kinship group-
ings are likely the oldest and most pervasive forms of group behavior. From
an economic perspective, Khanna and Palepu (2000) conceptualize family
business groups “as a mechanism through which intragroup transaction
costs are lowered, by encouraging information dissemination among
group firms, reducing the possibility of contractual disputes, and provid-
ing a low-cost mechanism for dispute resolution” (p. 271).

Economic welfare, in theory, is greatly enhanced if trade extends beyond
kinship groups and even encompasses anonymous transactions. Firms that
raise capital from public shareholders at low cost can expand more rapidly
than those constrained by family wealth. Family-controlled pyramidal
groups arose everywhere as devices to tap public equity financing on a huge
scale but retain family control over all key decisions.

Groups that do not fit this pattern, such as modern Japanese keiretsu,
German bank groups, and groups with widely held or state-owned enter-
prises at their apexes, are exceptions, but important ones. In every case,
they too are structured to preserve public equity financing while locking
in control by insiders—professional managers, bankers, or bureaucrats,
rather than wealthy families. The broader theme of concentrated control
seems to encompass all business groups everywhere.

Why might such concentrated control develop and persist? Why does it
most often rest with a handful of wealthy families? At this point we can
only speculate.

There is safety in numbers, and as Aristotle wrote in his Ethics, “Men
journey together with a view to particular advantage.” Sociologists have
long recognized that “involvement and participation in groups can have
positive consequences for the individual and the community” (Portes,
1998, p. 2). Granovetter (in press) speculates that American-style free-
standing widely held firms did not last in postwar Japan because the “plan-
ners had dramatically underestimated the extent to which the dense web of
ties connecting firms within these groups, and the resulting sense of group
identity and patterns of customary cooperation, could persist and regen-
erate even without direction from family owners.” Perhaps, but group iden-
tity and cooperation need not require intercorporate equity holdings,
which Morck and Nakamura’s chapter argues were established as takeover
defenses in the 1950s and 1960s. In their view, Japanese groups were raised
from the dead to protect the positions of top corporate managers.

Khanna and Palepu (1997, p. 41) note that the “diversified business
group remains the dominant form of enterprise throughout most emerging
markets.” They caution economic planners and executives in those coun-
tries against imitating Western-style freestanding industrially focused
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firms. They argue that ties of the sort Granovetter (in press) proposes sub-
stitute for markets and institutions that permit anonymous or arm’s-length
transactions in developed countries. Khanna and Palepu (p. 41) argue that
if “a country’s product, capital, and labor markets; its regulatory system;
and its mechanisms for enforcing contracts” are not trusted, business
groups substitute for them. Trust between family members running various
group firms substitutes for trust in business contracts, financial markets, or
labor market signals.

Trust

Cooperative behavior with blood kin may well be genetically pro-
grammed, making families the default junctures of high-trust behavior for
the individuals within them. But wider networks of high-trust behavior ap-
pear to be important to the creation of an effective system of governance
for large organizations and of reliable institutions in general.!! Mayer,
Davis, and Schoorman (1995, p. 712) define trust as “the willingness of a
party to be vulnerable to the actions of another party based on the expec-
tation that the other will perform a particular action important to the
trustor, irrespective of the ability to monitor or control that other party.”
Arrow (1974, p. 23) explains the advantages it bestows thus: “Trust is an
important lubricant of a social system. It is extremely efficient; it saves
people a lot of trouble to have a fair degree of reliance on other people’s
word.” Trust can lower transaction costs and permit effective coordination
and control. Macaulay (1963, p. 55) makes a strong case that the gover-
nance of business transactions has an important dimension that goes be-
yond formal agreements and contracts. He argues (p. 58) that formal legal
contracts cover a very small portion of all business conducted, and that
business people largely prefer to rely on mechanisms such as “a man’s
word,” a “handshake,” or “common honesty and decency.”

For Fukuyama (1995) a high level of societal trust improves the perfor-
mance for all the society’s institutions. The absence of trust—or, more se-
riously, distrust—makes coordination and control problematic. In certain
situations, such as the grafting of Western capitalism onto a developing
economy with low general levels of trust for nonkin, a “mismatch” of trust
occurs where people take advantage of the erroneous expectations of oth-
ers. This is a key theme in the chapter by Goetzmann and Ko6ll, in which
Western institutions built on certain assumptions of trust failed abjectly in
prerevolutionary China when adjoined to its ancient entrenched bureau-
cracy.

Although readily destroyed, trust in a society’s institutions is not easily

11. Regarding trust in large organizations, see Bradach and Eccles (1989), Coase (1937), La
Porta et al. (1997b), Powell (1990), Sahlman (1990), Steier (1998), Stinchcombe (1965), and
Williamson (1975, 1985). Regarding institutions broadly interpreted, see Coleman (1988),
Putman (1993), and Fukuyama (1995).
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built up. Putnam (1993) describes how economically important networks
of trust in Northern Italy were built through centuries of successful asso-
ciation. The chapter on Canada by Morck et al. describes that country’s
evolution from a low-trust society in which families were virtually the only
instruments of trust reliable enough to finance business ventures. Mur-
phy’s chapter on France describes the destruction of popular trust in the
institutions of arm’s-length finance.

Certain organizational arrangements can substitute to some extent for
low trust outside families and can even increase ambient levels of trust, al-
beit slowly. Khanna and Palepu’s chapter on India describes the impor-
tance of ethnic minorities in India’s early large businesses. The relatively
small size of these communities in large markets permitted both relation-
ships of trust between key decision makers and certain economies of scale.
In India and other countries, small elites developed within which huge
deals could be consummated largely on the basis of trust.

This view of business groups is underscored by the business histories
of many of the countries surveyed in this volume. The earliest origins of
Japan’s family business groups, or zaibatsu, were to circumvent low-trust
problems. For example, the Mitsui family expanded into commodity trad-
ing because their silk business depended on barter deals. They later moved
into banking to move Japan beyond barter deals into a real financial sys-
tem.

It also helps explain the structures of business groups. The relational ap-
proach to strategy and economics propounded by Dyer and Singh (1998),
Landes (1998), and Portes (1998) suggests that economic success depends
on effective network relationships. Burt (1992b, p. 11) thus argues that
“something about the structure of the player’s network and the location of
a player’s contacts in the social structure of the arena provides a competi-
tive advantage.” In this light, business groups should be structured around
critical transactions where trust is important. Effective networks contain
enough members to accomplish the task, but not so many as to be unman-
ageable nor unnecessary or redundant.

Burt (1992a) models effective network ties as links to clusters of re-
sources. The number of ties matters less than the clusters of resources ac-
cessed. A bigger network is only more effective if it connects to additional
pertinent clusters of resources. An effective network thus contains “struc-
tural holes,” where the costs of expansion outweigh the benefits (Burt
1992a, p. 65). There are advantages (Burt 1997, p. 343) to “having a con-
tact network rich in structural holes.” Business groups should grow to en-
compass relevant clusters but avoid redundant relationships by economiz-
ing on ties. Thus, very early Canadian groups began with timber businesses
and expanded into ship building, then shipping, and then insurance.

Business-government relations are also critical links for business groups
in many countries. Hogfeldt’s chapter on Sweden essentially argues that



The Global History of Corporate Governance: An Introduction 37

Socialist politicians viewed family-controlled business groups as effective
links to the whole of the private sector. By abetting dynastic family control
over wide circles of firms, these politicians established a system where they
could negotiate with the greater part of the large corporate sector over a
small table. He adds that this may have stymied the development of arm’s-
length institutions in Sweden. This logic of business groups as second-best
solutions impeding movement toward first-best solutions is echoed in sev-
eral other chapters.

Franks et al. (chap. 10) argue that fear of losing one’s reputation spread
trustworthy behavior widely across British corporate governance by the
early twentieth century. But in the rest of this volume, legal or regulatory
sanction as reprisal for unacceptable grasping seems necessary to elevate
ambient levels of trust, though exactly which sanctions mattered histori-
cally in which countries remains unclear.'? In the United States especially,
Becht and DeLong (chap. 11) see popular disquiet with concentrated eco-
nomic power as perhaps more important than economic inefficiency in ad-
vancing tax, securities law, and other regulations that ultimately destabi-
lized large business groups.'* And Sylla and Smith (1995) argue that law
played a greater role in Britain than Franks et al. allow.

Law

In a fundamental paper, La Porta et al. (1997a) argue that stock market
development should be positively correlated with shareholder legal pro-
tection. Shleifer and Wolfenzon (2002) formalize this argument with a
model in which controlling shareholders sell out to diversify if their rights
as portfolio investors are legally protected. Otherwise, they remain undi-
versified blockholders in the companies they manage and consume what
private benefits they can extract from their public shareholders. La Porta
et al. (1997a) measure shareholder rights by focusing on six specific legal
rights shareholders have in the United States and counting how many of
them shareholders have in other countries.'* They find that in the 1990s
countries with stronger shareholder protection were characterized by
larger stock markets and more diffusely held large corporations, and that
these countries tend to have legal systems derived from British common
law. The common-law countries in figure 1 are Australia, Canada, Hong
Kong, Ireland, New Zealand, Singapore, the United Kingdom, and the
United States, and they clearly do have more widely held large firms than

12. See La Porta, Lopez-de-Silanes, and Shleifer (2003).

13. See Morck (2004b) for detail on these regulatory attacks.

14. This index adds one point if the country lets shareholders mail in proxy votes, does not
require shares to be deposited prior to a general shareholders’ meeting, allows cumulative vot-
ing or proportional representation of minorities in the board, provides an oppressed minor-
ity remedy, lets an owner of 10 percent or less of the share capital call an extraordinary share-
holders’ meeting, or lets shareholders’ preemptive rights be voided only by a shareholders’
vote.
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the other countries, all of which employ civil codes of one form or another.
La Porta et al. (1997a, 1999) conclude that diffuse ownership and share-
holder capitalism require solid legal protection of public shareholders’
property rights in their investments.

Several of the chapters in this volume beg to differ. Murphy remarks in
chapter 3 that “in a post Enron, Tyco, WorldCom world, French jurists and
financiers might be permitted a wry smile at the implication that the com-
mon-law system is linked to a strong system of corporate control.” Fohlin
argues that her chapter “casts doubt on the notion that civil law traditions
per se consistently undermine market functioning” because German stock
markets ebbed and rose at various points, while its legal system changed
little. She also fails to find any temporal correlation between changes in
shareholder protection and ownership diffusion. Franks, Mayer, and Rossi
argue that British shareholders had none of the legal rights La Porta et al.
(1997a) enumerate until 1948, and only attained their current level of pro-
tection in the final third of the twentieth century.’® Yet they find that the
ownership of new British firms dispersed as quickly early in the twentieth
century and in its latter decades. Canadian shareholders had few of these
same rights until the 1960s, but Morck, Percy, Tian, and Yeung find that
Canadian corporate ownership grew widely dispersed by the middle of the
twentieth century and that family-controlled pyramidal groups staged a
roaring comeback at the century’s end and under unprecedentedly strong
shareholder rights laws. France, Germany, Italy, Japan, the Netherlands,
and Sweden all had economically very important stock markets off and on
through their history—especially at the beginning of the twentieth cen-
tury, as noted by Rajan and Zingales (2003). Becht and DeLong argue in
chapter 11 that U.S. shareholders remain vulnerable to many forms of ex-
propriation by corporate insiders despite their statutory legal rights, and
Aganin and Volpin (chap. 6) argue that shareholder rights in Italy are a
dead letter because of general judicial system inefficiency.

Three general criticisms of La Porta et al. (1997a, 1999) emerge. First,
the timing of improved shareholder rights does not match the timing of
ownership dispersion in several countries. Second, the correlation between
large stock markets and shareholder rights is highly specific to the late
twentieth century. Third, the La Porta et al. shareholder rights index is an
incomplete proxy for actual shareholder legal protection. The thesis that
statutory shareholder rights cause stock market development and owner-
ship diffusion is hard to square with these findings. However, the thesis that
a country’s legal system, or some other factor highly correlated with this,
predisposes it to a certain form of capitalism, which is really the funda-

15. Cheffins (2001) also argues that British legal developments weaken the thesis of La
Porta et al. (1997a, 1998), though Sylla and Smith (1995) argue that late nineteenth-century
developments in British law actually did strengthen shareholder rights considerably.
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mental point La Porta et al. advance, is harder to challenge. Indeed, the
chapters of this book provide fairly solid evidence in its favor.

Murphy (chap. 3) does not argue that the French legal code is unimpor-
tant but rather that French public investors grew skeptical of stock markets
because of repeated financial crises. Yet the response of French politicians
and jurists to each crisis was not to strengthen investor rights. Rather, the
response to the Mississippi Company bubble was to reassert Roman
Catholic prohibitions on interest and to all but shut down the financial sys-
tem. Neither the revolutionary government’s assignats nor the Crédit Mo-
bilier fiasco heralded stronger investor rights. Likewise, the responses of
the Dutch, Italian, Japanese, and Swedish governments to the financial
crises of the 1920s and 1930s were to substitute various mechanisms of
state-controlled capital allocation for their stock markets. In contrast, a
not dissimilar succession of financial manias, panics, and crises in Britain,
Canada, and the United States ultimately strengthened shareholder rights.
Clearly something in their legal systems changed. Why did financial crises
trigger fuller disclosure, better regulation, and stronger investor rights in
common-law countries but a disconnection of the stock market from the
economy in countries with civil law traditions?

Aganin and Volpin (chap. 6) shed light on what happened in Italy. After
the crash of 1907, Fiat’s shareholders sued the Agnelli family for account-
ing irregularities and stock price manipulation. The Agnellis were cleared
of all wrongdoing, but investor confidence in the stock market was deeply
shaken, and Italy remained in a prolonged financial crisis through 1914.
Aganin and Volpin argue that “there was a general market perception that
universal banks and corporate insiders like the Agnellis used the invest-
ment boom early in the century to pump and dump their shares.”

Morck and Nakamura (chap. 7) describe how the American occupation
force redesigned the ownership structures of Japan’s major corporations in
the late 1940s to make them widely held. Yet Japanese managers, fearful of
hostile takeovers, placed blocks of stock with each other’s firms to defend
against raiders, forming the current keiretsu groups. Recent work in the
United States and other countries shows that barriers to takeovers are not
in the best interests of shareholders. Yet the Japanese managers acted any-
way, for Japanese shareholders had no legal right to object.

One interpretation of the findings in this volume is that both civil law and
common-law countries create large financial markets but that common-
law countries are better able to sustain them over the longer run. Perhaps,
from time to time, a new generation in a civil law country discards the ad-
vice of its grandparents and invests heavily in stocks. Once it becomes clear
that its rights are ill protected, the values of its portfolios collapse and the
next generation or two shun the market again until collective memory
fades and a new generation of marks is born.

But what is it about common-law systems that sustains large stock mar-



40 Randall K. Morck and Lloyd Steier

kets and makes sustained diffuse ownership possible? If La Porta et al’s
(1997a) shareholder rights are recent statutory innovations in most com-
mon-law countries, why are investors in those countries generally more ac-
cepting of stocks? One possibility is deeper characteristics distinguishing
common law from civil law.

One such difference emerged in the early seventeenth century, when
France was exhausted by its Wars of Religion (1562-98) and England was
devastated by its Civil War (1625-49). Cardinal Richelieu sought to reunite
France by centralizing power in the hands of an absolute monarchy. Blood-
ied by years of chaos, the French people accepted this as a sort of salvation.
The arbitrary Revolutionary Tribunals of the late eighteenth century left
the public mistrustful of judicial discretion and probably made the French
people, and Napoleon in particular, receptive to the rigid codification of
the law and the subjugation of judges to the executive branch of govern-
ment. Thus, Napoleon replaced France’s prerevolutionary civil code with
a new, expanded Napoleonic Code, and his armies exported this across the
European continent. Meanwhile, England had developed a tradition of an
independent judiciary—the Courts of Common Law—as alternatives to
the royal courts—the Exchequer and the Court of Star Chamber. This was
a reflection of a broader struggle for power between the monarch and Par-
liament that came to a head with Cromwell’s Commonwealth (1649-60).
Parliament won both the English Civil War and the battle for the courts
that followed. English courts became independent of the executive branch
and subject only to Parliament.'¢

This gave English and French jurisprudence very different flavors.!” To
vastly oversimplify, the French courts existed to implement the will of the
king, while the English courts existed to protect free Englishmen from
abuse by their king. Over time, government came to be substituted for king,
but the difference persists. Common-law systems protect the weak from the
strong; civil law systems enforce the edict of the state. This distinction dis-
poses courts in common-law countries to protect public shareholders, even
in the absence of explicit statutes.

A second underlying difference is that civil codes provide detailed in-
structions to judges that try to anticipate all possible cases and specify de-
cisions for each. The judge looks to the letter of the law anew in each case.
Merryman (1966, p. 586) describes the resulting dominance of doctrine
and how judicial decisions read “more like excerpts from treatises or com-
mentaries on the codes than the reasoning of a court in deciding a concrete
case.” Under common law, judges base rulings upon general principles and
previous cases as well as legislation. This, with the relative independence of
the judiciary from political interference, renders a/l common-law courts, to

16. See also Hayek (1960) and Glaeser and Shleifer (2002).
17. See Watson (1981), Pistor et al. (1999), Glaeser and Shleifer (2002), and others.
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some extent, activist courts. Decisions are less responsive to the minutia of
a legal code and more to the perceived viewpoint of a reasonable man, a
prudent man, or the like. Corporate insiders who pilfer from public share-
holders in a common-law jurisdiction, even if they fastidiously avoid
breaching all written statutes, can never be entirely certain the courts will
not find a precedent or general principle to convict them anyway. This un-
certainty might contribute to better general treatment of public investors
in common-law countries, even before those countries enacted the specific
statutory rights La Porta et al. (1997a) enumerate.

A third difference, which flows from the first two, is the quality of judi-
cial decisions. Both common-law and civil code systems can be of high
quality, but both also have weak points.'® Three particular vulnerabilities
to which civil law systems are prone are of special concern in cases of cor-
porate governance that pit connected corporate insiders against impecu-
nious public shareholders. First, because civil law judges are bureaucrats
subordinate to the government, ill-functioning courts are malleable to po-
litical pressure.'” Second, because decisions depend on complicated codes
rather than broad principles, a poorly functioning civil law system can fa-
vor litigants who are better at parsing those codes. Third, because prece-
dent is less a guiding principle, civil law judges can shrug off how their
judgments affect people’s future behavior in the belief that good bureau-
crats should defer to politicians.

These differences can all be overstated, of course. The United States has
codified its contract law in the Uniform Commercial Code, and its securi-
ties laws in the Securities and Exchanges Act and various and sundry leg-
islation. These codes are easily as detailed as many civil codes.”* Mean-
while, Enriques (2002) documents how civil codes contain “general
clauses” instructing judges to apply certain standards on a case-by-case
basis, and civil law judges sometimes even create new standards or extend
existing ones. Although these clauses theoretically allow civil law judges
latitude to convict wrongdoers who delicately avoid breaking the letter of
the law, they seldom exercise it—perhaps because of their doctrinal train-
ing. Finally, the executive branch of government appoints high court
judges in most common-law countries, and some might see this as subju-
gating the courts. There is even disagreement among legal scholars about
the degree of protection civil law countries actually accord public share-
holders. For example, Ramseyer and Nakazato (1999) argue that Japanese
law gives public shareholders fairly strong legal rights. Many legal scholars

18. Berkowitz and Clay (2004) find that U.S. states with civil law colonial legal systems
(Florida, Louisiana, and southwestern states taken from Mexico) have more constitutional
instability than purely common-law states. Whether this reflects inherent problems in civil law
or in switching legal systems is not fully clear, though they favor the latter explanation.

19. See Hayek (1960), Mahoney (2001), and La Porta et al. (2004).

20. See Weiss (2000).
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thus regard the distinction between civil and common law as primarily of
historical interest.?!

Nonetheless, these three differences might perhaps coalesce into an ex-
planation.?> Many common-law and civil code countries had large stock
markets to which numerous small investors entrusted their savings at vari-
ous points in their histories. All of these countries experienced financial
panics and crises, but these seem to have devastated shareholder cultures
in civil law countries worse than in common-law countries.

Albeit often with very long lags, financial crises induced stronger share-
holder legal rights in common-law countries. Coffee (2001) argues that
common law created a better environment for self-regulation. Moreover, a
succession of British court decisions and laws, beginning with the Joint
Stock Companies Registration, Incorporation, and Regulation Act of
1844, steadily expanded investor legal protection. Indeed, the committee
that drafted the 1844 act reflected long on past financial crises and stock
market bubbles and “classified bubble companies into those naturally un-
sound, those unsound through bad management, and those clearly fraud-
ulent. For the first nothing could be done, and for the others the great rem-
edy was publicity” (Frentrop 2003, p. 155). In contrast, civil law countries
typically responded to such crises by using banks or state investment pro-
grams to circumvent the stock market. Thus, Aganin and Volpin (chap. 6)
write that “in Italy, the government responded to the Great Depression by
becoming a substitute for capital markets. Post war [sic] governments saw
no great need to improve capital market regulation.” Most other continen-
tal European countries and Japan adopted similar policies. This reflects
the first intrinsic difference between the two systems. Common-law coun-
tries’ courts and governments sought to protect the weak from the strong;
civil law countries’ governments sought alternative ways of implement-
ing the public-policy goal of efficient capital allocation. Their courts, ill
equipped to restore faith in capital markets for the reasons outlined above,
let matters rest.

Franks, Mayer, and Rossi (chap. 10) write of higher standards of ethics
in British than in foreign businesses. This might reflect the second intrinsic
difference between common-law and civil code systems, the uncertainty in-
trinsic to common law. Precedent and general principle can convict wrong-
doers who rely overly on the letter of the law. Certainly, Becht and DeLong
(chap. 11) ascribe the diffusion of ownership to shareholder rights created
by activist common-law courts in the United States. Perhaps small in-
vestors in common-law countries factored in the probability of some prop-
erty rights protection despite an absence of statutory rights, and this sus-

21. See, e.g., Markesinis (2000), and see also Posner (1996).
22. See also Weiss (2000) for the argument that differences, though perhaps overstated by
some scholars, exist and are important.
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tained their stock markets through rough patches. Sylla and Smith (1995)
argue that legal reforms in late nineteenth-century Britain could have per-
mitted this.

Enriques (2002) tracks Italian corporate judicial rulings through the late
1980s and 1990s and finds a bias in favor of corporate insiders and highly
formalistic arguments; but no evidence that judges consider the impact of
their rulings on the incentives or behavior of firms and managers. Aganin
and Volpin (chap. 6) refer to these findings, and to evidence in La Porta et
al. (1998) of the low quality of legal enforcement in Italy, to stress that
weak Italian corporate governance might reflect a poor-quality judicial
system rather than an absence of specific shareholder rights or a civil law
system per se. But the third intrinsic difference between common law and
civil codes points to judicial dysfunction in these specific areas of law,
which matter critically to the corporate governance of diffusely owned
firms, as special vulnerabilities of an ill-functioning civil code system.

Overall, the studies in this volume do not undermine the basic argument
that differences in legal systems matter. Indeed, de Jong and Réell (chap. 8)
present the only discussion of a discrete change in legal system, describing
how Napoleon’s imposition of his civil code on the Netherlands undid
much of its financial development.?* Frentrop (2003) confirms much of this
in more detail. De Jong and Roell clarify the subsidiary importance of lists
of statutory shareholder rights and underscore the need to study more fun-
damental differences between legal systems. Effective shareholder legal
protection takes more than a complete checklist of statutory provisions.
La Porta et al. (2004) and La Porta, Lopez-de-Silanes, and Shleifer (2005)
stress more fundamental legal system differences turning on judicial inde-
pendence, disclosure, and securities laws.

Origins

Much recent work posits that the institutional differences between mod-
ern countries derive, in part at least, from differences in their preindustrial
economies.” To some extent, these arguments are motivated by economet-
ric considerations. A truly exogenous variable is needed to resolve many of
the econometric issues that bedevil empirical economics, and where better
to find one than in the distant past? But beneath these technical motiva-
tions there lies a genuine belief that past centuries’ events and conditions
constrain today’s decision makers and institution builders.

An extreme thesis of this sort is that economic development is predes-
tined by geography. This is an uncomfortable philosophy to economists, for
it diminishes somewhat their trade. Yet Diamond (1997) posits precisely

23. Though Mokyr (2000) argues that Dutch laws and institutions needed serious reform at
this point anyway because heirs to its earlier economic success had become entrenched and
blocked further progress.

24. La Porta et al. (1997a) justify the exogeneity of legal origin on this basis.
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this.? Others, like Weber (1904) and Stulz and Williamson (2003), argue, in
a parallel vein, that deeply ingrained cultural factors predetermine eco-
nomic prosperity. Weber stresses the unique developments surrounding the
Protestant Reformation in Europe and argues that these prepared Europe
uniquely for free markets and rapid economic growth. True, the first two
economic powerhouses of modern Europe, Britain and the Netherlands,
were resolutely Protestant, as were many principalities that became Ger-
many. The religious wars that swept Europe funneled educated refugees
and capital into the uniquely tolerant Netherlands as Dutch merchants in-
vented the joint-stock company. The English Civil War, which freed British
courts of royal oversight, certainly had a religious side—unfinished busi-
ness from the Reformation. But German industrial development occurred
long after the Reformation, and not much before similar bursts of growth
in Catholic Europe in the twentieth century. Hogfeldt’s chapter on Sweden
describes decidedly oligarchic institutions given a modern social demo-
cratic sheen. And other Protestant countries, like the Baltic states, re-
mained outside the modern world until quite recently.

An alternate approach to predestination, more conducive to economic
analysis, is Haber’s (1999) argument that different countries have different
economic institutions—customs, cultures, and traditions as well as legal
systems—and that these institutions determine how people behave, and
hence what sorts of public and private investments are feasible.?® Sound in-
stitutions protect private property rights, encourage the honest payment of
taxes, and enforce contractual agreements and other forms of cooperation.
In a sound institutional environment, large-scale public and private invest-
ment are made possible by freedom from the threats of theft, cheating, and
reneging. With varying qualifications, this situation characterizes today’s
developed economies. In particular, sound institutions of corporate gover-
nance permit the existence of large corporations and their ownership by
diffuse investors.

But an absence of sound institutions leads to different arrangements.
Where the state and investors cannot rely on arm’s-length arrangements to
protect property rights, one must co-opt the other. To protect their prop-
erty rights, powerful individuals and families in such countries control the
police powers of the state. Or those who control the state appropriate what
wealth the economy has, invest it to benefit themselves, and use their po-

25. Diamond (1997) argues that the larger land mass of the Eurasia gave rise to more do-
mesticable plants and animals and that its primarily east-to-west orientation permitted their
rapid diffusion. This gave its inhabitants a permanent lead in the process of economic devel-
opment. Our problem with this thesis is that most domesticated plants and animals derive
from wild species. Ex post, the ancestors of wheat and cows must have been domesticable.
This does not mean New World species, like turkeys and potatoes, could not have been do-
mesticated earlier and more fully too. Who knows how good a beast of burden might have
been bred from, say, the plains bison?

26. This work builds upon Olson (1963, 1982) and others.



The Global History of Corporate Governance: An Introduction 45

lice power to protect their investments. Either solution frees investors from
the danger of losing to cheaters, thieves, and scoundrels. However, unsur-
prisingly, these oligarchs see little reason to protect the property rights of
others. This leads to oligarchic institutions—the governance of most eco-
nomic activity is entrusted to wealthy oligarchs who use the state to protect
their interests, and most of the population lives without meaningful prop-
erty rights or extensive public goods. Haber (1999) views Latin America as
typifying this form of economic organization.

Once oligarchic institutions are in place, oligarchs understandably pre-
fer the status quo and use the state to prevent institutions from changing.
Olson (1963), Acemoglu and Robinson (2000), Acemoglu, Johnson, and
Robinson (2001, 2002a,b), and Morck, Wolfenzon, and Yeung (2004) all
present mechanisms through which this can happen and which give rise to
a sort of economic predestination. Once a country has oligarchic institu-
tions, upending them is not easy.

Advanced non-Western economies, according to Acemoglu, Johnson,
and Robinson (2002b), had well-developed indigenous institutions that
evolved to exploit natural resources for the benefit of the local elite. Euro-
pean colonial rulers and postcolonial independence leaders retained these
oligarchic institutions, hampering broad-based economic development.
Consequently, the most advanced non-Western societies—Asia, the Is-
lamic world, Mexico, and Peru—have the most problems incorporating
modern Western institutions.

This certainly resonates with the chapter on China by Goetzmann and
Koll, which describes how the traditional Chinese imperial bureaucracy,
acting as it always had, undermined well-intentioned and carefully written
legal reforms aimed at establishing the institutions of good corporate gov-
ernance in late nineteenth-century China. In contrast, Japan, a much
younger civilization, whose local institutions were in disrepute at the time
of its opening to the West, managed a more successful transplant of West-
ern institutional arrangements.

The chapter on India fits less fully with the thesis of Acemoglu, John-
son, and Robinson (2002a). Khanna and Palepu point to India’s ancient
precolonial mercantile traditions, carried into the modern world by spe-
cific ethnic minorities—especially the Marwari, Gujerati, and Parsi.
They document the close ties between India’s leading mercantile families
and both the British Raj and Congress party, and describe situations sim-
ilar to Haber’s (1999) depiction of Latin American oligarchic institutions
and in line with Acemoglu, Johnson, and Robinson. However, Khanna
and Palepu go on to describe how the Tata family, which was politically
close to the British colonial government, lost much of its political influ-
ence after independence, and especially after India embraced Nehruvian
Socialism. The family’s response was an energetic entrepreneurial strat-
egy that worked around a mainly hostile License Raj and built up suffi-
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cient capital and goodwill to finance a large part of India’s new software
industry.

Acemoglu, Johnson, and Robinson (2001) argue that patterns of Euro-
pean settlement centuries ago determine modern economic institutions
and patterns of corporate control in the modern world. They argue that
where European settlers could survive, they created institutions that pro-
moted economic development, but that where they could not survive, they
created institutions that facilitated the fastest possible extraction of valu-
able resources. Those oligarchic institutions, once established, were locked
in, condemning the latter countries to centuries of poverty and exploita-
tion by colonial and then local elites.

The chapters on Canada, India, and the United States—all former
colonies—speak to this thesis. Those on Canada and the United States
document early institutions and institutional development not very differ-
ent from those of their colonial masters, the British and French. Morck et
al. (chap. 1) make the point that Canada’s longer presettlement history as
a French, and then British, fur trade entrepot gives it some institutional
echoes of a colony of resource extraction run in the interests of a tiny elite.
Clearly, colonial and traditional institutions do persist, and constrain sub-
sequent institutional development.

Evolution

But this argument can be pressed too far. European countries also have
their colonial origins. France was a Roman colony, and the French civil
code is essentially a revised version of the code Justinian applied to all parts
of the Roman Empire, including Gaul. The Romans adopted Greek ideas,
and the Greeks drew from Egypt. Modern European institutions of gov-
ernment, society, and law still echo ancient antecedents, but they have also
clearly evolved.

Institutions change—occasionally radically—dooming predestination
as a complete explanation of modern institutions. Olson (1982) argues that
major institutional changes require major disruptions, like wars or disas-
ters, which weaken the elite sufficiently to interrupt its control of the state.
This certainly resonates with several of the chapters in this volume and
other work on the history of corporate governance. Frentrop (2003) argues
that the Dutch developed the first joint-stock company, the Dutch East In-
dies Company, founded in 1602, to gain leverage against larger European
powers that threatened them.?” This company pioneered the use of share
certificates traded on a stock exchange to raise money. This freed the com-
pany from financial dependence on a royal exchequer so that economic
logic, rather than court intrigue, might determine strategies. Its commer-
cial success catapulted the small Dutch Republic from obscurity to chal-

27. See Frentrop (2003) for details.
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lenging the Spanish Empire, built on New World gold, and the Portuguese
domination of the circum-African spice trade. In the seventeenth century,
the British imported successful Dutch institutions along with the House
of Orange after the Glorious Revolution. In the nineteenth century, the
French, Germans, Italians, and Swedes—and even the Dutch—could all
look to Britain for model institutions when their own came into disrepute.
In the twentieth century, Germany, the Soviet Union, Japan, and the
United States each took Britain’s place in different decades, with decidedly
more mixed results.

The chapters in this book show that institutional change seems to re-
quire a crisis in existing institutions and a workable role model for new
ones. The Tokugawa shoguns lost face irreparably by capitulating to Ad-
miral Perry and opening Japan to American trade. This loss let the Meiji
leaders stage a coup and undertake wholesale changes to every aspect of
Japanese society. The American Revolution and the liberal rebellions in
1830s Canada also clearly reshaped institutions. But the financial chaos of
the French Revolution, according to Murphy (chap. 3), helped induce in-
stitutions that delayed French financial development. Good intentions are
certainly no guarantee of good results.

Most important to recent developments in corporate governance, the
Great Depression emerges in virtually every chapter as a key formative ex-
perience. In the United States, this crisis activated progressive political
forces that broke up America’s great pyramidal groups. But in Canada, it
triggered a return to old mercantilist traditions, as the government car-
telized the economy to fight deflation. In Sweden, the Great Depression left
scores of firms bankrupt and the Wallenbergs’ bank holding control blocks
of their shares in lieu of debt repayments. In Germany, Italy, and Japan,
the Depression brought in extremist political movements, which subordi-
nated corporate governance to ideology.

Transplants

The histories recounted in this volume contain several instances of one
country deliberately adopting institutions developed in another. General-
izations from these few histories must be highly tentative. Nonetheless, a
few patterns stand out.

Transplants between Western countries seem healthier than those from
Western to non-Western countries. This might be because none of these
institutions was totally foreign to the importing country. Thus, the
Napoleonic code was successfully transplanted to the rest of continental
Europe, including the Netherlands. That most of Europe already used
variants of Roman civil law prepared the ground. Sweden adopted first
Scottish and then German banking with little difficulty, but Swedes were
already quite familiar with each system beforehand. Canada borrowed
much of her securities laws from the United States, but many Canadians
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were already familiar with American securities laws from doing business in
the United States.

Transplants to non-Western countries seem less robust. The chapter on
China describes a rejected transplant. In the late Qing dynasty, China’s en-
trenched bureaucrats could not comprehend the concept of independent
firms, as envisioned in its Westernized corporations law. The bureaucrats’
traditional concepts of patronage and loyalty congealed into endemic cor-
ruption that replaced Chinese capitalism with Soviet institutions. The
chapter on India describes how shoddy Soviet transplants also corroded
India’s British institutions after independence, though less completely. The
Japan chapter describes that country’s serial adoption of a sequence of for-
eign institutions.

All of these observations concur well with the transplant effect proposed
by Berkowitz, Pistor, and Richard (2003) and Pistor et al. (2003, p. 81),
who argue that legal evolution is continuous and gradual in countries with
indigenously developed legal systems but that transplanted legal systems
stagnate for long periods, with interruptions of radical and even erratic
change. Pistor argues that transplanted legal systems that can adapt are
more likely to succeed. Without disputing this, Goetzmann and Koll
(chap. 2) propose that indigenous Chinese institutions undermined prom-
ising transplants. This raises the possibility that operational home-grown
institutions might marginalize or capture transplants, rendering them dys-
functional.

Large Outside Shareholders

Corporate governance is an important determinant of the distribution
of economic power, and thus a key plank of reform in many political ide-
ologies.

For example, the French Revolution probably injected an important ide-
ological element into European corporate governance. Dunlavy (2004) ar-
gues that many corporate shareholder meetings were radically more dem-
ocratic in the early nineteenth century than they are now. Many corporate
charters at that time granted one vote per shareholder, rather than one vote
per share, which Dunlavy calls plutocratic voting. Others had scaled voting
rights systems, which granted larger shareholders fewer votes per share or
capped their voting rights. The one-vote-per-shareholder system may have
reflected common legal rules governing business and municipal corpora-
tions. However, such voting systems were by no means universal in the
early history of capitalism. For example, the 1670 charter of the Hudson’s
Bay Company provided for one vote per share, not one vote per share-
holder. Dunlavy reports that plutocratic voting rapidly came to dominate
American shareholder meetings but that more democratic shareholder
meetings persisted through much of the nineteenth century on the Euro-
pean continent.



The Global History of Corporate Governance: An Introduction 49

Perhaps the radical democratic ideals of the French Revolution sus-
tained the popularity of one-vote-per-shareholder corporate governance
on the continent. Certainly, Frentrop (2003) argues that “the ideal of
equality promulgated by the French Revolution made the shareholders’
meeting, which provided equal rights for all shareholders, the most power-
ful body of the company. This was so self-evident that Napoleon’s 1807
Code de Commerce does not mention it. Directors were dismissible agents
of the shareholders.”

An alternative explanation, proposed by de Jong and Réell (chap. 8) in
connection with the Netherlands, is that corporate insiders limited the vot-
ing power of large outside shareholders to entrench themselves. Certainly,
both explanations could be true. Corporate insiders might have cynically
exploited popular ideologies to lock in their control rights. Or they might
have genuinely subscribed to ideologies that coincidentally entrenched
their economic power.

Rajan and Zingales (2003) advance the former thesis to explain why the
financial systems of many countries atrophied during the twentieth cen-
tury. They show that many countries had much larger and more developed
financial systems at the beginning of the century than at the end of the cold
war era. They propose that a first generation of entrepreneurs raised
money to finance industrialization at the beginning of the century and that
they or their heirs lobbied for government policies that crippled their coun-
tries’ financial systems to prevent competitors from raising capital. One
way to do this is to support high income taxes and low estate taxes. An-
other might be checks on the voting power of large outside shareholders,
which might have been an ideologically acceptable way to do this.

Shleifer and Vishny (1986, 1997) argue that large outside shareholders,
by rendering takeovers credible threats, cause corporate managers in the
United States to work harder, and that this raises share prices for small in-
vestors. Weakening large outside shareholders would entrench existing in-
siders by stopping takeovers and would make stocks less attractive to small
investors, depriving potential entrants of capital.

However, large outside shareholders may have interests of their own that
mesh poorly with small shareholders’ interests. Corporate pension funds
might be reined in by corporate management to invite reciprocal treatment
from their counterparts’ pension funds. Public-sector pension funds might
be subject to political influence. Nonetheless, Franks, Mayer, and Rossi
(chap. 10) argue that institutional investors were clearly a force for good
governance in the United Kingdom. Perhaps they are set to play similar
roles elsewhere too.

Becht, Bolton, and Réell (2002) stress finding a balance between mana-
gerial discretion and small shareholder protection. Systems that lean too
far toward protecting small shareholders from blockholders let existing
corporate insiders do as they like because small shareholders lack the re-
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sources to challenge them. Leaving too much power in the hands of large
blockholders exposes shareholders to expropriation and perhaps also sub-
jects managers to unwarranted monitoring.

Financial Development

In a historical study of German universal banks, Kleeberg (1987, p. 112)
remarks that “the best advice for a young German industrialist who needed
more capital was to marry a rich wife . . . this was the advice which the
cologne merchant Friedrich Solling constantly pressed upon his partner
Adolf Krupp. Hence the extremely complicated family trees and numerous
intermarriages among the Rhenish Bourgeoisie, grown rich off trade.”

Schumpeter (1912) puts less faith in entrepreneurs’ ability to procure ad-
vantageous marriages. He argues that the social purpose of financial mar-
kets and institutions is to put capital in the hands of people with econom-
ically viable business plans, and that technology-driven growth is very
difficult without tandem financial development. Consistent with this, King
and Levine (1993) show that countries with better-developed stock mar-
kets and banking systems continually reallocate capital to finance vision-
ary entrepreneurs and thereby grow faster. The studies in this volume
largely support King and Levine.

Energetic stock markets are associated with the entry of new firms and
corporate governance entrusted to new entrepreneurs. Sleepy stock mar-
kets are associated with a freezing of cast. Morck et al. (chap. 1) show that
Canadian stock market booms correspond to periods of energetic entre-
preneurial activity. Aganin and Volpin (chap. 6) stress the importance of
Italy’s stock markets a century ago in financing her first generation of great
industrial corporate groups. Hogfeldt (chap. 9) argues that Sweden’s so-
cialist governments weakened her financial system, locking a corporate
elite in place, and that this ultimately retarded economic growth. Rajan
and Zingales (2003) argue that yesterday’s entrepreneurs often lobby to
weaken financial markets as a way to deter competitors from arising. While
none of the studies in this volume reports direct evidence of such lobbying,
the argument is plausible. To distort Mark Twain only slightly, “The radi-
cal of one century is the conservative of the next.”

Shleifer and Wolfenzon (2002) argue that active stock markets affect cor-
porate governance by letting wealthy heirs sell out, and this is confirmed in
several chapters. Becht and DeLong (chap. 11) describe how American
stock markets deepened and broadened to finance first railways and then
industrial firms too. This permitted trust promoters to float shares to buy
out founders or their heirs in a wave of takeovers. Other American families
sold out incompletely, keeping a tenuous grip on their companies with
relatively small ownership stakes or board seats. Morck et al. (chap. 1)
describe similar events in Canada. Aganin and Volpin (chap. 6) describe a
boom on the Milan Stock Exchange at the beginning of the twentieth cen-
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tury caused by the Banca Commerciale and Credito Italiano, which helped
numerous entrepreneurs raise capital by selling shares on the stock market.
They go on to note that, by 1907, 72 percent of the total equity of all Ital-
ian limited-liability firms traded on stock markets.

Irrational exuberance in America’s stock markets may also have helped
disperse corporate ownership in that country. Becht and DeLong (chap.
11) echo Dewing (1919) and argue that the American stock market gave
founders and heirs the chance to sell their stock for more than it was worth.
“Physicians, teachers, dentists, and clergymen” constituted “the happy
hunting ground” of the “sucker list,” where people were persuaded to buy
“highly speculative and worthless securities” by “devious and dubious”
methods. Stock market booms in other countries may have played similar
roles. Morck et al. (chap. 1) describe Canadian families selling out into the
overheated market of the late 1920s and a consequent increase in the im-
portance of widely held firms.

Where shareholders’ property rights are insecure, trust commands a pre-
mium. Becht and DeLong (chap. 11) argue that American shareholders at
the beginning of the twentieth century had “virtually no statutory legal
rights, and so favored companies controlled by men of good repute and ac-
complishment, such as J. P. Morgan and his partners, who charged hand-
somely for monitoring services.” Under these circumstances, stock mar-
kets expand the governance sway of established families. Pagano, Panetta,
and Zingales (1998) report that, from 1983 through 1989, the number of
listings on the Milan stock market grew more than 50 percent, but that
most of the new listings were subsidiaries of traded companies going public
to take advantage of booming stock markets. Khanna and Palepu (chap. 5)
point to similar developments in postindependence India and argue that
established families backed entrepreneurs by helping them build listed
companies within established family pyramidal groups.

Where stock markets are ill trusted, banks can channel financing to en-
trepreneurs and monitor corporate governance. However, this seems to
have played an important role in only a few countries. The chapters on
Britain, Canada, and the Netherlands highlight how commercial banks in
those countries entered the era of industrialization with strong attach-
ments to the real bills doctrine, which mandated that banks lend with trade
goods as collateral. This let banks enthusiastically fund trade but kept
them from financing industrial plant and equipment. Branch banking re-
strictions and the Glass Steagall Act of 1933 kept American commercial
banks to a minimal role in financing large corporations. Memory of the
Crédit Mobilier fiasco apparently kept British banks out of investment
banking too. In contrast, German, Japanese, and (later) Swedish banks ea-
gerly financed industrial development. In the case of Japanese banks, this
was despite an analog of Glass Steagall imposed by Macarthur in the post-
war period.
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Aoki (1988), Kaplan (1994) and others argue that bankers can be so-
phisticated monitors of corporate insiders and thus reliable guarantors of
good corporate governance. However, Morck and Nakamura (1999),
Morck, Nakamura, and Shivdasani (2000), and others argue that bankers’
aim in governance oversight is to make sure corporate borrowers repay
their debts. This could induce excessive risk aversion and excessive invest-
ment in tangible collateralizable assets, rather than knowledge-based as-
sets. Banks and other financial firms are also biased as monitors of corpo-
rate governance because they see firms as customers too. De Jong and
Réell (chap. 8) make this point succinctly, quoting an insurance company
representative thus: “You are in a difficult position if you want to present a
new contract to the management board whilst you have voted against one
of their proposals the day before.”*

Fohlin (chap. 4) argues that German banks’ contribution to corporate
governance is often overstated. Kleeberg (1987, p. 134) agrees, noting that
“German industrialization advanced rapidly in the late nineteenth cen-
tury, but probably depended more on old family wealth than on bank
loans.” Where bank financing was important, he questions its economic
effects, noting (p. 404) that “an unfortunate result has been that often the
most successful captains of industry in Germany have not had any partic-
ular talent for industry or marketing, but rather were skilled at handling
the banks.”

Finally, this volume makes it clear that financial development is not a
given but depends on politics and history. China’s first attempt to develop
a modern financial system was a serious initiative that ran afoul of her an-
cient entrenched bureaucracy. Murphy (chap. 3) argues that France’s train
of financial crises made her people leery of capital markets and induced her
politicians to overregulate them. Pointing to a constricted financial system
as an explanation for highly concentrated corporate governance is inade-
quate, for this begs the question of why a country’s financial system is what
itis. Chapters 10 and 11 show how politicians responsive to demands by in-
vestors made the financial systems of the United States and United King-
dom, respectively, what they are.

Politics

The studies in this volume are unenthusiastic about direct political in-
volvement in corporate governance. But they also testify to the importance
of government in establishing and sustaining the legal and regulatory in-
frastructure needed for sustained good governance.

From a historical perspective, entrusting corporate governance to the
state evokes the Axis powers’ policies in the 1930s and 1940s, described in
this volume by Aganin and Volpin (chap. 6), Fohlin (chap. 4), and Morck

28. D. Brilleslijper, Delta Lloyd spokesman, in FEM Business, 20 September 2003.
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and Nakamura (chap. 7). While the forms of private ownership survived,
effective control rested with party and military representatives on boards.
From a theoretical viewpoint, Boycko, Shleifer, and Vishny (1996) argue
that state control leads to excessive employment. Krueger (1990) argues
that political patronage inflicts inferior governance on state-owned enter-
prises. Consistent with this, Dewenter and Malatesta (2001) find signifi-
cantly depressed profitability in state-owned enterprises.

One state role in corporate governance that has not yet attracted much
attention from researchers is the pyramidal group of listed companies with
a state-owned enterprise at the apex. Aganin and Volpin (chap. 6) argue
that the “wasting of resources” by state-controlled pyramidal groups of
listed companies in Italy was an important cause of that country’s eco-
nomic crisis in the 1990s. Morck et al. (chap. 1) refer to scandalous gover-
nance problems at the Caisse de Dépot et Placement du Québec, a provin-
cially controlled pyramidal group in Canada. Further work is needed to
clarify the political purposes of these structures and to understand better
their governance and economic impact.

Despite their skepticism about direct political involvement in corporate
decisions, many contributors stress the power of the state to despoil or dis-
tort corporate governance. Rajan and Zingales (2003) argue that the stock
market can be either fostered or hampered by government action, depend-
ing on the balance of powers between pressure groups. Khanna and Palepu
(chap. 5) describe the License Raj as a “Kafkaesque maze of controls [hav-
ing] more to do with a heady fascination with the intellectual cuisine of the
London School of Economics and Cambridge . . . and the wonder of the
then ascendant Soviet planning machine, than with the actions of India’s
dominant family businesses. Business groups had to either manipulate it,
as some did, or invent themselves around it, as did others.” Aganin and
Volpin (chap. 6) likewise stress the role of politics in Italian corporate gov-
ernance through the century.

Ghemawat and Khanna (1998) argue that business families control busi-
ness groups to extract personal gains and attain their position through di-
rectly unproductive economic activities and through their influence over
government policies and actions.?” Pagano and Volpin (2001) and Biais
and Perotti (2003) argue that state intervention in the economy should be
negatively correlated with financial development, because the state acts as
a substitute for financial markets. Hogfeldt (chap. 9) proposes a similar
history in Sweden, where the Social Democrats let the financial system
wither like an unnecessary appendix. Aganin and Volpin (chap. 6) emphasize
how little Italian stock markets mattered mid-century, noting that “from
1950 to 1980, between 15 and 20 percent of traded companies in Italy were

29. Morck, Wolfenzon, and Yeung (2004) develop several more arguments along these lines
and assemble a range of empirical evidence about their scope of applicability.
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controlled by the government. The correlation between the two series is —70
percent.”

Entrenchment

Finally, the studies in this volume all point to a commonality in human
nature. Elites are self-interested and cooperate to entrench themselves—
even at considerable cost to their economies and to themselves in forgone
opportunities to grow richer. Becht and DeLong (chap. 11) explain how
American controlling shareholders and professional managers took control
of the board nomination process to all but give themselves ironclad tenure.
Morck and Nakamura (chap. 7) describe how the builders of Japanese zai-
batsu family pyramids viewed those structures as devices to lock in control,
and how postwar keiretsu groups developed to block hostile takeovers that
threatened corporate insiders’ positions. De Jong and Roell (chap. 11) ar-
gue that Dutch corporate insiders developed an array of oligarchic devices
to limit shareholders’ power to fire them. Franks, Mayer, and Rossi (chap.
10) describe how British corporate insiders tried unsuccessfully to erect py-
ramidal business groups to similarly entrench a status quo that bestowed
privileges upon them. Fohlin (chap. 4) depicts German banks safeguarding
their control of corporate proxy voting to entrench the power of leading
bankers. Aganin and Volpin (chap. 6) relate how elite Italian business fam-
ilies entrenched themselves. Chapters 2, 3, 5, and 9 describe bureaucrats de-
stroying wealth to lock in their power. In the case of Sweden, Hogfeldt ar-
gues that wealthy families ultimately cooperated with public officials in a
sort of “mutual entrenchment” pact. Mody argues, in his discussion of the
chapter on India, that a similar confluence of self-interest occurred in India,
and Morck et al. (chap. 1) speculate that something analogous might have
happened in Canada in the latter twentieth century.

A predisposition to invest in entrenching one’s position is consistent
with recent research into the nature of self-interest. Prospect theory, pro-
posed by Kahneman and Tversky (1979), holds that individuals view up-
side and downside risk asymmetrically. A preponderance of empirical and
experimental work, surveyed by Shleifer (2000), now supports prospect
theory as representative of typical human behavior.

Prospect theory makes people loss averse. That is, people typically place
a higher subjective value on avoiding a $100 loss than on gaining $100 of
additional wealth.

In this light, pervasive entrenchment seems almost inevitable. For en-
trenchment is precisely about sacrificing opportunities for further gain to
minimize the risk of loss—archetypical self-interested behavior according
to prospect theory. The patriarch of a large family firm can either support
or oppose institutional reforms, such as more efficient capital markets or
courts. These changes might let the patriarch greatly expand his family
business group and grow much wealthier, but they also might let competi-
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tors arise who might erode or even destroy the family’s established wealth.
Large risks of this sort, according to prospect theory, are typically rejected
even if they entail substantial upside potential. Risking the patrimony is
simply unacceptable. In contrast, minor tinkering with institutional
change is typically acceptable. Prospect theory thus suggests a conserva-
tive bias that would encourage wealthy patriarchs to invest in entrenching
themselves and oppose institutional reform that might risk their current
wealth and status. If political power is largely in the hands of the currently
wealthy, Kuran (1988) predicts a locking in of the status quo. Olson (1963,
1982) suggests that this is likely to be the case, as does Faccio (2003).

But ordinary citizens might also entertain a bias against institutional re-
form. Murphy (chap. 3) shows how various attempts to reform the French
financial system led to repeated disaster. If most people view institutional
change as carrying a substantial probability of making things worse, pop-
ulations as a whole might likewise favor the status quo.

Another key element of human nature, first demonstrated in experi-
mental work by Milgram (1963, 1983), is an apparently reflexive obedience
to perceived legitimate authority.*® It seems likely that this behavioral re-
sponse stabilizes family capitalism throughout much of the world, espe-
cially where wealthy families who control large business groups are closely
intertwined with the state and so have reinforced legitimacy.

Third, the economy requires a degree of institutional stability. Com-
mons (1924) argues correctly that business planning is impossible if criti-
cal institutions are uncertain. Business is often easier with certain but un-
favorable laws than with uncertain favorable laws. Owen and Braeutigam
(1978) argue in this vein that people holding uncompleted contracts per-
ceive themselves as having a right to the continuation of existing institu-
tions, and so oppose change.

All of this might explain the one-sided institutional momentum that is
evident throughout the studies in this volume. Institutional reform that
locks in the status quo seems easy. Institutional reform that brings real
change is rare. China’s first attempt to import Western legal institutions
failed because it threatened the powers of her ancient bureaucracy. The re-
forms were either ignored or modified to protect the bureaucrats, and so
they failed to bring sustainable free enterprise to China. America’s attempt
to impose freestanding widely held firms on postwar Japan likewise failed
because their professional managers saw their status at risk because of
threatened hostile takeovers. Those managers reconstituted corporate
groups to lock in the status quo. India’s License Raj, Sweden’s Social
Democracy, and perhaps Canada’s post-1960s Statism were all arguably
attempts at radical reform of various sorts that ultimately entrenched cor-
porate elite families.

30. For a quick summary, see Morck (2004a).
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Real reform seems to have succeeded in 1930s America—perhaps be-
cause people thought they had little more to lose given the disaster of the
Great Depression. A small loss balanced against a large gain can induce
people to take the bet and support institutional change. In America, they
apparently won. Similar willingness to bet in 1930s Germany, Italy, and
Japan turned out less happily.

Prospect theory is not the only possible underpinning for a conserva-
tive bias against institutional change. Roe (1996) argues that institutions
might suffer from a QWERTY effect, whereby institutions, like keyboards
with which everyone is familiar, are retained because the cost of adjusting
to new ways exceeds the benefit—at least in the short term.3! Day (1987),
Heiner (1983, 1986, 1988), and others argue for a conservative bias based
on bounded rationality and computation costs.

All of this has several implications. First, real institutional change is
difficult, but not impossible. Overcoming a popular conservative bias is
easiest during crises, when people feel they have less to lose should the re-
form go wrong. Second, countries will not easily mimic each other, so vari-
ation in institutions across countries with different histories will not dis-
appear easily—even if one system appears better. Third, institutional
change, even when implemented enthusiastically from above, as in pre-
communist China, may fail because of a popular conservative bias. Insti-
tutions that sustain great inefficiency, inequality, and even corruption may
thus be quite historically stable.

Conclusions

History, like poetry, does not repeat itself, but rhymes. Accidents of his-
tory give the rhyme a different starting point in different countries, but
there is a common meter throughout.

Financial disasters tainted French confidence in financial securities
early on and set corporate governance in that country on a different path
from that of Britain, where similar trauma was overcome and forgotten.
Why trauma desolates some people and some nations, while others pick up
the pieces and move on, is profoundly unclear. But history is more than a
string of accidental traumas.

Ideas matter. There is a conservative bias in every country that impedes
institutional change. But when crisis strikes, that bias lessens and change is
possible. Whatever idea is waiting in the wings at that time can be swept
into reality. Thus, American Progressivism, German National Socialism,
Italian Fascism, Japanese militarism, and Swedish Social Democracy all
became incarnate during the depressions of the 1920s and 1930s.

Families matter. Throughout the world, big business was, at first, family

31. Though see David (1985).



The Global History of Corporate Governance: An Introduction 57

business. It seems likely this arose because blood kin can cooperate more
reliably than nonkin. Reliable cooperation is important in countries at
early stages in their economic development, when legal and regulatory in-
stitutions are unreliable guarantors of trustworthy behavior. But this, too,
is admittedly speculation. For families remain overwhelmingly important
in the governance of the large business sectors of all but a handful of de-
veloped economies. Perhaps this reflects a conservative bias against
change, or perhaps many developed countries still do not have institutions
that foster an ambient trust. Or perhaps there are other explanations, like
inherited talent, that we find intellectually uncomfortable.

Business groups, each encompassing many separately listed firms, be-
came important in almost every country, including the United States, at
some point, and they remain important in most developed economies.
These groups almost always have a pyramidal structure, with a family, fam-
ily partnership, or family trust at the apex. To some extent, these structures
were probably hierarchical arrangements designed to span dysfunctional
markets in the early stages of economic development, and these explana-
tions perhaps retain validity in modern emerging economies. But the ubig-
uity of large pyramidal family-controlled business groups in Canada,
Japan, and most of Western Europe is harder to square with this theory.
Those countries have had many decades of high income and could surely
have repaired such problems had they wanted to. It seems likely that py-
ramidal business groups of listed companies survive in wealthy countries
because they lock in the corporate governance power of an elite family over
capital assets worth far more than the family fortune. That power brings
intangible benefits that such families are loath to surrender.

Wealthy families, to lock in their corporate governance, might block the
emergence of trustworthy markets and institutions, and so greatly harm
their countries. Or they might persist as a sort of corporate governance ap-
pendix while institutions and markets develop around them. Or, like con-
stitutional monarchs, they might serve shareholders by providing consti-
tutional guarantees of good governance, and so contribute to higher levels
of trust. Or might business acumen sometimes actually pass down through
families? Each possibility was probably realized at different times and in
different countries.

Law clearly matters, though just how is less than clear. Many current
differences between common-law and civil law countries regarding statu-
tory shareholder rights are not long-standing differences.*? This volume
advances our understanding of the different manifestations of capitalism
throughout the world. By adopting a historical approach it provides useful
insights into how various economic institutions, and institutional configu-

32. See Lamoreaux and Rosenthal (2004) regarding the dearth of shareholder rights in the
pre-Depression United States.
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rations, came to be. It also engenders some general observation regarding
varieties of capitalism and economic change.

Legal systems are not the only features that distinguish former Western
colonies from each other. Perhaps vestiges of indigenous institutions
mount an immune response against transplanted Western institutions. Or
perhaps radical changes in institutions invite problems. Patterns in current
corporate governance sometimes attributed to legal system origins may re-
flect other historical antecedents.

Institutions in every country studied evolved through time, and corpo-
rate control changed with them. What caused what is often unclear,
though. Many countries now considered to have highly trustworthy insti-
tutions, including institutions of corporate governance, were profoundly
corrupt only a few generations ago. There seems to have been an evolution
toward ever less popular tolerance of corrupt elites everywhere, except per-
haps in Britain.

Where reformers sought to hasten that evolution by transplanting insti-
tutions from one country to another, success has varied. Although West-
ern institutions grafted onto Japan quickly took on a native appearance,
the grafts surely did not fail. Japan is a highly prosperous economy, and few
countries are so devoid of governance and other scandals as to denounce
its institutional experimentation as a failure. Western institutions grafted
onto prerevolutionary China failed spectacularly, and those grafted onto
India long looked sickly but recently seem invigorated.

Large outside investors, such as pension funds, are becoming important
throughout the world and may well have a salubrious effect on corporate
governance everywhere. However, it is hard to see how success in influenc-
ing the professional managers of widely held firms in the United Kingdom
or United States need imply similar success in influencing old moneyed
families with control blocks in scores of firms in a more typical country. Yet
wonders happen.

Financial development seems intimately tied to corporate governance,
with more developed financial systems associated with more professional
management, more diffuse shareholders, and less ubiquitous family con-
trol. But these correlations are only rough, and many counterexamples
arose in the histories of many countries. For example, family groups rose
and fell in importance in Italy, while financial development fell and then
rose—consistent with the general cross-country pattern. But family
groups fell and then rose in importance in Canada, while financial devel-
opment probably mainly rose.

Politics perhaps explains some of this, for large family groups may be
better at dealing with more interventionist governments than multitudi-
nous freestanding firms. Or politicians bent on interventionism may value
being able to influence the whole corporate sector with phone calls to a
handful of patriarchs.
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Perhaps because business elites and political elites tend to overlap, insti-
tutions, including those that pertain to corporate governance, seem hard to
change, except to lock in more solidly the status quo at any point in time.
A common theme through all the countries surveyed is entrenchment—
corporate insiders modifying the rules to minimize the chances of becom-
ing outsiders. This is so ubiquitous that we propose that something basic in
human nature must be involved.

An ultimate bottom line for this volume is that history is best enjoyed vi-
cariously. Institutional change and, even worse, experimentation, though
enlivening the studies in this volume, have often been disastrous to those
involved. This too may explain the institutional momentum apparent in
every country. Certainly, it cautions against overly optimistic plans for top-
down structural reforms to corporate governance in developing countries.
But successful reforms dot history, and Japan’s wholesale transplanting of
Western institutions can scarcely be called a failure. History need not be
the handmaiden of authority.
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Widely Held Firm

A History of Corporate
Ownership in Canada
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1.1 Introduction

At the beginning of the twentieth century, large pyramidal corporate
groups, controlled by wealthy families or individuals, dominated Canada’s
large corporate sector, as in modern continental European countries. Over
several decades, a large stock market, high taxes on inherited income, a
sound institutional environment, and capital account openness accompa-
nied the rise of widely held firms. At mid-century, the Canadian large cor-
porate sector was primarily freestanding widely held firms, as in the mod-
ern large corporate sectors of the United States and United Kingdom.
Then, in the last third of the century, a series of institutional changes took
place. These included a more bank-based financial system, a sharp abate-
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ment in taxes on large estates, a likely rise in the value of superior rent-
seeking skills, and foreign investment restrictions. These were accompa-
nied by a decline in the importance of freestanding widely held firms and a
commensurate rise in the prevalence of family pyramidal groups.

The reasons for the relative decline in importance of Canada’s stock
market as compared to its banking system in the last decades of the cen-
tury are unclear. The introduction of a capital gains tax at the onset of a pe-
riod of high inflation may have been a factor, but the stock market did not
recover its prior level of importance after inflation abated.

The advent of the capital gains tax accompanied the end of succession
taxes. After 1972, inherited income became tax exempt. Capital gains taxes
were theoretically due on the decedent’s assets at death. But the realization
of capital gains could be postponed for two generations through family
trusts, structures viable only for very large estates. Several large family cor-
porate groups were clearly broken into freestanding widely held firms to
pay succession taxes, so the succession tax clearly accounts, in part at least,
for the rise of the widely held firm.

The last third of the century actually saw much more profound transfor-
mations of public finances. Corporate taxes rose and became intricately
complicated, filled with implicit subsidies and intricate incentives and
penalties. A proliferation of agencies administered a vast array of subsidies
directly and through regional or industrial development funds. In a com-
prehensive study of Canadian public finances, Savoie (1990) concludes that
“especially since the early 1960s . . . in certain areas of the country at least,
there is a government subsidy available for virtually every type of commer-
cial activity.” He goes on to quote Canadian Business thus: “Some firms are
in the happy position of being able to employ staff or consultants whose
sole function is to sniff out all the juicy morsels the politicians and policy
makers throw in the public trough.”

Corporate groups are a response to a weak institutional environment.
One version of this hypothesis, developed by Khanna and Palepu (2000a,b,
2001), proposes that corporate groups are a second-best solution in econ-
omies whose product, labor, and capital markets are underdeveloped and
inefficient. Substantial evidence supports this explanation in emerging
economies. A second version of this hypothesis, proposed by Morck and
Yeung (2004), holds that family-controlled corporate groups have superior
political rent-seeking skills. Political rent seeking, corporate investment in
political influence, is commonplace in most countries and is usually legal.
Family groups’ most important advantages include the following: Groups
can act more discretely than freestanding firms, for one group firm can in-
vest in influencing a politician while another, perhaps privately held, col-
lects the reward. Family firms have long time horizons, so they can better
invest in influence now to reap subsidies in the distant future. Widely held
firms, in contrast, change chief executive officers (CEOs) every few years
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and so require a faster payback. Thus, as political influence became an in-
creasingly important determinant of financial success in the last decades
of the century, family-controlled group firms eclipsed freestanding widely
held firms.

Finally, this rise of interventionism also entailed restrictions on foreign
investment. Nationalist politicians, seeking to safeguard Canadian control
of major corporations, perhaps encouraged family groups to serve as white
knights. In some sectors, notably energy and cultural industries, this was
overt—locking in future subsidies and tax advantages. In others, the re-
wards may have been more indirect.

This heightened importance of political influence, and the nationalist
overtones surrounding it, have resounding echoes through Canada’s eco-
nomic history. Jean-Baptiste Colbert, the intellectual father of French mer-
cantilism, owned Canada and used the colony as a laboratory for mercan-
tilist experiments. Colonial Canada featured state-subsidized ironworks,
shipbuilding, canals, brick making, shoe making, beer making, wool pro-
duction, mining, lumbering, eel packing, sea oil, and cod salting, among
many other industries. In general, these were owned by the colonial politi-
cal elite (and Colbert), and subsidized by the French government. The
British conquerors, appreciating the benefits of this system to the colonial
elite (now themselves), preserved it. British North America repeatedly
bankrupted itself subsidizing all manner of canal and railway projects
owned, directly or indirectly, by colonial politicians. Canadian corporate
investment continued in this vein long after independence, almost to the
twentieth century. Around the turn of the twentieth century, the Liberal
prime minister Wilfrid Laurier greatly reduced corruption and adopted
laissez-faire policy (until near the end of his last term). The country en-
joyed an unprecedented surge of development. After World War II, C. D.
Howe, a powerful cabinet minister in a series of Liberal governments, pro-
fessionalized the civil service and moved the country back toward laissez-
faire. He also virtually monopolized the awarding of remaining subsidies
and tax favors. In the 1960s, shareholder rights were formalized, and Can-
ada’s mercantilist past seemed buried. This corresponded to the greatest
extent of large widely held freestanding firms—about 80 percent of the
corporate sector by assets.

Two factors changed this in the late 1960s.

One was the Révolution Tranquille in Quebec, which reignited Canada’s
dormant linguistic quarrels and created a national identity crisis. Sepa-
ratist politicians sought to build a Quebecois nation with sweeping indus-
trial policies. To counter this, federal politicians nurtured Canadian iden-
tity with nationalist rhetoric. This led to concern about foreign control of
Canadian companies and probably to Canadian family groups’ serving as
white knights to safeguard widely held firms from foreign acquirers.

The second factor was a renewed political respectability for state inter-
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vention. Each previous political philosophy—the Tory rejection of the
American Revolution, nineteenth-century liberalism, the progressive
movement, and agrarian socialism in turn—quickly took on mercantilist
garb upon touching Canadian soil. The Keynesian and Social Democratic
philosophies of the 1970s were especially open to this. Canada’s mercan-
tilist undercurrent transformed idealistic plans to improve society into a
morass of political rent seeking. In this environment, family-controlled
corporate groups had an edge.

Thus, our findings support Burkart, Panunzi, and Shleifer (2002) and La
Porta, Lopez-de-Silanes, and Shleifer (1999), who relate widely held own-
ership of corporations to sound institutions. They also support the general
approach of Acemoglu and Johnson (2000) and Acemoglu, Johnson, and
Robinson (2001, 2002, 2003), who stress the importance of colonial insti-
tutions in determining modern institutions. Our findings also give credence
to the arguments of Morck and Yeung (2004) that family-controlled cor-
porate groups have an advantage in weak institutional environments be-
cause of superior rent-seeking skills. However, they in no way undermine
the thesis of Khanna and Palepu (2000a,b, 2001) that other institutional
deficiencies can also confer advantages on groups.

The remainder of the paper is as follows. Section 1.2 describes our own-
ership data. Section 1.3 describes Canada’s colonial institutions. Section
1.4 describes institutions and large corporate ownership structures at the
beginning of the twentieth century. Section 1.5 describes the evolution of
large corporations’ ownership structures and proffers explanations. Sec-
tion 1.6 concludes.

1.2 Description of Data

To explore the evolution of corporate ownership, we require a picture of
its initial conditions on the eve of industrialization. Continuous quantita-
tive data are unavailable until the twentieth century; however, qualitative
descriptions of business ownership are possible. Such descriptions are use-
ful in assessing the influence of Canada’s colonial heritages on her indus-
trial-era institutions and in interpreting quantitative data in later years
when they become available.

These qualitative descriptions summarize relevant parts of the writings
of several business historians. Bliss (1986) presents a thorough review of
Canadian business history that is broadly sympathetic to the country’s
business elite, emphasizing their entrepreneurial ventures and risk taking
as well as their occasional skulduggery. Francis (1986) describes the in-
creasing importance of business groups as of the early 1980s and provides
some historical information about the thirty largest groups. Hedley (1894)
provides brief biographies of Canadian business leaders. Unfortunately,
many are at too low a level to be of interest to us. Myers (1914) is something
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of a muckraker, focusing on the rent seeking, unsavory undertakings, and
politically incorrect philosophies of the business elite. Naylor (1975) is
quite critical of the business elite and often appears sympathetic to leftist
views. Taylor and Baskerville (1994) provide a highly useful history of Ca-
nadian businesses, though their coverage after 1930 is rushed. Tulchinsky
(1977) provides information about colonial Montreal businesses. Parkman
(1867) contains much information about Canada’s colonial economy. All
provide valuable information about ownership and control as asides to
their main arguments.

Much of the qualitative description below relies on these sources—es-
pecially Bliss and Naylor for broad historical overviews and basic factual
information. To avoid repetitive citations, specific references are mainly to
other sources. However, a general reference pervades to these authors, and
a degree of plagiarism is gratefully acknowledged.

Certain data on the health of the preindustrial and early industrial econ-
omy aid us in interpreting changes in corporate control. The Bay’s divi-
dend, available from 1670 on, reflects the health of the fur trade and hence
the colony’s prosperity. Per capita gross domestic product (GDP) growth is
available from 1870 on—from Urquhart (1993) prior to 1926, and from
Statistics Canada thereafter.

Annual data on merger and acquisition activity from 1885 can be con-
catenated from several sources. Marchildon (1990) provides a series from
1885 to 1918. Maule (1966) reports data from 1900 to 1963. The Royal Com-
mission of Corporate Concentration provides data for 1970 through 1986.
For 1985 through 2000, data are from Merger and Acquisition in Canada.

Corporate financial records begin in 1902.! Since these are not available
from a uniform source over the full history of the country, we combine all
available sources for each time period to produce the most accurate repre-
sentation possible. Data for later years are probably better. For 1965
through 1998 we take the largest 100 companies, as listed in the Financial
Post, ranked by assets until 1967 and by revenue thereafter. For earlier
years, Financial Post rankings are unavailable, so we build our own rank-
ings using annual report data, summarized in the Canadian Annual Finan-
cial Review for 1902 through 1940 and in Financial Post Corporate Securi-
ties for 1950 through 1960.2 We do not consider financial companies
because these are not included in the top-100 rankings of the Financial Post

1. Incomplete data for 1901 are available.

2. The only major data problem concerns Hydro One, formerly Ontario Hydro. Though es-
tablished in 1906 as the Hydro-Electric Power Commission of Ontario (HEPC), and clearly
an important state-owned enterprise throughout the century, it appears as a consolidated en-
tity in the rankings only in 1970. From 1920 on, we estimate its assets and revenues by sum-
ming sectoral data in its annual reports. Earlier financial data are extremely disorganized and
marred by apparent instances of double-counting. We therefore use a geometric mean growth
rate, estimated from 1920 on, to infer assets and revenues for earlier years. This certainly adds
noise to our early figures for state-owned enterprises.
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and because bank ownership structures are explicitly determined by fed-
eral legislation.? Both state-owned enterprises and multinational corpora-
tions constitute significant fractions of the corporate sector through much
of the twentieth century. We therefore consider alternative average owner-
ship structures—including and then excluding state-owned enterprises,
multinationals, and both.

A second problem is that the Financial Post ranks the top hundred firms
from 1901 to 1965 by assets and, for later years, by revenues. This appears
to be because only consolidated assets are available for many companies in
the earlier years. For later years, when both rankings are available, the use
of sales and assets generates similar pictures. Consequently, this short-
coming is unlikely to affect our findings.

Our early ownership data are from several sources. Annual reports sum-
marized in the Canadian Annual Financial Review and Financial Post Cor-
porate Securities list the identity of any controlling shareholder, though not
their equity stake. However, we find instances where these data contradict
descriptions of corporate ownership in books on Canadian business his-
tory—especially Taylor and Baskerville (1994), Bliss (1986), Myers (1914),
and Naylor (1975). In such cases, we assume beneficial ownership was not
always clear at the time due to obfuscatory holding company structures.
We rely on the business historians to have sorted this out. One shortcom-
ing inherent in using these descriptive sources, however, is that we cannot
provide a clear-cut definition of precisely what “controlled” or “member”
(of a corporate group) means. A company is controlled by a family or be-
longs to a group if one of our historical sources says so or if its annual re-
port indicates so.

From 1965 on, securities laws require more detailed disclosure. Statistics
Canada summarizes this in the Directory of Inter-Corporate Ownership
(ICO), our primary source for these years. The Financial Post also provides
the name and stake of the largest shareholder for top Canadian firms from
the 1970s on. We define a company as controlled if there is a combined di-
rect and indirect voting stake of 10 percent or more, or if the ICO lists it as
controlled. The ICO infers control in the absence of a 10 percent stake if
board control derives from director selection rules, golden shares, and the
like.

Using all these data, we classify each company into one of the following
categories: freestanding widely held firms, freestanding family-controlled
firms, family-controlled pyramidal group firms, firms in pyramidal groups
controlled by widely held companies, firms controlled by a government or
government agency, firms with a controlling foreign shareholder, and firms
we cannot classify.

3. The Bank Act proscribes any shareholder from voting more than 10 percent of the stock
in a chartered bank.



The Rise and Fall of the Widely Held Firm 71

1.3 Colonial Origins

Much work on economic and institutional evolution stresses the impor-
tance of early colonial institutions to economic and financial development.
This literature stresses path dependence—the idea that where an economy
was long ago defines the possible places it can be now. Recent work high-
lights several variants of path dependence.

Sokoloff and Engerman (2000, p. 221) argue that colonies with planta-
tion economies, like the Caribbean Islands and Latin America, started off
with tiny colonial elites directing large populations of conquered natives
or imported slaves. These elites had no incentive to establish institutions,
like land reform, education, banking systems, or stock markets, that would
help create small businesses and a middle class. In contrast, the United
States, especially north of the Chesapeake, was settled by yeoman farmers
who demanded precisely those institutions.*

Acemoglu, Johnson, and Robinson (2001) explain the difference be-
tween such regions with settler mortality rates. They argue that yeoman
farmers settled the United States because the climate of that region allowed
them to survive. In contrast, European settlers in the Caribbean and much
of Latin American died in droves. Consequently, the colonial powers min-
imized European settlement and built institutions that facilitated natural
resource exploitation—mines and plantations. These sorts of institutions,
once established, endured because their owners had sufficient wealth to
control the political system. Acemoglu, Johnson, and Robinson (2002,
2003) propose a slightly different view—Europeans preserved extractive
precolonial institutions where indigenous civilizations were more devel-
oped, like parts of Latin America and Asia.

Easterly and Levine (1997) point out that colonial-era boundaries sel-
dom correspond to linguistic or ethnic divisions, and use modern African
data to show that ethnic diversity slows development. They find that eth-
nically divided countries have worse corruption, perhaps because of ethnic
rivalry in tapping government coffers. Such countries also invest less in
shared public infrastructure, perhaps because members of one group dis-
like funding projects the other group can share in.

Glaeser and Shleifer (2002), La Porta, Lopez-de-Silanes, and Shleifer
(1999, 2000) and La Porta et al. (1997a, 1998, 2000) argue that events in
their early history caused England, but not France, to develop laws that re-
strained elites and hence that checked both official corruption and theft of
outside investors’ wealth by corporate insiders. In this view, most countries
that inherited British law, through colonization or transplantation, like the

4. Other work, notably Acemoglu, Johnson, and Robinson (2001, 2002, 2003), Engerman
and Sokoloff (1997), Easterly and Levine (2002), and Rajan and Zingales (2003), similarly
highlights the importance of an egalitarian distribution of economic power before industrial-
ization, so that institutional development does not entrench a small elite.
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United States, developed dispersed corporate ownership, while most coun-
tries that inherited French law, like Latin America, developed concentrated
ownership. In general, they argue that British common law better facili-
tates financial development. King and Levine (1993) demonstrate a clear
connection between economic growth and financial development. Thus, a
legal system that restrains insider power promotes financial development,
which permits development.

Finally, Weber (1958) and others argue that elemental religious, cultural,
and social factors direct economic development. Here again, Canada fails
to fit nicely within any box. Quebec remained profoundly Roman Catholic,
and Anglophone Canada mainly Protestant, until the late twentieth cen-
tury. Both are now stoutly secular. In a variant of this hypothesis, La Porta
et al. (1997b) argue that societies in which people are more prone to act co-
operatively with strangers are better able to build and sustain the large-
scale public and private-sector institutions needed for long-term economic
growth.

All of these authors argue that modern institutions, including corporate
ownership, reflect these “locked-in” historical factors. Despite their many
cultural and historical similarities, Canada’s colonial origins differ from
those of other European settlements in North America. These differences
relate to several of the above path dependence arguments, and exploring
them is therefore a good starting point.

1.3.1 L’Ancien Régime

French Canada was initially a colony of resource extraction, not a
colony of settlement. During brief periods when settlement became para-
mount, Canada was a theocratic society, reminiscent of modern Iran. And
when settlement and development were finally pushed determinedly,
Canada became a laboratory in which Jean-Baptiste Colbert, the father
of French mercantilist economics, tested his theories with development
schemes similar to third world misadventures in the 1960s. The values and
ideals of French Canada still echo these centuries of theocratic and com-
pany rule, though in unexpected and sometimes odd ways.

Canada’s history as a colony of extraction began in 1534, when Jacques
Cartier mapped the St. Lawrence valley and claimed Canada for France.
Seven years later, Francis I created Sieur de Roberval Viceroy of Canada.
Roberval founded Quebec in 1541 but abandoned it after a single winter.
Although France had no permanent colony in Canada, merchants in At-
lantic ports, like La Rochelle, ran regular fur-trading ships to Canada.
From 1562 to the 1598 Edict of Nantes, bloody wars of religion ruined
France. Cut off from Paris, Catholic, Huguenot, and Jewish merchants in
the Atlantic ports grew wealthy off a highly competitive fur trade.

The Edict of Nantes ended the civil wars by granting Protestants full
rights, but France remained deeply divided. To reunite France, the state
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was tightly centralized around an absolute monarchy—a structure that
persists, through various reincarnations, to the present. This centralization
of economic power boded ill for the competitive fur trade.

Henry IV granted a monopoly to a group of merchants in 1600 and a
ten-year monopoly to Sieur de Monts in 1604. De Monts sent Samuel de
Champlain to found Port Royal (Annapolis, Nova Scotia) in 1605 and re-
build Quebec in 1608. De Monts renewed his monopoly once; then Cham-
plain’s Compagnie de Rouen et St. Malo obtained the sole right to trade
furs. Rescinded in 1620 as the counterreformation swept France, the mo-
nopoly was transferred to Compagnie de Caen, run by the Rouen merchant
William De Caen and his nephew. They established the feudal system in
Canada, and the first fiefdom was granted in 1623 to Louis Hébert, whose
Canadian title was Seigneur de Sault-au-Matelot.

All these monopolies were unenforceable until La Rochelle fell to the
Royal Army in 1629. With the competition ruined, Cardinal Richelieu,
chief advisor to the King since 1624, assigned his Compagnie des Cent
Associés a permanent fur monopoly and limited monopolies on other
transatlantic trades. In return, the Compagnie agreed to settle at least 300
habitants (feudal peasants) per year.

Now a province of France, Canada had a provincial government run by
the Compagnie des Cent Associés and a Conseil Souverain composed of
the governor of Quebec and senior Jesuits. The Conseil had lawmaking
power over all Canada and subjected every aspect of the habitants’ exis-
tence to the feudal order. Habitants were bound to the land, were unable to
marry without their seigneur’s leave, and held no property save at their
seigneur’s pleasure. As the Holy Inquisition swept Catholic Europe, the Je-
suits added an unforgiving Roman Catholicism to this mixture.

After Richelieu’s death in 1642, the Compagnie quickly faded. The in-
dependent coureurs de bois seized the fur trade within Canada, and many
grew rich. The same year, Sieur de Maisonneuve de la Société de Notre
Dame de Montréal founded that town as a missionary base. The Montreal
clergy placed themselves above civil law and exercised their feudal powers
and rights of tithe to accumulate great wealth (Myers 1914, chap. 2). This
let the Canadian clergy and seigneurs take charge through a local council,
the Communauté des Habitants, which soon controlled the Compagnie des
Cent Associés.

This persisted until Jean-Baptiste Colbert, the intellectual father of mer-
cantilism, became controller of finance in 1661. Colbert used Canada to
test his economic theories.’ In 1663, he formally dissolved the Compagnie
des Cent Associés and replaced the local council with a new Conseil Sou-
verain, charged with applying La Coutume de Paris, the ancien régime civil

5. For details of these subsidized diversification programs, see Fauteux (1927) and Bliss
(1986).
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code, in Canada.® Colbert appointed Jean Talon intendant of Canada in
1665 and ordered him to diversify the economy. Usually with himself as the
major shareholder, Talon subsidized brick making, shoe making, beer
making, wool production, mining, lumbering, eel packing, sea oil, and cod
salting. Talon’s Conseil Souverain also imposed import restrictions and
wage and price controls. He shipped les filles du roi, peasant women, to
Canada to promote population growth. All this was subsidized by Col-
bert’s ministry, the Département de Marine, even though Canada was now
a fief et seigneurie of the Compagnie des Indes Occidentals, controlled by
Colbert. Ultimately, none of these initiatives (save perhaps the filles du roi)
proved viable.

Colbert’s mercantilist experiments enriched a few local entrepreneurs.
Charles Aubert de la Chesnaye, an agent in Canada for Rouen merchants,
was probably the most important. He became a négociant marchand—a
wholesaler, importer, exporter, financier, and moneylender. He backed
loans with negotiable perpetuities, probably the first (informally) traded
securities in Canada, and traded in feudal estates. In 1670, Chesnaye died
deep in debt after a series of financial misfortunes.

In 1672, Louis de Buade de Frontenac et de Palluau, comte de Fron-
tenac, a young aristocrat seeking to evade his increasingly violent credi-
tors, accepted the governorship of Canada. (His pay was escrowed to his
wife at court, who slowly discharged his debts.) Frontenac continued Col-
bert’s mercantilist projects and subsidized the Royal Army Engineers to
build a scratchwork of canals.’

With Colbert’s death in 1683, France focused on her new colony at
Louisbourg, Acadia, near the Grand Banks and so more prosperous than
Quebec. But Colbert’s mercantilist vision endured. The intendants Bégon
and Hocquart used state funds to subsidize a rope-making operation,
which quickly failed. Hocquart blamed a lack of investment capital among
Canadian merchants for the colony’s slow growth, and sponsored a ship-
yard and an ironworks, the latter a 1729 proposal of Frangois Poulin de
Francheville, Seigneur de St. Maurice. Both, and the rope works, soon
failed due to prohibitive costs and Clouseauesque quality control. Olivier
de Vézin, an engineer, redeveloped the ironworks as La Compagnie des
Forges du Saint-Maurice with further government money in 1737. Lunn
(1942) describes the result:

Indications of the disaster which was to overtake the enterprise were ev-
ident from the beginning. . . . By October 1737, when the establishment
was announced to be complete, the total expenditure was 146,588 livres
instead of the 100,000 estimated. . . . In 1737 Hocquart had made over

6. The Coutume de Paris granted the Canadian nobility the full feudal rights of the nobil-
ity in France, including the power of haute justice over their habitants.
7. See Bliss (1986).
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to the company the remainder of the loan of 100,000 /ivres agreed upon,
but the partners declared they must have an additional 82,642 livres.
Their need was so pressing that Hocquart took it upon himself to ad-
vance them 25,233 Jivres, to be deducted from the 82,642 livres which he
begged the Minister to lend. . . .

The Minister replied in accents of horror and indignation. . .. It
seemed clear to the Minister that there had been much waste and ex-
travagance. Nevertheless, he did consent to the new loan. . . .

Further shocks were in store for the Minister. In 1738, the company
foresaw that it would not be able to meet its first payment due in 1739 and
the King had to agree to yet another year’s delay. . . . De Vézin’s estimate
had proved completely unreliable, for expenses far exceeded and pro-
duction fell far short of what had been anticipated . . . Constant break-
downs of the furnace interfered seriously with production ... The
Forges were operated by a staff of costly, dilatory, insubordinate and dis-
contented workmen. (qtd. in Bliss 1986, p. 65)

La Compagnie des Forges du Saint-Maurice sank in 1741, pulled down
by engineering, managerial, and financial farce. The state took over the
forges and shipyards. The latter posted regular losses until long after the
conquest. None of these mercantilist projects stopped Canada’s drain on
the royal treasury. Exports exceed imports only once in the entire history
of the colony, in 1741. The most consistently profitable business was the
Société du Canada, run by the Huguenot merchant Robert Dugard, which
shipped staples to Canada.

Britain and France wrestled for control of Canada in the War of the Aus-
trian Succession (1740 to 1748) and the Seven Years War (1755 to 1763).
Louisbourg fell to Britain in 1758, and Quebec in 1759. With the 1763
Treaty of Paris, all Canada passed to Britain. Blamed for the loss in Uaffaire
du Canada, the last governor, de Vaudreuil, the last intendant, Bigot, and
other senior Canadian officials moldered in the Bastille for “corruption.”

1.3.2 British North America

Henry Hudson’s 1610 claim for Britain to the lands around Hudson’s
Bay lay unexploited until 1670, when Charles I1 granted his cousin, Prince
Rupert, a fur trade monopoly and rechristened the region Rupertsland.
Rupert organized “The Company of Adventurers of England trading into
Hudsons Bay” (a.k.a. the Hudson’s Bay Company, or “the Bay”), a joint-
stock company, to raise funds.® The forts, trading posts, and ships re-
quired—as well as the risks inherent in the fur trade—were beyond the re-
sources of even the wealthiest individual families. Thus, the Hudson’s Bay
Company, like the British East India Company and the Dutch East Indies

8. The Company was empowered to employ an armed force, appoint commanders, erect
forts, and take other necessary measures to protect its property; sece Myers (1914), chapter 3.
The Bay still exists as a chain of department stores.
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Fig. 1.1 Hudson’s Bay Company annual dividend, 1670 to 2000
Source: Newman (1998) and Financial Post historical report for Hudson’s Bay Company

Note: Dividend is expressed as percent of par value until 1970 and as a percent of equity mar-
ket value from 1961 to 2000.

Company, was among the first joint-stock companies formed. Figure 1.1,
showing the company’s annual dividend, is a barometer of the prosperity
of the fur trade and, later, of the Canadian economy. From 1670 to the War
of the Austrian Succession, British interests in Canada consisted of the
Bay’s scattered trading posts and little else.

After the Seven Years’ War, a deeply corrupt British colonial govern-
ment took control of Canada.® Colonel Talbot, General Brock, and Bishop
Mountain all seized vast tracts of Upper Canada (Ontario), while the gov-
ernor, Henry Hamilton, Judge Elmslie, Judge Powell, and Solicitor Gen-
eral Gray appropriated huge swaths of Lower Canada (Quebec). All of
Prince Edward Island was divided up by the Montgomery, Selkirk, West-
moreland, Cambridge, Macdonnell, and Seymour families.

Partially in response to such abuses, London suspended British common
law in Canada in 1774, restored the French civil code of the ancien régime
in property law and all matters except criminal cases, and extended the
boundaries of civil law application to all of British North America north
or west of the Appalachians. This seems to be because civil law better re-
stricted land grabs by the local elite. However, French feudal land tenure
and civil law were now firmly rooted in British North America.

A tax rebellion, these restrictions on land claims west of the Appala-
chians, and an elite deeply indebted to British merchant houses combined

9. For details of specific corrupt dealings, see chapter 5 of Myers (1914).
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to inspire rebellion in the thirteen coastal colonies in 1776. This conflict
was essentially a civil war, with at least a third of the colonial population
remaining loyal to the Empire. French intervention allowed a secessionist
victory, and revolutionary governments took power in the thirteen
colonies. Revolutionary tribunals confiscated the property of those on the
losing side and exiled them. In one of history’s largest forced displace-
ments, hundreds of thousands of impoverished United Empire loyalist
refugees straggled north.!° In a few short years, Canada was transformed
from a Francophone country into a half-English half-French country.

Loyalists settling in Canada disliked the French civil code and coveted
land. In 1791, their lobbying partitioned Canada into Upper Canada (On-
tario) and Lower Canada (Quebec). In 1793, Chief Justice Osgood re-
stored common law in Upper Canada (Ontario). Upper Canada’s gover-
nor, Robert Prescott, and lieutenant governor, John Graves Simco,
stalwartly upheld directives from London to hold land open for settlement.
By 1794, Osgood forced both from office and installed Sir Robert Shore
Milnes as governor and Peter Russell as lieutenant governor. Together they
apportioned virtually all remaining unclaimed land to a tiny elite of lead-
ing loyalist families, later called the Family Compact.

The Family Compact’s dominance is hard to exaggerate, as is its success
in retarding economic development.'' As absentee landlords, the families
opposed settlement and roads for fear of losing title to squatters. Their
control of the legislative and executive councils, the church, and colonial
courts let them safeguard their interests regardless of the effect on the
economy’s overall development.

The influence of the so-called Chateau Clique in Lower Canada was nar-
rower, and so less effective at braking growth. In 1779, British and Loyalist
merchants in Montreal established the Northwest Company to compete
with the Hudson’s Bay Company for the fur trade, contesting the legiti-
macy of the latter’s monopoly. The original founders of the Northwest
Company included Simon McTavish, Todd and McGill, Charles Grant,
Benjamin and Joseph Frobisher, the firm of McGill and Patterson, and five
other merchants and firms.'? The resulting wealth gave the same names
prominence in banking, shipping, and railroad promotion decades later.

Since the Hudson’s Bay Company had its own militia, the Northwest
Company needed one too. Their battle for market share is best described in
military terms. The results are also evident in figure 1.1 in the reduced div-
idend of the Hudson’s Bay Company.

During this period, the most entrepreneurial regions of British North
America were the Maritime colonies—Nova Scotia and New Brunswick.

10. The precise number of loyalists is disputed by historians.
11. See Myers (1914), chapter 6.
12. See Myers (1914), chapter 4.
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Abraham Cunard, a master carpenter, arrived in Halifax in 1783 and
rapidly established stores, mills, lumbering, sawmills, shipbuilding, an
accounting firm, and other businesses. Despite strong competition from
other “timber barons” like Gilmour, Rankin, and Co., Philemon Wright
and Sons, William Price, and John Egan, A. Cunard and Son prospered.
Many timber barons, including Christopher Scott, John and Charles
Wood, and the Cunards, expanded into shipbuilding and shipping. Bliss
(1986, p. 135) remarks that all of these fortunes were technically founded
on theft, for the timber was almost all harvested from Crown land. The Cu-
nard Line prospered, especially after it obtained a monopoly on delivering
the Royal Mail between Britain and the Americas.

In 1812, the Napoleonic War engulfed the Canadas as an American in-
vasion force burned the Parliament Buildings in Toronto and despoiled
farms and villages. Figure 1.1 illustrates the disruption of the fur trade in
the elimination of Hudson’s Bay Company dividends. The French and their
American allies having been defeated, the inflow of settlers resumed. Al-
though a new British colony was established in Manitoba in 1811, its re-
moteness, and the Bay’s unwillingness to grant settlers formal property
rights, deterred settlement.!* The Bay viewed farmers as disruptive of its
trading relations with Indians, and effectively prevented further westward
expansion of settlement. Thus, immigrants remained in the Canadas and
the Maritimes.

The economy grew faster in Lower Canada, where the Chateau Clique
exercised a looser dominance than did the Family Compact in Upper
Canada. Montreal, closer to the Atlantic and the coastal colonies, emerged
as the economic center of Canada. In 1821, the Bay absorbed the North-
west Company. The costs of their militarized competition had grown, in
both money and death toll, and figure 1.1 illustrates the advantages of a
fur trade monopoly. The former principals of the Northwest Company in
Montreal—the McGills, MacTavishes, Frobishers, Grants, and others—
now had considerable wealth to invest in other ventures.

The House of Phyn, Ellice, and Co. established a branch in Montreal in
the late 1770s to finance the staples trade and so became the first bank in
Canada. The Napoleonic Wars disrupted this business, and once peace
was restored, John Richardson and Horatio Gates, the Montreal princi-
pals of Phyn, Ellice, and Co., established the Bank of Montreal as a part-
nership. The Bank of Montreal subscribed to the real bills doctrine and is-
sued dollar banknotes backed by the staples trade, thereby establishing the
currency unit for Canada. Rival banks quickly formed in Lower Canada,

13. Myers (1914) describes an 1857 petition signed by Red River settlers to London de-
scribing how they had “paid large sums of money to the Hudson’s Bay Company for land . . .
yet we cannot obtain deeds for the same. The Company’s agents have made several attempts
to force upon us deeds which would reduce ourselves and our posterity to the most abject
slavery under that body. . . .”
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but the Bank of Montreal, soon run by Peter McGill, remained dominant.
The Bank of Nova Scotia was chartered in 1832 in Halifax as the first lim-
ited-liability joint-stock company in what would become Canada.

John Molson, a young Englishman, arrived in Montreal in 1785 and in-
vested his inheritance in a brewery. This continually profitable venture let
him finance the first steamship in 1809. Although Molson lobbied for a
steamship monopoly, he was unsuccessful, and a brisk competition en-
sued. Profits from his brewery let him underprice the competition and
eventually buy most out.

The main competition would ultimately be the Allan Line, run by Hugh
Allan, a partner in his father’s Scottish shipbuilding and merchant firm,
Edmonstone, Allan, and Co. With family money, Allan launched the Mon-
treal Ocean Steamship Co. in 1852 and immediately reaped great profits
transporting troops to the Crimean War. Bliss (1986) reports that “Allan
ships sank, ran aground, and broke up with astonishing frequency” but
that he courted politicians generously and was a recognized master of po-
litical influence. By the 1860s, the Allan Line’s safety record was improv-
ing, and the family was growing rich bringing steerage immigrants to
North America.!* According to Myers (1914), Allan served as president of
fifteen corporations and vice president of six others at the zenith of his ca-
reer—in industries spanning telegraphy, navigation, iron, tobacco, cotton
manufacturing, railways, sewing machines, cattle, rolling mills, paper, cars,
elevators, and coal. His Montreal Warehouse Company undertook land
speculation (Myers 1914, chap. 12).

In 1838, Joseph Howe, a Nova Scotia colonial leader, lobbied the Royal
Mail to switch to steam delivery, and the admiralty invited tenders. Al-
though none of the responses met the admiralty’s conditions, Samuel Cu-
nard, Abraham’s eldest son, now running the family business, won the con-
tract—apparently through his influential friends in England, including
Lady Caroline Norton, the mistress of Lord Melbourne, then the British
prime minister. This guaranteed mail business gave the Cunard Line a crit-
ical edge over its competition, the Inman and Collins lines. Both modern-
ized rapidly, switching to screw-driven ironclads at great expense, and ul-
timately failed. Cunard modernized more slowly, and (as Bliss notes)
profitably delivered the Royal Mail between London, Halifax, New York,
and Boston in wooden steamships.

The Bank of Upper Canada, controlled by the Family Compact, exer-
cised a near monopoly in that colony.” In 1825, John Galt, a novelist, or-

14. The Allan Line sued the Montreal Witness, a newspaper that ran stories about the filth
and overcrowding in its steerage compartments, for libel. In 1883, shortly after Allan’s death,
the jury, after hearing all of the evidence during a trial of eight days, returned a verdict in fa-
vor of the Montreal Witness on all counts. For details, see Monetary Times, 2 November 1883,
p. 491.

15. See Baskerville (1987).
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ganized the Canada Company to resell land to immigrants, but such en-
trepreneurial ventures were notable in their rarity (Browde 2002). Some
outsiders, notably the Scottish immigrants I[saac and Peter Buchanan and
their Ulsterman partner Robert Harris, got Bank of Upper Canada back-
ing and grew rich off the Upper Canadian staples trade. But Isaac recalled
that “the wonderful success of my operations in Canada may be to a great
extent attributed to my solemn determination not to trust Yankees and my
exercising the most vigorous scrutiny before doing business with a man
Canadian born” (Bliss 1986, p. 154).

The biggest enterprises in Upper Canada in the early nineteenth century
were canals. The government built the Rideau Canal from the Ottawa
River to Lake Ontario. William Hamilton Merritt organized the Welland
Canal, linking Lake Erie and Lake Ontario, as a joint-stock company con-
trolled by the Family Compact. After providing generous state subsidies
and loans, the Upper Canada government finally bought out the owners of
the failing venture in 1841. The newspaperman William Lyon Mackenzie
charged that the whole project was a scam to enrich the Family Compact.
Upper Canada’s public finances never recovered.

In 1832, railroad stocks began trading in a café in Montreal that even-
tually became the Montreal Stock Exchange. The Champlain and St.
Lawrence Rail Road was built in 1834 with backing from the Molsons, Ho-
ratio Gates, and Peter McGill, then the president of the Bank of Montreal,
and financing for other railroads was undertaken.

But complaints about gross corruption and abuse of office by the elites
of both Canadas grew louder. Denied political influence and economic
opportunities, new immigrants formed an opposition movement that ulti-
mately coalesced into the Reform Party. Francis Bond Head, governor of
Upper Canada from 1835 to 1837, cracked down with a policy of “order
and discipline.” His refusal to permit the suspension of specie payment
during the Panic of 1837 caused the Bank of Upper Canada to call in debts
ruthlessly throughout the colony, further infuriating the populace. Lower
Canada fractured along linguistic lines.

Open rebellion broke out in 1837, as Louis-Joseph Papineau declared a
republic in Lower Canada and William Lyon Mackenzie did likewise in
Upper Canada.'®* Demanding an end to feudalism, church estates, trade
barriers, and land reform, the rebels had strong popular support.'” Al-
though the army restored order, Upper Canada debentures collapsed.
London dispatched a new governor, Lord Durham, whose 1839 report
damned decades of fraud and theft by the colonial elite and recommended
Responsible Government—democratic home rule.®

16. Although Nova Scotians increasingly resented the appointed Council of Twelve (Cu-
nard and other merchants) that ran that colony, democratic reform came peacefully there.

17. See Myers (1914).

18. See Lambton (1838), vol. X, for a description of the abuses.
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The end of the Imperial Preference in 1846 exposed Canadian mer-
chants to free trade. The economy collapsed, and Lord Elgin, the governor
general of Canada, reported in 1849 that “Property in most Canadian
towns, and most especially in the capital [Montreal], has fallen 50 percent
in value within the last three years. Three fourths of the commercial men
are bankrupt” (Bliss 1986, p. 158). In the London markets Canada’s stand-
ing, battered by the rebellions of the late 1830s, collapsed.

In 1849, responding to Durham’s report (and British bondholders),
London merged bankrupt Upper Canada and fiscally sound Lower
Canada to form a united, solvent, Province of Canada with home rule. In
response, a Tory mob burned Parliament. But Canada now had a prime
minister responsible to an elected legislature. Still, since an imperial guar-
antee was needed to float Canadian debt, the imperial government ap-
pointed the London investment houses of Barings and Glyns to oversee
the colony’s finances.

In 1844, Alexander established the Sherbrooke Cotton Mill, Canada’s
first industrial joint-stock company, and more investment opportunities
emerged as the colony’s politics stabilized. Perhaps the most important de-
velopment policy of the new united province was the new 1849 Patent Act,
which forbade Canadian patents on American technology, creating multi-
tudes of openings for local entrepreneurs capable of using such know-how.

The colony’s political leaders felt hamstrung by their inability to subsi-
dize such new ventures. Francis Hincks, an entrepreneur and member of
Parliament, partially solved this problem with a new Municipalities Act,
which let towns float debt. A more complete solution appeared in 1849,
when Canada began guaranteeing railroad debt, but only if prominent
politicians, such as Hincks and Galt, were on the board to “guarantee good
management.” After a brief financial crisis in 1849, a boom and bust in rail-
road stocks ensued, and railroad construction resumed on a grand scale.
Although railroads built honest fortunes, like that of the engineer Casimir
Gzoski, corruption was endemic.' Sir Allan Napier MacNab, president of
the Great Western Railway, served Canada as chair of the Parliamentary
Standing Committee of Railways and Telegraphs (Bliss 1986, p. 186). The
grandest project, the Grand Truck Railroad, run by Prime Minister
Hincks, was ineptly built and almost unusable (Myers 1914, chap. 11). A
British lobbyist hired by Hincks to lobby members of parliament wrote: “I
do not think there is much to be said for Canadians over Turks when con-
tracts, places, free tickets on railways, or even cash was in question” (Bliss
1986, p. 187).

A Barings investigation exposed rampant fraud, kickbacks, and deceit,

19. See Myers (1914), chapters 10 and 11, for a detailed description of specific allegations
and evidence, including the report of the 187677 Select Parliamentary Investigating Com-
mittee. Mills (1872), a member of Parliament, writes that “corruption taints the majority of
railway enterprises from their inception to completion” and provides details.
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and Barings blocked further Canadian listings in London to obtain a veto
over additional debt financing and guarantees in 1851. This merely tested
the ingenuity of the colonial political elite in circumventing such checks.
Railway subsidies became a top government priority. According to Naylor
(1975), railroad construction and financing in colonial Canada were “ap-
palling even by the standards of the day.” Virtually every important politi-
cian now moonlighted as a railway officer or director, and railway subsidies
both enriched political insiders and drained government coffers. Current,
past, and future prime ministers Francis Hincks, Alexander T. Galt, and
John A. MacDonald, respectively, and most of their cabinet ministers all
had railway financial ties (Myers 1914, Bliss 1986). In 1858, Alexander
Galt, now finance minister, subordinated Canada’s sovereign debt to rail-
road common stock and raised the tariff to obtain funds for larger railway
subsidies. By the 1860s, Canada had both a shoddily built, poorly run rail-
road system and a near-bankrupt government.

Now, only union with the solvent Maritime colonies of Nova Scotia
and New Brunswick promised fiscal rescue. When the United States ab-
rogated the Reciprocity Treaty in 1866, Galt lowered the tariff slightly on
manufactured goods to match those of the Nova Scotia and New
Brunswick colonies, in preparation for their union with Canada. In 1867,
British investors blocked New Brunswick and Nova Scotia financing in
London to force such a union. The resulting confederation was the Do-
minion of Canada, a self-governing entity within the British Empire.
Canadian independence is usually dated to 1867, though Responsible
Government came earlier and Canada remained within the empire long
after. Since the Canadian parliament assumed almost all of the powers of
the parliament in London in 1867, this date is probably more appropriate
than any other.

Despite endemic corruption worthy of the worst modern third world
economies, the economy modernized. Alexander Galt formed the British
American Land Co. in 1831 to buy feudal estates in Lower Canada and sell
small homesteads to English settlers, much as John Galt, his father, had
in Upper Canada (Browde 2002).?° Thus, land reform proceeded through
private-sector initiative. The Toronto Stock Exchange, founded in 1854
primarily as a commodity exchange, now traded railroad stocks and even
a few other companies. Free trade, though originally disruptive, now let
Canada benefit from elevated wheat prices during the Crimean War. An
1854 Reciprocity Treaty (free trade) with the United States further stimu-
lated the economy. Also in 1854, Prime Minister Hincks bought out the re-
maining seigneurs of Lower Canada, finally ridding Canada of the feudal

20. See also Timothy (1977).
21. Myers (1914) makes much of the generous terms of the buyout in contrast to the con-
ditions under which feudalism ended in France in 1789.
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system.?! Although slave sales were abolished in 1797, French Canadian
habitants emerged completely from feudal serfdom only a few years before
the U.S. Civil War. In 1866, Lower Canada replaced La Coutom de Paris
civil code with the Lower Canada civil code, an updated version of the
Napoleonic code, and adopted common law for certain commercial and
maritime disputes.

1.3.3 Canada on the Eve of Industrialization

All of this invites comparison with the theories, outlined above, of colo-
nial origins determining subsequent institutional and economic develop-
ment.

Canada, though ultimately a colony of settlement, was long a colony of
resource extraction. The core industry through the mid-nineteenth century
was the fur trade—natives selling pelts to Europeans stationed in a dis-
persed network of Bay trading posts. The Bay actively opposed coloniza-
tion for fear that yeoman farmers would disrupt relations with Indian and
Meétis trappers. Agriculture in French Canada was organized into feudal
estates modeled on those in prerevolutionary France. The early British
elite, especially the Family Compact, emulated this by monopolizing land
claims. Overall, the early history of Canada thus resembles Sokoloff and
Engerman’s (2000) description of Caribbean and Latin American colonial
economies.

The Canadian climate, though harsh, was not deadly to Europeans, and
the French eventually switched their emphasis, in part, to settlement. This
was accompanied by extensive mercantilist state intervention and corrup-
tion under the French colonial regime. Their British successors preserved
much of this institutional heritage, even as loyalist refugees flooded the
colony. Thus, an exogenous political event, the secession of the thirteen
coastal colonies, irrevocably converted Canada into a colony of settle-
ment, increasingly populated by yeoman farmers who demanded, and ul-
timately got, legal protection from the colony’s elite. Canadian economic
history permits a deeper understanding of the results in Acemoglu, John-
son, and Robinson (2002, 2003). An environment in which European set-
tlers could survive did not per se trigger rapid settlement. However, once
large-scale British settlement occurred, pressure for British institutions
ensued after a few decades, consistent with a broader interpretation of
their thesis: institutional development is determined by the settlers’ pref-
erence.

Easterly and Levine (1997) find that ethnic diversity slows development.
The longstanding French-English rivalry in Canada might well have
slowed Canada’s overall growth, for arguments about each linguistic
group’s access to government cash flows were central to the debates lead-
ing up to Home Rule in 1848 and Confederation in 1867. However, ethni-
cally divided Lower Canada was certainly more dynamic than thoroughly
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loyalist Upper Canada with its Family Compact earlier in the nineteenth
century. Factors other than linguistic divisions were clearly at work as well.

La Porta et al. (1997a, 1998, 2000) and La Porta, Lopez-de-Silanes, and
Shleifer (1999) demonstrate a clear correlation between the use of legal sys-
tems derived from British common law and fuller financial and institu-
tional development. The early stages of economic development reveal no
clear superiority of British over French law. Corruption occurred under
both. Although Canada adopted aspects of common law in fields relevant
to business corporations, French civil law still remains important in Que-
bec. Montreal remained the country’s economic center of gravity until the
twentieth century, so early Canadian businesses functioned in a hybrid le-
gal environment combining civil and common law. La Porta et al. argue
that official corruption and insider abuse of investors are more limited by
the British than the French legal system. Canada has a venerable tradition
of state subsidies to politically connected businesses that we would now
characterize as corruption. This may echo Canada’s French heritage; but
if more than a century of British colonial rule failed to silence these echoes,
adopting British legal systems is hardly a viable development strategy for
today’s emerging economies. Alternatively, the La Porta et al. findings may
pertain to an effect of British common law on later stages of industrializa-
tion.

Certainly, the half century after widespread British settlement and the
establishment of British institutions saw Canada successfully transform
from a sparsely populated feudal wilderness into a country with farms,
cities, canals, and railways. Land development schemes opened old feudal
estates to settlement. The foundations of great business dynasties were
laid. While there was clearly enormous waste and theft, this deeply corrupt
political economy nonetheless advanced to the earliest stages of industri-
alization. These observations raise questions about the current condem-
nation of “corruption” as inimical to development in the third world.
Canada’s colonial heritage renders the hypothesis that sound institutions
are a consequence of growth, rather than its cause, at least worthy of seri-
ous thought.

Canadian economic history also provides further insight into the argu-
ment of La Porta et al. (1997b) that more hierarchically organized societies
have difficulty accommodating institutional development. French Canada
once owned by Cardinal Richelieu, was subjected to the full force of the
counterreformation, and remained deeply subservient to the Roman
Catholic hierarchy until the mid-twentieth century. That hierarchy gener-
ally dealt with the English elite on their behalf after the Treaty of Paris. En-
glish Canadians whose family histories recall revolutionary tribunals and
armed debtors can value “peace, order, and good government” to an ex-
tent that foreigners and more recent immigrants find hard to fathom. This
deference perhaps allowed the Tory elite to adapt the mercantilist institu-
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tions of French Canada to their own needs and the Liberal elite that dis-
placed them after 1837 to do likewise.?? Only after a vast inflow of immi-
grants did Canadian voters begin to reject mercantilist policies, and even
then with distinctly mixed feelings. Thus, Porter (1965) argues that Cana-
dians, both English and French, still respected established institutions and
hierarchies more than their American cousins in the mid-twentieth cen-
tury. All of this is consistent with a slower development of the institutions
of liberal capitalism in the framework of La Porta et al. (1997b).

1.4 Industrialization

The last decade of the nineteenth century and first decade of the twenti-
eth century were Canada’s high-growth period. Understanding how cor-
porate ownership and control, and other institutions, evolved during this
period is therefore of special interest, as is the institutional structure de-
veloped in the prior two decades.

The high-growth period corresponds closely to the governments of Sir
Wilfrid Laurier, the first long-serving prime minister unmarred by scandal.
Laurier’s Liberals took power in 1896 and oversaw a booming economy
that lasted until his defeat in 1911. The first Québecois prime minister, Lau-
rier grandly proclaimed, “Canada will fill the twentieth century.” This
seemed not absurd at the time, for Canada’s population and industrial pro-
duction grew at unprecedented (and unsurpassed) rates. A popular diver-
sion of the time was forecasting when Canada’s population would exceed
that of the United States by extrapolating the two countries’ growth rates.
Visionary politicians seriously advocated imperialism, envisioning Can-
ada assuming the burden of weary Britain’s worldwide empire. This too
seemed not unreasonable, and Laurier was a dedicated imperialist.

The fat Hudson’s Bay Company dividends of this era, shown in figure
1.1, as well as the more direct measures of growth in figures 1.2 and 1.3, all
also attest to the country’s prosperity.

Economic expansion paralleled an immigration boom. Under Laurier,
Canada’s population rose 44 percent. Western Canada was rapidly popu-
lated along the proliferating transcontinental Canadian Pacific Railway
(CPR) system. All sectors of the economy grew rapidly and simultaneously
to accommodate this infrastructure investment and the millions of new
consumers flooding in. The situation thus closely resembles what Murphy,
Shleifer, and Vishny (1989) call a big push—rapid development sustained
by the simultaneous expansion of many interdependent sectors, so demand
for intermediate and final goods grows apace with their supply.

The railway, and the immigrant settler farms springing up around it,

22. Haber (2002) describes a similar preservation of the institutions of “crony capitalism”
by successive new elites in Latin America.
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created an economic low-pressure zone. Every sort of new business was
needed to supply the railroad, the settlers, and all the other new businesses
opening to serve them.

1.4.1 Bracing for the Big Push

Although the actual big push occurred when Laurier was prime minis-
ter, the Tory prime minister John A. MacDonald cleared the way over the
previous two decades. He did this by managing unfolding political events
to divert ever-greater subsidies to the CPR. The successful completion of
this transcontinental line created space for immigrants, who raised de-
mand for all manner of goods, which allowed the big push to succeed. The
details of this ground clearing are important.

In 1867, Canada’s most important business was still the Bay, which still
owned Rupertsland—most of the northern half of North America. The
chief factor, George Simpson, ruthlessly exploited Rupertsland from the
mid-1820s to the 1860s. The bastard son of a Presbyterian minister, Simp-
son had a profound suspicion of ethics that compensated for the waning
European demand for beaver pelts. Nonetheless, the Bay’s directors saw an
inevitable decline in both the fur trade and the Bay’s dividend (in figure
1.1). Through two takeovers, the Bay diversified into lumbering, fishing,
livestock, coal mining, buffalo wool, and even a colony in Oregon. All
failed, and the dividend slid. Ultimately, a new management team con-
cluded that forsaking the fur trade and selling the Bay’s vast landholdings
was in the best interests of the shareholders. In 1868, the next chief factor,
Donald Smith, sold Canada all of Rupertsland, including the Manitoba
colony. The profit maximization decision of a monopoly resource extrac-
tion company thus transformed Canada from a colony of extraction into a
colony of settlement.

The big push that followed saw no abatement of corruption. Property
rights actually grew more unsettled before they became stronger, and the
transcontinental line’s construction was rife with political kickbacks and
self-dealing. The Bay had never assigned formal land titles to the residents
of its Manitoba colony. Sold to Canada with no provision for their prop-
erty rights, the métis and other settlers rose in rebellion in 1869. The poet
and philosopher Louis Riel declared a Republic of Manitoba and seceded
from Canada.?® The rebels surrendered in 1870, and President Riel fled.
Manitoba rejoined Canada as a province, and the rest of Rupertsland
became the Northwest Territories. Property rights were formalized and
settlers poured in. But MacDonald concluded that Canada needed a
transcontinental railroad to exercise sovereignty over this vast region. In
1871, he convinced the British Pacific coast colonies to join Canada as the

23. See Myers (1914), chapter 9, for a detailed description of the conflicting interests behind
the rebellion and its suppression.
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province of British Columbia by promising them a transcontinental rail-
road.

Hugh Allan, owner of the Allan Line, founded the Canada Pacific Co. to
build the link. The Grand Trunk, fearing competition, lobbied furiously to
undermine Allan’s company. The Panic of 1873 and subsequent depres-
sion—figure 1.3 shows a drop in per capita gross national product (GNP)
of almost 8 percent in 1876—stalled these plans. The exposure of a huge
kickback from Allan to MacDonald brought down the Tory government,
prolonging the stall. The new Liberal government of Alexander Mackenzie
cautiously raised the tariff and tried to rehabilitate Canadian debt in Lon-
don. But a series of bank panics and failures continued through the 1870s.

With no railroad in sight, British Columbia elected a separatist govern-
ment in 1878. MacDonald recaptured power in 1879 pledging to complete
the railroad immediately—as well as raise the tariff and subsidize the Ro-
man Catholic clergy.

The CPR was incorporated in 1881, and its first president, George
Stephen, quickly sold his own railways to the CPR. MacDonald provided
the CPR a subsidy of millions of acres of former Bay lands. These were as-
signed to a company controlled by the Bay’s chief factor, Donald Smith,
and Edmund Osler, the owner of several other railways the CPR bought. In
1883, Smith joined the CPR board and quickly dominated its manage-
ment. Thus corruption, or at least self-dealing, was central to the CPR
from its inception.

To keep railroad construction teams supplied, existing industrial pro-
duction expanded rapidly. Land prices soared, new coal and natural gas
fields were discovered and developed, and settlers moved farther west onto
land claimed by Indians and the métis descendants of trappers. In 1884,
Louis Riel reappeared to declare a republic in Saskatchewan. MacDonald
now had to subsidize accelerated CPR construction to move troops to
Saskatchewan. Riel was hanged, and no other province has seceded (at
writing). The Indian tribes, all repeatedly decimated by disease and aware
of the carnage in the western United States, signed treaties and moved
peaceably onto reservations. British concepts of property rights replaced
communal tribal claims everywhere else.

The CPR finished its transcontinental mainline in 1886 and then diver-
sified into steamships and luxury hotels. It soon displaced the Bay as the
dominant business of the land. Presidents of the CPR and prime ministers
of Canada renegotiated subsidies (upward, eventually to over 200 million
dollars plus land grants) as equals (Myers 1914, chap. 14).

Railroads built the greatest fortunes of the 1890s, enriching Richard An-
gus, Joseph Hickson, George Cox, Duncan Maclntyre, Lord Strathcona
and Mount Royal (formerly Donald Smith), Lord Mount Stephen (for-
merly George Stephen), and William Van Horne. All but Cox and Hickson
grew wealthy building or operating the CPR. Hickson grew rich revitaliz-
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ing the old Grand Trunk, and Cox by reselling the bankrupt Midland Rail-
way to the Grand Trunk (Myers 1914, chap. 14).

The stage was now set for “big push” development, as in Murphy,
Shleifer, and Vishny (1989). Large pools of capital stood ready. The CPR,
albeit built for political and military reasons, opened vast new territories.
Population could grow rapidly, for the Bay no longer blocked settlement.
Ratbher, its chief factor was set to make a fortune selling land to immigrants.

All this occurred in an economy still mired in both official and private
corruption, surrounded by prohibitive tariffs, and hosting a scandal-
plagued financial system.

1.4.2 Corruption and the Big Push

Official corruption retards economic development—see Mauro (1995)
and many others for empirical evidence. Murphy, Shleifer, and Vishny
(1991, 1993) argue that corruption does this by raising the return to invest-
ing in political connections above that to investing in ordinary business
projects, like plant and equipment or research and development. This di-
verts talented individuals away from careers as engineers, inventors, and en-
trepreneurs and into more lucrative careers as politicians and bureaucrats.

Canada was clearly an extremely corrupt country, at least by modern
standards, when it began industrializing. However, politicians expected,
and were expected, to become wealthy from public office. Behavior that to-
day would clearly constitute corruption was not only legal but anticipated.

An 1875 requirement that insurance companies invest domestically re-
pelled foreign insurers and opened the field for a spate of new Canadian in-
surers. Confederation Life was run by Sir Francis Hincks, then finance
minister. Prime Minister Mackenzie took charge of North American Life
after losing power in 1878. Prime Minister MacDonald served as president
of Manufacturer’s Life while in office. Sun Life was run by Matthew Gault
until MacDonald intervened to oust him. The Bay’s chief factor, Donald
Smith, used his seat in Parliament to promote his steamship and railway in-
vestments in Manitoba (Myers 1914, chap. 13).

Thus, members of Parliament and provincial politicians, such as Mani-
toba premier John Norquay, routinely empowered each other to develop
and run coal mines, lumber companies, and land companies (Myers 1914,
chaps. 16 and 17). Robert Dunsmuir, wealthy from his Union and Welling-
ton Colliery, Esquimault and Nanaimo Railway, and especially his land
grant from the government at the CPR Pacific terminus, an obscure village
called Vancouver, served the people of British Columbia in the provincial
legislature (Myers 1914, chap. 16).

Municipal politicians also moonlighted as barons of industry.>* A good
example is George Cox, who ran British America Insurance, Canada Life,

24. For a detailed list, see Myers (1914), chapter 15.
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the Canadian Bank of Commerce (now CIBC), Central Canada Savings
and Loan, Canada Landed and National Investment Co., Dominion Coal,
Dominion Securities, Imperial Life, Manitoba Northwest, National Trust,
Toronto Savings and Loan, and Western Insurance. While thus burdened,
Cox served the people as the six-term mayor of Peterborough, Ontario.

However, several factors probably eased the drag of corruption on the
economy enough for a big push to succeed under Laurier.

First, some corruption worked for the good. Although MacDonald won
and retained power through blatantly corrupt elections, took kickbacks
from railroad companies, and continually blurred the boundaries between
his private and public duties, he pushed through the transcontinental rail-
way. The CPR, though mired in what today we would call corruption, cer-
tainly raised the returns to genuine entrepreneurship in numerous other in-
dustries, and so shifted talent in that direction.

Second, such corruption grew increasingly unacceptable to the general
populace over time. The yeoman farmers of Ontario found the Family
Compact’s economic stranglehold maddening enough to rise in rebellion
in 1837, and the Liberal rebellions of 1837 brought corruption down a
notch. Official failures to honor existing property rights caused first Man-
itoba and then Saskatchewan to secede. Both rebellions were put down,
but both also ratcheted respect for private property rights up a notch.
MacDonald, though not jailed for demanding kickbacks from railroads,
was forced from office temporarily. Future politicians would have to be
more honest, or at least more careful. Ultimately the big push came under
Laurier, who gave Canada almost two decades of unprecedentedly honest
government and hence of abnormally low returns to corruption.

Finally, the returns to genuine business entrepreneurship in Canada
probably were very high indeed during the big-push years. Even given a de-
gree of corruption, genuine entrepreneurship was still a very attractive ca-
reer. This requires a bit of elaboration.

Counterintuitively, the weakness of certain property rights likely en-
couraged local entrepreneurs. Before 1872, honoring foreign patents was
illegal. This let Canadian entrepreneurs freely use the most up-to-date for-
eign technology. In response to suggestions by some of Canada’s trading
partners, MacDonald revised the Patent Act in 1872 to permit the honor-
ing of U.S. patents if the holder had a plant in Canada. This was justified
as encouraging foreign direct investment. Overall, these policies encour-
aged new high-technology industries, including steel casting, cement man-
ufacture, farm machinery, and the like.

Fortuitously, many new technologies fit the Canadian economy well.
The countryside was designed for hydroelectric power. One important
project, by William Mackenzie, momentarily drawn from his railroads and
Latin American investments, was turbines under Niagara Falls and lines to
transmit the power to Toronto.
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Also tailor-made for Canada, another new technology made paper from
wood pulp rather than rags. Mills could use hydroelectric power to grind
low-grade trees into pulp to produce paper. Hector Clergue built such a
mill at Sault Ste. Marie, and the CPR tycoon Van Horne acquired another
by squeezing the entrepreneur John Foreman out of his company, Lauren-
tide Pulp. The first prominent Quebecois entrepreneur, Alfred Dubuc, built
his Compagnie de Pulpe de Chicoutimi because, as he admitted to his
banker, “Je n'ai pas d’argent [l have no money]” (Bliss 1986, p. 323). Estab-
lished lumber barons, including matchmakers Eddy and Booth, also diver-
sified into pulp and paper.

This period also saw the beginnings of Canada’s minerals industries.
Discovering iron ore near his Sault Ste Marie mill, Clergue formed Algoma
Steel Co. to mine and refine it and the Algoma Central Railway to ship it
out. Samuel Ritchie gambled on the discovery of low-grade copper and
nickel ores in Sudbury, and won hugely when the Boer War pushed prices
up sharply. A takeover of Ritchie’s mining operation and an amalgamation
with several other mining and smelting companies organized by Robert
Thompson’s smelting firm created International Nickel. When formed in
1902, it was the world’s largest nickel producer. The CPR also entered the
field, forming the Consolidated Mining and Smelting Company of Can-
ada, or Cominco Ltd.

The CPR diversified, in part, because freight rates fell as the Manitoba
entrepreneur William Mackenzie and his partner, Donald Mann, strung
bits of railroad together to compete with the CPR in its most lucrative runs.
This competition ultimately lowered rail shipping costs substantially, pro-
viding further scale economies.

Millions of new immigrant farmers were also soon in business. Canada
quickly became the world’s largest wheat exporter, and Winnipeg the
world’s largest commodity exchange. Rising farm income created millions
of new aspiring middle-class consumers. The semiliterate Patrick Burns
built a huge beef-packing empire based in Calgary.

Selling consumer goods across the much-expanded country built more
fortunes. The barely literate Irish immigrant, Timothy Eaton, built a na-
tionwide catalogue department store business that bypassed wholesalers
and used the railway system to deliver goods either to branch stores or di-
rectly to consumers. Replacing the declining staples wholesale businesses,
Eaton’s and its imitators—Robert Simpson and Charles Woodward, and
of course the Hudson’s Bay Company—would dominate Canadian retail-
ing for the next century.

And new information industries arose as the populace grew more edu-
cated and economically active. John Bayne Maclean, a clergyman’s son,
launched the Canadian Grocer, Canada’s first weekly newspaper. He
quickly launched a succession of other newspapers: Hardware and Metal,
Books and Notions, Dry Goods Review, and Canadian Printer and Publisher.
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His main surviving ventures are the Financial Post and The Busy Man’s
Magazine, reticently renamed Maclean’s. The Southam family used profits
from their Spectator to acquire a steel company, printing plants, and a
chain of newspapers in other cities.

1.4.3 Finance and Growth

King and Levine (1993) demonstrate a marked correlation between the
development of a country’s financial system and its economic growth.
Canada’s financial system under MacDonald consisted of an anemic stock
market and banks adhering religiously to the real bills doctrine, lending
only for trade credit. Naylor (1975) argues that this adherence had sub-
stantially slowed growth by precluding loans for capital. However, by the
end of the Laurier years, financial institutions were lending to all manner
of businesses and the stock markets had seen two sustained waves of initial
public offerings (IPOs).

Up to the late nineteenth century, new ventures were predominantly fi-
nanced with some mixture of family money, government subsidies, and the
retained earnings of existing companies. Both corruption and genuine
entrepreneurship had built sizable family fortunes. The largest included
Maritime shipping dynasties, heirs of the Montreal fur traders, and a hand-
ful of old loyalist families. Hugh Allan made another fortune off his vast
ranches in Alberta as meat production shifted west. Alexander Tilloch
Galt, whose family had helped settle English immigrants in both Upper
and Lower Canada in the nineteenth century by buying land from loyalists
and reselling it to settlers, repeated this model in Alberta with more success
than in either previous venture. Canadian lumber barons, such as John
Hendry of New Brunswick and the Maclaren family of Quebec, began ma-
jor operations in the new provinces. The tycoons who built, supplied, and
operated the CPR and other railroads also acquired vast wealth. And
wealth from past government connections created other lasting family for-
tunes. These assemblages of capital, and their owners’ desire to diversify,
helped launch new industrial ventures across Canada.

Laurier had originally criticized MacDonald’s CPR subsidies and es-
chewed subsidizing industry until late in his final term. But provincial and
municipal governments had no such compunctions. A government-
subsidized railway into Northern Ontario in 1902 brought a fabulous re-
turn, as minerals were discovered all around it, and it is still used to justify
publicly financed development schemes. Gilbert Labline and Noah Tim-
mins developed Hollinger Mines. J. P. Bicksell took over Porcupine Mines
after its original owners were imprisoned. These firms, and the new Dome
Mines, fueled a second wave of penny mining stock issues. Over five hun-
dred new mining companies were listed in Toronto to meet investor de-
mand at the end of the new century’s first decade.

The mining business built more fortunes when gold was discovered, first
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in British Columbia in the early 1890s and then in the Yukon in 1898. A
booming industry of fraudulent penny stock IPOs sprang up in Toronto,
fleecing investors from across Canada and around the world. Two addi-
tional exchanges were formed in Toronto to handle the boom.?® Despite the
endemic fraud, Canada now had stock markets that attracted capital from
all over the world.

Canada’s securities markets and financial system had now developed to
the point that growth through stock and debt-financed mergers and acqui-
sitions (M&A) became possible. Thus, George Cox and his partner, the for-
mer prime minister MacKenzie Bowell, who ruled briefly between Mac-
Donald and Laurier, built National Investment Co. through an M&A
program. In fact, the early 1890s constituted Canada’s first M&A wave.
Figure 1.4 shows M&A activity from the first Canadian records to the pres-
ent and reveals a distinct surge in this period.

Virtually all of the new companies had controlling shareholders, so a
takeover or merger usually required buying a private family company or
buying a control block of a traded company from an existing dominant
shareholder. Also, much M&A activity involved buying out small-scale
family-controlled firms and merging them into growing national compa-
nies.

Max Aitken’s Montreal Trust and Monty Horne-Payne’s British Empire
Trust issued bonds in London to finance Canadian M&A. Other M&A en-
trepreneurs used acquirer company stock to buy targets. A domestic secu-
rities industry grew fat off the proceeds of public issues as domestic de-
mand for investments rose.

Venerable family firms seemed in decline. George Cox, despite the obvi-
ous incompetence of all his sons, entertained visions of continuing the Cox
dynasty. In 1905, James Henry Gundy and George Herbert Wood quit
Cox’s Dominion Securities to form Wood Gundy Ltd., which quickly grew
to dominate the securities industry. Banks and insurance companies, as
well as trust companies and the new securities firms, directed Canadian
savings into industrial ventures via bonds, preferred stock, and common
stock.

These developments permitted a second wave of mergers and acquisi-
tions just before the First World War. By raising cash through bond issues
via their securities houses, raiders could finance corporate takeovers. By
swapping shares, they could undertake mergers. Figure 1.4 shows a second
burst of M&A activity in the early twentieth century.

In 1899, Henry Melville Whitney issued shares to consolidate several
collieries into Dominion Coal and then to diversify into steelmaking with
Dominion Coal and Steel. The Cox family responded by setting up the
country’s first pyramidal group, with public shareholders holding minority

25. See Armstrong (1997) for details.
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interests in Crow’s Nest Pass Coal, Canada Cycle and Motor Co., and a
host of other firms. Panics in 1903 and 1907 soured many of the old fami-
lies on equity holdings, but public demand continued.

1.4.4 Openness

That trade openness encourages development is well established; see, for
example, Bhagwatti (1998). The role of financial openness is more contro-
versial. Bhagwatti cautions that financial openness leads to financial in-
stability and that proponents of globalization should be content with trade
openness. However, Henry (2000a,b) shows that modern-day emerging
economies experience investment booms upon opening their financial
markets and institutions to the global economy.

To subsidize the CPR, MacDonald needed more government revenues.
The main source of public funds at this time was the tariff. MacDonald’s
Tories therefore proclaimed the National Policy—tariffs ultimately aver-
aging 35 percent across the board, ostensibly to promote rapid industrial-
ization by restricting imports. The National Policy is thus a genuinely clas-
sical example of import substitution. It remained in effect, in one form or
another, until the post-World War II trade liberalizations. Canada’s suc-
cess under this regime is probably the most important argument advanced
by later proponents of import substitutions, such as Prebisch (1971).

However, Canada had no major restrictions on capital inflows or out-
flows during its high-growth period, for the country was on the gold stan-
dard. Despite the rapid financial development within Canada, the big push
leaned heavily on foreign capital. More foreign investment flowed into
Canada per year in absolute terms during the Laurier boom than into the
United States. This capital, mainly from Britain, but to a lesser extent from
the United States, funded waves of startups, expansions, and corporate
takeovers that reshaped the economy utterly.

Again, the groundwork for this vast capital inflow lay, to some extent, in
the corrupt institutions of the previous two decades. MacDonald’s revised
Patent Act of 1872 protected U.S. patent holders with operations in Can-
ada, and his National Policy blocked U.S. exports. The result was a sus-
tained wave of foreign direct investment (FDI), as U.S. firms set up shop to
protect their patents and then expanded to serve the domestic market. For
example, Alexander Graham Bell entrusted his father, Alexander Melville
Bell, to set up a Canadian telephone company—American Bell of Boston
held Bell’s patent from the 1880s on. Thus, trade barriers and selectively
weak property rights actually stimulated capital inflow.

Subsidies to foreign capital also played a role. Canadian municipalities
everywhere, eager to attract such high-tech ventures, offered increasingly
competitive “bonuses”—up-front cash subsidies—to manufacturers. A
multitude of bidding wars, often financed with municipal bonds, erupted
across the country, with the Monetary Times reporting in 1895 that “Amer-
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ican firms of every description ‘seeking a new site’ or ‘wishing to extend
their business by establishing a Canadian branch’ have only to make public
their designs and be inundated by letters from Canadian municipal au-
thorities” (qtd. in Bliss 1986, p. 304).

Despite their success in generating foreign capital and branch plants, the
overall efficacy of these industrial policies as a development strategy re-
mains a topic of debate. For example, Naylor (1975) argues that their side
effect was Canada’s marginal position in the wave of technological inno-
vation in the 1890s and early 1900s (vol. 2, p. 47). Bliss (1986) argues that
the National Policy “created distorted hot-house growth in manufacturing
that had serious, often harmful consequences” and cites a vast overcapac-
ity in chic high-technology industries like textiles and steelmaking. Irwin
(2002) argues that rapid growth in Argentina and Canada, two high-tariff,
high-growth outliers in the late nineteenth century, depended on commod-
ity exports, not industrialization through import substitution. He argues
that the tariff was a revenue source but never a spur to industrialization.

Another distortion was smuggling, which became a major industry. Al-
though this had some beneficial results, such as fueling the growth of Fort
Whoop-Up in the part of the Northwest Territories that would become Al-
berta, its effects were probably mainly negative.

The National Policy also fostered inefficient and high-cost production.
Few Canadian firms were capable of exporting. Notable exceptions were the
farm machinery firms of Hart Massey and Alanson Harris, both based on
Canadian patents and American prototypes. Both prospered as Canadian
farming modernized. By 1891, when the two great family firms merged,
both had robust export businesses in Argentina, Australia, and Great
Britain. Administrative technicalities initially limited their U.S. exports.

But reciprocal trade barriers also stymied creative entrepreneurs. Thus,
J. L. Kraft moved his cheese business from Ontario to Chicago in 1905.
Over the longer term, the public’s identification of tariffs with Canadian
nationalism, fueled by the MacDonald Tories and later picked up repeat-
edly by populists and socialists, would emotionally charge trade and for-
eign investment policy discussions for a century.

As the big push ended, Canada became a capital and technology ex-
porter. Fresh from building the now world-famous Canadian Pacific Rail-
road, the longest in the world, other railroad barons looked abroad, setting
up railways in Brazil, Cuba, Guatemala, Mexico, Spain, and the West In-
dies. Once established in those countries, they moved on to trolley systems,
electric power and light systems, and sundry other enterprises. Canadian
banks followed into these new markets. The old Cox group, now ably man-
aged by the railroad man Mackenzie and advised by the legal virtuoso
Zebulon Lash, also rapidly expanded into Latin America, Spain, and the
Caribbean. In 1912, Mackenzie and his chief engineer, F. S. Pearson, com-
bined these holdings into Brazilian Traction, also called o pulve Canadenses
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(the Canadian octopus). The Mackenzie family still controls one of Mex-
ico’s main pyramidal corporate groups.

1.4.5 Initial Corporate Ownership Structures

As the stock market deepened, widely held industrial firms also ap-
peared. The Hudson’s Bay Company generally had no single dominant
shareholder, though its chief factor often seemed to rule the company and
its shares did not trade on exchange. But Canada now had numerous small,
widely held mining companies and two widely held giants. Canadian Pa-
cific was widely held from its inception, and by 1900, Bell Canada too was
widely held.

However, many large Canadian firms now belonged to pyramidal cor-
porate groups—structures in which a family or closely held apex firm con-
trols other listed firms, each of which controls yet other listed firms, and so
on. The first such group, that of the Cox family, established in 1899, served
as a model. Still, Canadian pyramidal groups were usually not terribly
complicated, at least relative to their modern descendants. Most had only
a few tiers and a handful of firms. The economic motivations of their
builders are also fairly straightforward.

Prior to the big-push period, and early into it, old-money families and
railroad tycoons diversified their wealth by venturing into different indus-
tries. As the stock market developed and public shareholders became a sig-
nificant source of capital, selling minority interests in these ventures to
small investors became increasingly common. Listing its controlled sub-
sidiaries lets a wealthy family leverage its retained earnings into control
over much larger pools of capital than its own wealth yet retain complete
control. It also let these families diversify more extensively while operating
on a larger scale in each industry.? Thus began the first corporate groups.

Larger corporate groups were often the result of takeover waves. From
1909 until 1912, when the economy abruptly slowed, 275 of Canada’s
largest firms coalesced into 58 in half a billion dollars’ worth of M&A
transactions. The most active corporate acquisitor of this period was Max
Aitken, who assembled Canada’s largest pyramidal group. The son of a
Presbyterian minister, he rose through the ranks of Royal Securities, ulti-
mately running the firm for its controlling shareholder, John Stairs, heir to
the old Nova Scotia merchant family. In 1906, he used his earnings to buy
Montreal Trust, and he then used that firm to take over Royal Securities.
Aitken issued debt in London on a huge scale and used the proceeds to buy
steel mills, cement companies, power companies, and other firms all over
Canada. In this way, he built the Steel Company of Canada from Montreal
Rolling Mills, Hamilton Steel and Iron, Canada Screw, Canada Bolt, and
many other smaller firms. Aitken also formed Canada Cement out of

26. See Almeida and Wolfenzon (2003) for a formal model.
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twelve of the country’s thirteen Portland cement makers. At the end of the
big-push years, Aitken, always a passionate imperialist, bought the title
Lord Beaverbrook and retired to London.

Larger corporate corporations and groups also resulted from financial
distress. The national policy produced enormous overcapacity in stylish
industries, with many plants being run by certifiably unskilled managers.
Many of these listed to raise capital, but their ongoing overcapacity prob-
lems depressed their share prices, inviting the attention of corporate
raiders. Thus, A. F. Gault amalgamated about half of the country’s cotton
mills into Dominion Cotton Mills by 1890, and David Morrice amalga-
mated most of the rest into Canadian Colored Cotton by 1892. After fairly
overtly fixing prices for many years, the two eventually merged into Do-
minion Textile in 1905.

Acquirers of this era often bought out target controlling shareholders
with minority blocks of stock in their other controlled companies. The tar-
get insiders who received these shares would sell out to diversify. The result
was more complicated structures of less narrowly held listed companies con-
trolling other listed companies. Although Aitken had access to London cap-
ital, other Canadian acquirers used the retained earnings of one firm to take
over another. Obviously, retained earnings go farther if minimal control
blocks are acquired, leaving the target listed after its successful takeover.

It is in this period that we can first construct a broad, though approxi-
mate, cross-sectional representation of the ownership structures of large
Canadian companies. Figure 1.5 classifies the top sixty-six firms by own-
ership structure in 1902, midway through the big push, and the top hun-
dred in 1910—near the height of the boom.

It shows that four widely held firms account for 46 percent of large cor-
porate-sector assets in 1902 but that this fell to 29 percent by 1910. In both
years, the bulk of these assets belong to two widely held firms—Bell
Canada and the CPR. The Bell family had sold out prior to this, and the
CPR was widely held from its inception. By 1910, the greatest part of the
corporate sector, 40 percent by assets and 45 percent of firms, belonged to
pyramids controlled by wealthy individuals or families. A substantial num-
ber of smaller firms are independent corporations controlled by a family or
individual. About one-fifth of the corporate sector is foreign controlled,
primarily by Britons. We are unable to ascertain the ownership of many
firms in these early years. We suspect that most of these were indirectly
controlled by wealthy families.

1.5 The Evolution of Corporate Ownership

We replicate figure 1.5 for subsequent time periods—every ten years un-
til 1960, and roughly every five years thereafter. We occasionally substitute
an adjacent year because of missing data. The main problem is that we do
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Fig. 1.5 The control of large firms in the early twentieth century

Notes: This figure illustrates the importance of different categories of controlling sharehold-
ers in the top 100 firms in 1910 and the top 66 firms in 1902, weighted by total assets and by
number of firms. Financial-sector firms are excluded. Assets data are from annual reports.

Control is assigned using information in annual reports, corporate histories, and general his-
tories of Canadian business.

not have Statistics Canada Directory of Intercorporate Ownership date for
every year. These results are graphed in figure 1.6.
First, the incidence of firms whose control we cannot trace falls off
quickly. From 1920 on, the fraction of assets belonging to such firms is near
negligible, and the fraction of such firms can be ignored from 1930 on.
State control of corporate assets begins with the First World War and
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Sources: Past issues of Statistics Canada’s Directory of Inter-Corporate Ownership, the Fi-
nancial Post, Canadian Annual Financial Review, and Financial Post Corporate Securities;
supplemented by Taylor and Baskerville (1994), Bliss (1986), Francis (1988), Myers (1914),
Naylor (1975), and individual corporate histories.

Note: This figure illustrates the importance of different categories of controlling sharehold-
ers in the top 100 firms from 1902 to 1998, weighted by total assets and by number of firms.
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steadily grows through the 1990s, when it abruptly falls off. This reflects the
privatizations of Air Canada, Canadian National Railways, PetroCanada,
and many other state-controlled enterprises by the Mulroney Tories. Note
that the number of state-controlled enterprises rose sharply in the 1970s,
reflecting the more socialist policies of the Trudeau Liberal governments
and the many nationalizations they undertook, and then falls back in the
1990s as the privatizations go ahead.

Multinational firms have always been important in Canada. In 1902, for-
eigners controlled about 10 percent of the country’s large firms, amounting to
about 20 percent of corporate assets. Both figures grew to about 30 percent by
the 1930s and fluctuate around that figure for the remainder of the century.
Foreign control peaks, in terms of number of firms, in the 1970s. This pro-
vided the Trudeau Liberals political justification to nationalize numerous
companies, as this would keep them out of foreign control. The sharp rise in
foreign controlin 1998 is due to a few high-profile transactions—the takeover
of Labatt’s Breweries by the Belgian firm Interbrew and the U.S. firm Veri-
zon’s acquisition of a control block in Telus. The nationality of the typical for-
eign owner also changed. At the beginning of the century, foreign owners
were usually British. By the century’s end, American owners predominated.

Freestanding widely held firms become more common as the century
progresses until the mid-1960s. Thereafter, widely held firms become
steadily rarer and account for a diminishing fraction of corporate assets.
This pattern is more evident if we drop firms whose controlling shareholder
is unknown, foreign-controlled firms, and state-owned enterprises. Figure
1.7 replicates figure 1.6, dropping these.

The importance of family-controlled pyramidal groups, including those
controlled by single wealthy individuals, follows precisely the opposite pat-
tern. Family-controlled pyramids are commonplace at the beginning of the
century, recede markedly by mid-century, and then resurge at the century’s
end.

This pattern requires explanation. We first provide more details about
the rise and fall of different family- and widely held firms over a century of
business cycles. We then consider various reasons why ownership struc-
tures might change over time. Since institutional changes and business-
cycle conditions often correspond to political events, we refer to periods by
the name of the current prime minister. Table 1.1 lists the terms of office of
twentieth-century Canadian governments.

1.5.1 Ownership Structure Changes over a Century of Business Cycle?’

The merger waves, shown in figure 1.4, each correspond to abrupt
changes in ownership structures. The main merger waves are the following:

27. What follows is drawn from Bliss (1986), Francis (1986), Khemani, Shapiro, and Stan-
bury (1988), Maule (1966), Naylor (1975), Newman (1975, 1981, 1991, 1998), and Taylor and
Baskerville (1994). The analysis by Bliss is especially useful throughout this section, and a
general reference is gratefully acknowledged.
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Naylor (1975), and individual corporate histories.

Notes: This figure illustrates the importance of different categories of controlling sharehold-
ers in the top 100 firms from 1902 to 1998, weighted by total assets and by number of firms.
State-owned enterprises, multinational subsidiaries, and firms whose control is unclear are
excluded.
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Table 1.1 Canadian prime ministers and governments of the twentieth century
Prime minister Party Elected Resigned
Martin, Paul Edgar Philippe Liberal December 12, 2003
Chrétien, Jean Joseph Jacques ~ Liberal November 4, 1993 December 11, 2003

Campbell, A. Kim

Mulroney, Martin Brian
Turner, John Napier

Trudeau, Pierre Elliott

Clark, Charles Joseph (Joe)
Trudeau, Pierre Elliott
Pearson, Lester Bowles
Diefenbaker, John George

St. Laurent, Louis Stephen
King, William Lyon Mackenzie
Bennett, Richard Bedford
King, William Lyon Mackenzie
Meighen, Arthur

King, William Lyon Mackenzie
Meighen, Arthur

Borden, Robert Laird
Borden, Robert Laird
Laurier, Wilfried

Progressive Conservative

Progressive Conservative

Liberal

Liberal

Progressive Conservative

Liberal

Liberal

Progressive Conservative

Liberal

Liberal

Conservative

Liberal

Conservative

Liberal

National Liberal and
Conservative Party

Unionist

Conservative

Liberal

June 25, 1993
September 17, 1984
June 30, 1984
March 3, 1980
June 4, 1979

April 20, 1968
April 22, 1963
June 21, 1957
November 15, 1948
October 23, 1935
August 7, 1930
September 25, 1926
June 29, 1926
December 29, 1921
July 10, 1920

October 12, 1917
October 10, 1911
November 7, 1896

November 3, 1993
June 24, 1993
September 16, 1984
June 29, 1984
March 2, 1980
June 3, 1979

April 19, 1968
April 21, 1963
June 20, 1957
November 14, 1948
October 22, 1935
August 6, 1930
September 24, 1926
June 28, 1926
December 28, 1921

July 9, 1920
October 11, 1917
October 6, 1911

the decades surrounding the beginning of the twentieth century, the late
1920s, the early 1960s, the late 1960s, the late 1980s, and the late 1990s. Fig-
ure 1.3 shows that each was also a business-cycle peak. Before considering
explicit hypotheses about why ownership structures changed as they did,
we provide some background details about conditions over the decades
and the associated changes in corporate ownership.

The first merger wave was actually a prolonged period of intermittently
high takeover activity spanning the Laurier boom—from the mid-1890s
to 1911. Under Laurier’s Liberals, new technology and British capital fi-
nanced waves of takeovers in steel, cement, and other (then) cutting-edge
industries. Figure 1.5 shows that these transactions markedly increased in
the importance of pyramidal groups—new ones, like the Aitkin group, and
pyramids built on old family money, like that of the Coxes.

The subsequent slower-growth period, from 1913 through the mid-
1920s, saw a decline in the importance of family pyramids. As figure 1.6
shows, part of this corresponds to an upswing in state-owned enterprises.
Ontario businessmen lobbied successfully for a state-owned power com-
pany, now called Hydro One, to provide subsidized electricity. Laurier,
previously opposed to all business subsidies, grew pragmatic and agreed to
subsidize the old Grand Trunk Railway to build a second transcontinental
line. William Mackenzie, with Cox money and subsidies from Manitoba,



104 Randall K. Morck, Michael Percy, Gloria Y. Tian, and Bernard Yeung

undertook a third. His Tory successor, Prime Minister Borden, poured in
more subsidies, and by 1915 the National Transcontinental Grand Trunk
Pacific and Canadian Northern were complete. Both were soon hopelessly
insolvent, but “too big to fail.” After a series of bailouts, Borden bought
both in 1917 to form the state-owned Canadian National Railway (CNR).

By the mid-1920s, conditions slowly improved, and new business op-
portunities emerged. The most significant was Prohibition in the United
States, enacted in 1919, which outlawed the manufacture, sale, or transport
of alcohol but permitted its consumption. Sam Bronfman, a Saskatchewan
innkeeper, set up a mail-order liquor business for thirsty Americans. In a
few years, he owned a chain of distilleries along the U.S. border. Bronfman
used his newfound wealth to build a new pyramidal group and was soon
the most powerful tycoon in Canada.

Takeovers in the late-1920s boom, as in the Laurier years, built new py-
ramidal groups. Max Aitkin had retired to London as Lord Beaverbrook,
and his former associates took control of his various companies. One of the
most successful, Isaac Walton Killam, built the Killam group. Nesbitt,
Thompson, and Co. organized the publicly traded Power Corporation to
hold utilities in a pyramidal group. Other major new groups were Cana-
dian Pulp and Power Investments and Hydro-Electric Bond and Share
Corp. A very important pyramid builder of this period was the twice prime
minister Arthur Meighen, who issued debt to acquire control blocks for his
Canadian General Investment Trust group.

But despite these new groups, the late-1920s boom, unlike the Laurier
years, saw a net erosion of pyramids. The 1920s boom, like the Laurier
years, created new high-technology firms—this time in industries like au-
tomobiles, airplanes, metallurgy, motion pictures, office automation, and
paper making. But now many were stock financed and widely held early
on. Most disappeared in mergers, also financed with stock, eroding control
blocks in the acquirer firms.

A global boom favored Canada, fueling demand for paper and minerals.
MacMillan, founded by a forestry student who stayed in British Columbia
after a summer job, soon dominated forestry. International Nickel devel-
oped new alloys that locked in its global dominance. Numerous other min-
ing and minerals refining companies sprouted up. Thus, more new widely
held firms joined the ranks of the top corporations.

The Great Depression hit Canada hard in the 1930s. Deflation reduced
the cost of living by over 20 percent from 1929 to 1933, but wages fell much
less. This, and moribund demand, depressed most industries—automo-
biles, base metals, oil, railroads, pulp and paper, and steel collapsed. Many
old family firms failed in the 1930s, their assets bought up by others with
money.

But mining prospered because investors viewed gold and silver as safe-
haven assets. By refining these metals from composite ores, the widely held
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firms Noranda and Cominco grew, increasing the importance of the widely
held sector.

New family fortunes also arose in the 1930s. Armand Bombardier’s
“snowmobiles” hit the market in the late 1930s. Kenneth Colin (K. C.) Irv-
ing built his family store into a new pyramidal group of gas stations, bus-
ing, trucking, auto sales, and bus making. Roy Jodrey, who first lost a con-
siderable fortune, built his United Service bus line, as well as a chain of gas
stations and auto dealerships, into a new pyramid. John and Alfred Billes
built Canadian Tire into a large national retailer during the 1930s. Roy
Thompson overcame a bad credit record to buy a radio station and then a
newspaper. After paying back taxes, beverage exporters formalized their
market shares in the post-Prohibition United States. Edward Plunkett
(E. P.) Taylor built up a new major player, the Brewing Corporation of
Canada. Charles Trudeau sold his chain of gasoline stations and Automo-
bile Owners Association Service Clubs to buy stocks precisely at the 1932
low, greatly magnifying his already creditable fortune. This provided his
son, Pierre, a life of great privilege.

Clarence Decateur (C. D.) Howe, an MIT graduate and professor at
Dalhousie University, built a huge empire of grain elevators and then lost
it. C. D. Howe was well disliked—the CPR president remarked, “He is not
able to deal with ordinary individuals except on the basis of a superior
dealing with inferiors” (qtd. in Bliss 1986, p. 443). However, as King’s
“minister of everything,” Howe was the most powerful force in the econ-
omy through the middle of the century.

During World War I1, Howe ran the centrally planned wartime economy
as minister of munitions and supply. By 1945, with European and Asian
factories in rubble, Canada was the world’s third-largest economy by some
measures. A wartime alliance with the Soviet Union, and memories of the
Great Depression amid centrally planned prosperity, brought votes to the
socialist Cooperative Commonwealth Federation (CCF), later renamed
the New Democratic Party (NDP). The CCF outpolled both the Liberals
and Tories in 1943 and took power in Saskatchewan in 1944. This, even
more than the Progressives, deeply disturbed the country’s polity. King
countered by moving the Liberals leftward, absorbing moderate socialists
to make the CCF disagreeably radical. In 1944, he let unions organize and
compel collective bargaining, and made Howe minister of reconstruction
and supply.

After the war, Howe liberalized the economy despite the objections of
the CCF and business groups wanting state enforcement of their cartels.
A mass privatization of wartime enterprises created yet more widely held
firms.?® The 1950s and 1960s in Canada were a near continual boom,

28. Howe retained state control in key industries, keeping Polymer, a plastics manufacturer,
and El Dorado, a mining firm with uranium holdings he had nationalized in 1944.
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though not as energetic as the Laurier years or late 1920s. After King re-
tired, Howe served the new Liberal prime minister, Louis St. Laurent. His
heavy-handed use of War Powers to organize a major pipeline project in
1956 cost the Liberals the 1957 election. But Howe’s legacy was an econ-
omy mostly organized by market forces, save for a string of grand nation-
building projects—a national airline, the trans-Canada highway, an aero-
space program, a transcontinental oil pipeline, and the like.

The new Tory prime minister, John Diefenbaker, an upstart lawyer born
in a shack in rural Saskatchewan, had little use for great nation-building
schemes or business lobbyists. The decade and a half following the war was
probably the apogee of free market philosophy in Canada. Growth slowed
after 1957 but revived in 1961 and remained brisk through the sixties.

European and Japanese reconstruction fueled demand for metals and
wood. Several new mining companies emerged during this era. The Iron
Ore Company of Canada was organized by Hollinger, Timmins, and the
Hannas family of Cleveland. Gunnar Gold Mines, run by Gilbert LaBline,
whom Howe fired from El Dorado, developed a huge uranium mine. Joe
Hirshhorn struck uranium and sold out to Rio Tinto and Rio Algom. A
Czech migrant farm worker, Stephen Roman, bought claims near Hirsh-
horn’s operations and found more uranium. His Consolidated Dennison
Mines quickly became a major producer.

Many older companies also became widely held after the war. MacMil-
lan took over Bloedel, Stuart, and Welch to form MacMillan-Bloedel,
which became widely held. Alcan Aluminum became widely held after a
U.S. court ordered its parent, Alcoa, to divest some assets. Hiram-Walker,
Hydro-Electric, Fraser, Shawinigan Water & Power Co., and Great Lakes
paper also passed from family control to become widely held.

But other pyramidal groups were on the rise. The Sobey and Steinberg
families built groups from land development and food retailing. Simard,
Demarais, and Basset built new corporate groups in Quebec. Older em-
pires also flourished in the war’s aftermath—the Irving group in New
Brunswick, the Billes family’s Canadian Tire, Roy Thompson’s media
group, and the Bronfman’s distilleries.

The most important creation of this period, however, was the Argus
Group, a vast pyramid run by E. P. Taylor, whose Canadian Breweries pro-
vided a bountiful cash flow. He expanded into food with Canadian Food
Products and soft drinks with Orange Crush. He took control of Massey-
Harris and, with auto glass heir Eric Phillips, took over Standard Chemi-
cals. In 1945, he reorganized his holdings, plus William Horsey’s Domin-
ion Stores and other firms, into a classic pyramid. Argus Corporation, the
apex firm, was 50 percent owned by Taylor, with Horsey, Phillips, and sev-
eral others owning lesser stakes. Taylor believed all industries evolved to-
ward monopoly, and he sought to position Argus to benefit from this.

George Black, a professional manager, helped Taylor grow Argus rap-
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idly. Argus expanded into Europe, merging the British tractor firm Fergu-
son into Massey-Harris. The group acquired control of a posy of family
forestry firms, consolidating them into British Columbia Forest Products,
and entered broadcasting by taking control of Standard Broadcasting. Ar-
gus subsidiaries were also aggressive acquirers. Standard Chemicals took
control of Dominion Tar and Chemical (Domtar) and of pulp and paper
companies like St. Lawrence Corporation and Donnaconna Paper. British
Columbia Forest Products took over a series of family-controlled firms.
Like the Galts in the nineteenth century, Taylor got into the land business
too, building the new city of Don Mills, Ontario, as a single project.

The period saw a changing of the guard in top corporate offices. Isaac
Walton Killam and Sir James Dunn both died in the mid-1950s. Howe de-
cided that Algoma should become widely held and sold Dunn’s shares in
several small blocks. Killam’s heirs broke up that group and sold out.
Widely held firms now dominated the large corporate sector—despite a
series of nationalizations by the Quebec government and more foreign
takeovers, like that of the widely held Algoma Steel by Mannesmann and
of Westcoast Transmission by Philips Petroleum.

The Argus pyramid remained the largest, though Taylor had retired. A
team of professional managers, led by Albert Thornborough, a Harvard
M.B.A., ran Argus well, with Canadian breweries, Dominion Stores, and
Massey Ferguson all growing at sustained double-digit rates. By the 1960s,
Massey Ferguson was a major multinational in its own right.

Fueled by its oil and gas wealth, Alberta was now a major center of eco-
nomic activity. New widely held companies, like Alberta Gas Trunk Lines,
Dome Petroleum, Hudson’s Bay Oil and Gas, and others rose to national
prominence. Vancouver also became a major center to rival Toronto and
Montreal.

However, Canada was changing. In a landmark 1965 book entitled The
Vertical Mosaic, John Porter (1965) argued that an Anglo-Scots elite still
held virtually all the levers of economic and political power in what was
now a distinctly multicultural country. The need to dislodge this elite
would become, in many guises, the central political issue of the next quar-
ter century. Increasingly educated Quebecois demanded to be maitres chez
nous—*“masters in our own house.” Most immigrants populating the in-
creasingly economically important western provinces (and Toronto) were
neither British nor French, and many felt alienated from the whole na-
tional debate.

The Liberal Lester Pearson succeeded Diefenbaker in 1963 and
launched a variety of social programs, including National Health Care.
Pearson’s economic philosophy was probably not greatly different from
Diefenbaker’s, but his minority government dependent on the socialist
NDP. This began a new trend toward greater state intervention in the econ-
omy. Pearson stepped down in 1968, and the wealthy Université de Mon-
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tréal law lecturer, Pierre Elliott Trudeau, won the Liberal leadership and
took power. Trudeau saw himself as a scholar, interested in philosophy, so-
cial justice, and constitutional law. He was profoundly bored by econom-
ics, though he audited a Harvard class by John Kenneth Galbraith.

Figures 1.6 and 1.7 highlight an abrupt turning point at this time. The
steady rise of widely held firms reverses. A few, like Hunter Douglas, failed.
But the main reason for this reversal seems to be a flurry of control block
acquisitions by new and old pyramidal groups.

In 1978, Conrad Black inherited a block of Argus, acquired control of
the apex company in a series of complicated deals, and then dismantled the
entire group.?’ Black sold control blocks into the rising merger wave of the
1980s—some to other wealthy families and others, like Massey Ferguson,
to the public. Black retained yet others, including Dominion Stores, in his
Hollinger group, which he built into an international newspaper group.
Lord Black remained a power in the newspaper business until over-
whelmed by allegations of scandal in the early 2000s.

Sam Bronfman passed control of his empire to his sons and grandsons,
but his nephews had to be bought out. Sam’s brother was a partner early
on, and his nephews therefore had a legitimate claim.*® Thus, Edward and
Peter Bronfman obtained a cash hoard to establish a second, separate Ed-
per Bronfman pyramid that would eventually overtake the first.

The Edper group grew rapidly through the 1970s and 1980s, acquiring
control of several large previously widely held firms, including Brascan and
Noranda. Noranda, in turn, took control of British Columbia Forest Prod-
ucts, a former Argus firm, and amalgamated it into Crown Forest Products
to form Fletcher Challenge Canada. Noranda also took a 48 percent con-
trol block in the previously widely held MacMillan Bloedel. Meanwhile
Brascan took a control block in Great Lakes Power, also formerly widely
held.

Other widely held firms joined other great pyramidal groups during the
Trudeau years. The Power group took a control block in Dominion Glass.
The Reichmanns bought much of Taylor’s Toronto real estate. Their flag-
ship Olympia and York took control of Abitibi Paper, Abitibi-Price, and
Gulf Canada—the last after its parent spun off its Canadian operations.

And family firms took over widely held firms too. Molson and Labatt’s,
together, took control of the formerly widely held Canada Malting. The

29. His motives are unclear, for diversification was not yet out of vogue. Newman (1998)
notes that E. P. Taylor, the architect of Argus, fired Conrad’s father, George Black. George in-
vested successfully through the 1960s and put the money into Argus, perhaps contemplating
a takeover.

30. The two Bronfman branches separated in 1952, establishing two trusts, Cemp and Ed-
per. In the early 1960s, Sam purchased Seagram shares from Edper at lower-than-market
prices, causing resentment. The final split occurred in 1968, when Edper tried to acquire
Great-West, which was eventually taken over by the Desmarais Group.
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Gordon family assembled a control block in Canadian Corporation Man-
agement.

The Trudeau Liberals sought a just society and distrusted markets. An
alphabet soup of federal agencies began micromanaging “strategic indus-
tries,” like energy and the media. Complicated systems of taxes and subsi-
dies redistributed income across corporations and regions. By the mid-
1980s, the economy was floundering, and anger in Quebec and the western
provinces escalated.

In 1985, Brian Mulroney’s Tories routed the Liberals and redirected the
country back onto a free market path. In 1987, the Tories relaxed the rules
forbidding banks from owning other companies, and they quickly acquired
control of all the main trust companies, investment banks, and other fi-
nancial services companies. And in 1989, Mulroney signed a free trade
agreement with the United States, finally burying MacDonald’s National
Policy. But many Trudeau-era programs were entrenched. Cutting regional
and industrial development funds, tax advantages, and business subsidy
programs proved politically impossible. Dissention within Tory ranks over
this issue fractured the party, and the Liberals, under Jean Chrétien and
later Paul Martin, held power after 1993.

The Mulroney Tories ran Canada’s second mass privatization, floating
Air Canada, the CNR, PetroCanada, Polysar Chemical and Energy, West-
coast Energy, and other state-owned enterprises. Though often lengthy
and multistage, all these privatizations eventually created freestanding
widely held firms.

But the great family groups more than made up for this. The Reich-
manns took control of Hiram Walker Resources. Interprovincial Pipe
Lines took control of Consumer’s Gas, and was then acquired by the
Reichmann group. The Edper group took control of Falconbridge and
Fraser and expanded its existing businesses with debt financing.

In the early 1990s, both the Reichman and Edper Bronfmann groups
were overleveraged. The Richmanns lost some of their properties to credi-
tors, and Edper divested John Labatt & Co. as a widely held firm, though
it was later taken over by a Belgian conglomerate.

After the Tories enacted an unpopular consumption tax, the Liberal
prime minister Jean Chretien took power in 1993. Chretien was a Trudeau
liberal, but the party was now more moderate, and finished the incomplete
privatizations of Canadian National and PetroCanada.

Newman (1998) makes much of a new elite taking charge of Canadian
business in the 1990s, writing of the death of the “Jurassic Canadian Es-
tablishment.” He correctly notes (p. 5) that the old elite

practiced insider trading with exuberance, feathered each others’ nests
with considerable grace, maintained their workers in patronizing in-
security, and, with the instincts of an unregulated oligarchy, gleefully
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forced competitors out of their misery [and] operated in what was a vir-
tually risk free environment . . . nurtured by government subsidies hav-
ing formed a cozy marriage with the political establishment.

Several grand old families, such as the Eatons and Woodwards, did indeed
reap the fruits of long years of mismanagement in the 1990s and largely dis-
appeared from the headlines. Newman may be right that the old establish-
ment lost influence because of its British ideal of “lovable dimness” (p. 13).

But figures 1.6 and 1.7 attest that Canada at the end of the twentieth cen-
tury looked much as it did at the beginning. Much of the domestic private
sector consisted of large family-controlled pyramidal groups.

The lineal descendents of Sam Bronfman were humbled by their foray
into Hollywood, but the Edper Bronfman group remains the largest in the
country. The Reichmann group, after stumbling badly in British property
investments, recovered and still ranks second. The Thomson group ac-
quired control of the venerable Hudson’s Bay Company. The venerable
Power group is now controlled by the genuinely entrepreneurial Paul Des-
marais.

New corporate groups have arisen. Jimmy Pattison built a used-car lot
into a large business group. Peter Munk, a penniless Hungarian Jewish
refugee, built a huge corporate empire. Tainted with insider trading alle-
gations, he moved to the South Pacific to build a hotel empire. Plowing his
hotel profits into the Canadian mining firm Barrick restored his standing,
but his posting bail for the Arab arms dealer Adnan Kashoggi troubled
some. Semour Schulich, another new baron of Canadian business, joked
famously, “Reputation is character minus what you can get away with.”

Thus, while merger activity corresponds to business-cycle peaks, no
clear pattern emerges relating ownership structure changes to either. The
boom of the 1920s and the prosperous mid-century decades correspond to
a rising importance of freestanding widely held firms. Families cashed out
into what were probably overvalued markets, and new widely held firms
grew rapidly. Entrepreneurs tapped public equity to build new firms in in-
dustries like mining. Boom and bust alike increased the importance of
widely held firms through the 1960s, and then boom and bust alike reversed
this. Family pyramidal groups grew rapidly in the 1970s and early 1980s. A
brief resurgence raised the profile of widely held firms in the late 1980s and
early 1990s, but only slightly. This reflects a mass privatization that created
new widely held firms, even as others were absorbed into pyramidal groups
and a brief bout of financial problems that pruned back two large pyrami-
dal groups.

Thus, although merger waves are unquestionably periods of more rapid
change in ownership structure, as are business cycle troughs, no clear pat-
tern emerges. The conditions under which booms and busts raised diffuse
ownership do not seem systematically different from those under which
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diffuse ownership faded away. Understanding the historical determinants
of corporate ownership structures therefore requires more nuanced con-
siderations of the institutional changes affecting these periods.

We therefore put under the microscope changes in financial develop-
ment, tax policy, competition policy, labor rights, shareholder rights, in-
dustrial policy, trade policy, and cultural policies. Our objective is to see if
any of these track changes in ownership structure.

1.5.2 Financial Development

Rajan and Zingales (2003) describe a “Great Reversal,” in which many
countries’ financial systems shrank over the first part of the twentieth cen-
tury and then rose again in the century’s last two or three decades. They re-
port such an event for Canada, measuring financial development by the
size of both the banking system and stock market. Figure 1.8 charts their
measures of financial development for Canada and the United States
through the century.
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Canada’s banking system underwent a profound crisis in the 1920s and
another in the 1930s. World War I inflation ushered in several years of de-
flation, bankruptcies, and bank failures. Much merger activity in the early
and mid-1920s involves government-orchestrated consolidations of
healthy banks with distressed ones in the early 1920s. By 1928, Canada had
only ten chartered banks, down from thirty in 1910. The last narrowly held
family bank, Molson’s Bank, was taken over by the Bank of Montreal. The
downturn wiped out several of the professional managers running former
Aitkin group firms and several old family fortunes, contributing to the de-
cline in importance of family groups.

In the late 1920s, the stock market was effervescent and clearly overval-
ued. For example, investors valued the troubled radio firm Canadian Mar-
coni, with $5 million in assets, at over $130 million in 1928. Heirs to the
family groups built by Massey, Dunsmuir, McLean, Simpson, and others
sold out via public equity offerings. Again, this broadened the ranks of
freestanding widely held firms.

Stocks collapsed in 1929, and unemployment rose. The new prime min-
ister, R. B. Bennett, responded to the crisis by leaving the gold standard.
The dollar immediately fell precipitously, and foreign lenders called in
their loans. Major investment houses, like McDougall and Cowans,
Greenshields and Co., and Watson and Chambers, failed. To avert a finan-
cial collapse, Bennett authorized banks and insurance companies, almost
all now insolvent, to use “special valuation methods” to convince the
public of their soundness.’! Canada barely escaped a sovereign default
through a National Service Loan, floated on wartime rhetoric in a huge
advertising campaign. The top fifty stocks dropped an average of 85 per-
cent from their October 1929 highs to their May 1932 lows.

For the next half century, the banking system was very stable. The 1967
revision to the Bank Act bestowed 10 percent voting caps on all chartered
banks—making it illegal for any single shareholder to own a stake larger
than this. The politics surrounding this seem to be public concern about
foreign control of Canadian banks, or at least concern by important lob-
bying groups. The banking system remained highly regulated until the
Mulroney Tories took power in the mid-1980s. They slowly unwound long-
standing prohibitions on banks’ owning other financial services busi-
nesses. Over the next decade, Canada’s five major banks took over all the
country’s large brokerage houses, underwriters, and trust companies.

All this is reflected in figure 1.8, which shows bank loans declining as a
fraction of GDP after the Laurier boom and not surpassing 1913 levels
again until 1970. In contrast, the U.S. banking system actually expanded
as a percentage of GDP until roughly 1938, and then slowly receded as
the stock market grew more important. The economic importance of both

31. For details, see Kryzanowsky and Roberts (1993).



The Rise and Fall of the Widely Held Firm 113

countries’ stock markets peaked in 1929 and again at about 1970. The
Canadian stock market was much more important economically than the
U.S. market in the 1920s boom and again in the 1950s and 1960s.

Thus, large Canadian firms grew steadily more widely held when the
stock market was large relative the economy and the banking system small.
The shift back to more narrowly held ownership very roughly corresponds
to a period when the stock market was less prominent and the banking sys-
tem more important.

Beck and Levine (2002) show that both bank- and stock market-based
financial systems can fuel growth. However, little is known about whether
the distributions of wealth and corporate control that emerge from such
growth differ. Banks are thought to depend more on relationships in mak-
ing financing decisions, and stock markets are more impersonal. It is pos-
sible that family business groups have a greater advantage when banks are
more important, since a single relationship covers many firms. Daniels,
Morck, and Stangeland (1995) show that Edper Bronfman group firms
were substantially more leveraged than otherwise similar freestanding
firms, perhaps consistent with this hypothesis.

However, the size of the financial system is not God-given. It depends on
other institutional features of the economy. Relating ownership structure
to the structure of the financial system only pushes the question out one
level. What determines this? And what other factors might be in play?

1.5.3 Taxes

Taxes changed substantially over the century. One major change that
might have affected the relative attractiveness of stocks was the introduc-
tion of a capital gains tax by the Trudeau Liberals in 1972. This corre-
sponds to the abrupt decline of the stock market relative to the economy’s
size. Since this also corresponded to the beginning of a prolonged high-
inflation period, stocks were probably rendered especially unattractive, as
the tax applied to inflationary as well as real gains. However, the stock mar-
ket did not resume its prior importance in the 1980s, when inflation abated.
Moreover, several other events also occurred at approximately this time, so
causality is hard to infer.

One of these events, also involving the tax system, was clearly related to
corporate ownership diffusion. Canada had very high succession taxes in
the middle of the century, but virtually no succession taxes, at least on very
large estates, at the century’s beginning and end. Could this have affected
the viability of large corporate groups at different times?

Prior to World War I, Canada’s main source of tax revenue was the tariff
and its main public expense was industrial subsidies. However, the inces-
santly rising subsidies that first Laurier and then Borden needed for what
would become the CNR, plus an accumulating war debt, forced the gov-
ernment to devise additional revenue sources. In 1916, Parliament had
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passed an excess corporate profits tax to fund the war. When this lapsed, it
enacted a permanent manufacturers’ sales tax at 6 percent. Corporate and
personal income taxes, enacted in 1917, rose sharply—top marginal rates
for both soon surpassed 50 percent. To avoid double taxation, dividends
and capital gains were exempt. In 1926, dividends became taxable personal
income, but intercorporate dividends remained exempt, allowing pyrami-
dal groups to continue.

Unemployment relief was constitutionally a provincial matter, and the
provinces all needed tax revenues. Ontario introduced a “succession tax”
in 1892, and by 1894 all the other provinces followed suit. Although En-
gland introduced death taxes in the eighteenth century, many American
states levied them from the 1820s on. Thus, succession taxes were decried
as Americanization of Canada.?? Although the original rates were in the 5
to 10 percent range, by the 1930s top marginal rates were as high as 30 per-
cent. Smith (1993) finds that succession duties accounted for a significant
share of provincial revenues during the 1930s.

In 1941, the federal government enacted a federal succession tax to gen-
erate war revenue, but it was always envisioned as a permanent tax. Rates
rose quickly and approached provincial levels by 1947. That year, the fed-
eral government doubled the rate to 54 percent and offered half its take to
provinces that withdrew their taxes. Seven did. Ontario and Quebec re-
tained their own succession taxes, which could be credited against federal
tax.

These taxes took a substantial bite out of corporate groups as the busi-
ness elite of the 1920s passed away. For example, both the Killam and
Dunn estates were broken up to pay death taxes in the 1950s. The govern-
ment’s $100 million boon financed university expansions and established
the Canada Council. To pay these tax bills, the heirs sold stock, and a new
cadre of widely held firms came into being. These included Calgary Power,
once part of the Killam group, the Algoma Central and Hudson Bay Rail-
way, formerly controlled by James Dunn, and many other firms. Many
large freestanding family firms—for example, Burns & Co.—also became
widely held upon the death of their patriarchs.

As governments expanded, federal income taxes and taxes in most
provinces rose to Scandinavian heights. However, Alberta began compet-
ing for wealthy family investments by promising to rebate its share of the
succession taxes collected by the federal government. This tax competition
threw the entire succession tax system into disarray, and Trudeau decided
to abolish it entirely in 1972. Inheritances were now tax-free income. In
place of the old estate tax, the Liberals now taxed capital gains, including
capital gains upon death. However, a huge loophole allowed the transfer of

32. For example, Bliss (1986) writes that the “Ontario Act of 1892 was purely American in
origin.”
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assets to a family trust, which deferred capital gains taxes for two genera-
tions. The Bronfman heirs escaped capital gains taxes entirely by moving
their wealth out of Canada before capital gain taxes fell due on their fam-
ily trust.

Thus, succession taxes seem to have played an immediate role in the
breakup of several large pyramidal groups and the creation of widely held
firms of their remnants. However, this too is hardly a complete explana-
tion. The Killam and Dunn heirs could have sold their shares to other con-
trolling shareholders rather than the public. In the 1950s, public share-
holders must have offered a better price. Succession taxes are probably part
of the story, but only part. It may be that the absence of capital gains taxes
caused small investors to be more generous before 1972, but this is far from
clear.

1.5.4 Competition Policy

Demsetz and Lehn (1985) argue that product and factor market com-
petitive pressures weed out firms with suboptimal ownership structures. If,
for example, widely held firms have worse agency problems, as in Jensen
and Meckling (1976), they might be more commonplace when product and
factor market competition eases but less evident in periods of brisk com-
petition. This suggests that we examine the strength of competitive pres-
sures at different periods.

Canada had no real antimonopoly legislation through most of the cen-
tury. MacDonald’s Anti-Combines Law of 1889 legalized price fixing by
making restraints on trade actionable only if they “unduly” or “unreason-
ably” lessened competition. Thus, fairly overt cartels are a recurring fea-
ture of Canadian business history.

In particular, restraints on bank competition were acceptable. For ex-
ample, the Journal of the Canadian Banking Association wrote in 1898 that

[T]here should be certain things universally considered unprofessional
within our ranks. Giving service without profit or at an actual loss
should be unprofessional. Solicitation of business by offering to work
more cheaply should be as unworthy of a banker as we consider it un-
worthy a doctor. (qtd. in Bliss 1986, pp. 360—-61)

The Canadian Bankers Association was formed in 1891 to fix interest rates
and other bank fees (Bliss 1986, p. 361). It was Canada’s most important
industry association, for Parliament granted it the legal power to block
charters for new banks, to reduce deposit interest rates, and increase loan
rates. It lobbied successfully for an abolition of government savings ac-
counts that “drained the lifeblood of the country.”

The flawed Anti-Combines Law seemed a deliberate shot into its own net
by a government of vested interests. Yet it was not replaced until 1989,
when the Mulroney Tories brought in a new law. Canada thus had no real
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antimonopoly law until 1989—Ilong after the rise and fall of the widely held
firm in figures 1.6 and 1.7. Competition policy per se is thus not respon-
sible for changes in ownership structure.

However, the government affected the intensity of competition in other
ways. In the 1930s, Canada was hit badly by the Great Depression and a
sustained deflation, which the Retail Merchants Association of Canada
loudly blamed on predatory pricing by “big business.” The solution of Tory
prime minister R. B. Bennett was the 1934 National Product Marketing
Act, which enforced the cartelization, through marketing boards, of any
industry whose producers so desired. Businesses from barbers to taxicabs
were quickly cartelized under the direction of trade associations. Reynolds
(1940) writes,

The Canadian associations perform scarcely any of the service functions
which characterize trade associations in the United States. General sta-
tistical services, institutional advertising, cooperative research, and the
like are very rare. The Canadian associations center upon the mainte-
nance of “fair prices” and it is judged largely by its success or failure in
this field. One trade association secretary, indeed, remarked that “man-
ufacturers up here wouldnt be bothered with an association that
couldn’t control prices. (qtd. in Bliss 1986, p. 427)

Although Bennett vigorously denounced laissez-faire in a cross-country
radio address in 1935, he was no socialist. An enthusiastic imperialist and
thoroughgoing Tory, he sought only to protect established business from
instability, not unlike the Tories of the Family Compact a century earlier.
Hankin summarizes the prevailing Canadian economic philosophy thus:
“There must be planning, order, and cooperation in economic affairs be-
tween individuals, groups, and nations or disaster will overtake us all”
(qtd. in Bliss 1986, p. 428).

The economy deteriorated further, and Bennett lost the 1935 election to
Mackenzie King’s Liberals. King repealed some of the cartel enforcement
legislation, but similar provincial laws soon supplanted it in everything ex-
cept agricultural products and banking. Federally enforced cartelization
remained in place until the 1990s for most agricultural sectors, and it still
endures for wheat, eggs, and dairy products. Provincial cartelization cre-
ated trade barriers within Canada, some of which are still in place—for ex-
ample, blocking interprovincial beer sales.

During World War I, King’s “minister of everything,” C. D. Howe, re-
organized the economy for the war effort. To manage the private sector, he
took key industrialists and representatives of wealthy families into the gov-
ernment as dollar-a-year men and assigned them production targets. The
War Measures Act and Wartime Prices and Trade Board kept wages and
prices low as production surged. The War Contracts Depreciation Board
granted case-by-case accelerated depreciation tax deductions. If a con-
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tractor’s profits seemed too high, Howe renegotiated the deductions down
or levied an excess profits tax. If no private firm could deliver on Howe’s
terms, he established a state-owned enterprise. Both entrants and business
failures were vanishingly rare.

After the war, Howe ended wage and price controls and curtailed offi-
cially sanctioned price fixing by most industry associations in 1951. The
economy was probably soon as competitive as it was before the Great De-
pression. As various rounds of trade negotiations slowly lowered Mac-
Donald’s National Policy tariffs, imports further stimulated competition.

The Trudeau Liberals probably lessened competition in the 1970s and
early 1980s through an extensive program of nationalization, aimed at re-
structuring the economy to limit foreign control and execute industrial
policies of various sorts. The most invasive, and economically disastrous,
of these was the National Economic Policy. This policy set all energy prices
and subjected that industry to an intricate system of taxes and subsidies de-
signed to shift oil and gas production onto federally owned land in the Arc-
tic. The program devastated the existing oil and gas industry and ultimately
led to no new production in the North. However, ordinary rules of compe-
tition clearly ceased for the duration of the program.

Finally responding to decades of complaints by economists and con-
sumer groups, the Mulroney Tories proclaimed a new Anti-Combines Act
in 1989. Less focused on concentration ratios and more on entry barriers
than the comparable U.S. law, the new act is a more serious barrier to price
fixing. The Mulroney Tories also ended most remaining Depression-era
cartelization. Canada’s corporations are thus probably subject to more
competitive pressure now than at any other time in history.

Thus, enforced cartelization and war economy programs probably re-
strained competitive forces severely from the 1930s through the end of
World War II. Competitive forces probably picked up after the war, died
down in the 1970s and early 1980s, and picked up again thereafter. Sup-
plementing the history of anticombines policies with that of cartelization
policies still yields a pattern at odds with that of corporate ownership.
Widely held ownership expanded as competition eased in the Depression
and war economies, and then picked up through the 1950s and 1960s.
Widely held ownership abated as the Trudeau Liberals reduced competi-
tive pressures, and it continued to ebb after the Mulroney Tories brought
in the first real antimonopoly laws. This does not disprove the theory of
Demsetz and Lehn (1985), for subtler renditions of it are possible. But
there is clearly no simple pattern linking ownership structure to the likely
briskness of competition.

1.5.5 Labor Rights

Roe (2003) argues that, in countries that give workers extensive legal
rights, companies need strong shareholders to balance this. He shows that
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developed countries with stronger employee protection laws have more
concentrated corporate ownership structures, including pyramidal ones.
How does this hypothesis fit Canadian historical data?

Billionaires of the Laurier era had little regard for their workers or public
welfare in general. Although Canada’s billionaires could relocate Scottish
castles to Toronto and build Tudor palaces on Vancouver Island, the ma-
jor charitable foundations in Canada were the Ford and Carnegie Founda-
tions. Canadian tycoons and wealthy families funded local good works,
but none remotely considered charitable giving on the scale of Bell,
Carnegie, or Hershey. Instead, the new rich, like the old, planned family
dynasties. Although sporadic strikes and occasional labor unrest affected
nineteenth-century Canada, labor was generally accepting of its station.
Labor unions were deeply antithetical to the traditional Catholic values of
Quebecois habitants and the Tory traditions of United Empire Loyalists.
Voices for both condemned unionization as lamentable Americanization
of the country. Certainly, business saw no need to be generous. The British
Columbia tycoon Robert Dunsmuir instantly fired any employee he
thought was even contemplating any connection to organized labor, per-
haps setting the stage for that province’s union militancy.

But World War linflation and the postwar recession, aided by the Amer-
ican Federation of Labor’s expanding into Canada, raised a backlash
against concentrated wealth. Wartime inflation roughly doubled the cost
of living by 1920, and fixed wages could no longer be justified out of patri-
otism. Union membership grew by 50 percent in 1919, and strikes para-
lyzed Canada’s major cities, with the bloody Winnipeg general strike at-
taining Bolshevik proportions.

Labor relations deteriorated in the 1920s, when Roy Wolvin and other
former Beaverbrook associates created British Empire Steel (BESCO)
from a merger of Nova Scotia Steel and Coal, Dominion Coal, Dominion
Iron and Steel, Dominion Steel, a Halifax shipyard, and several other
firms. Their timing could not have been worse, for steel prices collapsed
and BESCO died, slowly. Wolvin slashed wages, and a genuine class war
burst forth. By 1922, a full third of the Canadian Army guarded BESCO
plants. One commanding officer even called in air strikes.?* Nova Scotia la-
bor was irredeemably radicalized, and this may have cost Atlantic Canada
its industrial edge. And one of the great pyramidal groups from the Lau-
rier era was in tatters.

The Liberal prime minister MacKenzie King dismissed talk of unemploy-
ment as subsidy seeking by provincial governments, and lost the 1930 elec-
tion after quipping that he would not give a nickel to help a Tory provincial
government alleviate “alleged” unemployment (Bliss 1986, p. 415). The new
Tory prime minister, R. B. Bennett, was a corporate lawyer and longtime as-

33. See Bliss (1986, p. 389) for details.
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sociate of Max Aitken. Married to the heiress to the E. B. Eddy Company,
he was also a millionaire. Bennett also had little use for labor “agitators.”

C. D. Howe, unlike his counterparts in the other Allied countries, did
not invite labor representatives to participate in planning the wartime
economy. Strikes grew more frequent as the war wound down, and public
opinion shifted toward unions. The agrarian socialist CCF party, champi-
oning social security and labor rights, nearly won elections in Ontario and
British Columbia in 1943 and won power in Saskatchewan in 1944.

King, having learned from his past mistake, issued an order in council
(executive decree) in 1944 granting trade unions the right to organize and
compelling collective bargaining. This was a sea change—from virtually
no legal rights to substantial union powers. A wave of strikes engulfed the
country as workers exercised their new rights.

In 1945, the courts found that all employees, even nonmembers, must
pay union dues and that employers must collect them. This enabled unions
to hire legal experts, lobbyists, and public relations experts. In 1961, or-
ganized labor took charge of the agrarian socialist CCF party and rechris-
tened it the New Democratic Party (NDP). Labor now had a clear voice in
Parliament, and soon it exercised power through its support of a Liberal
minority government. In 1965, an illegal postal strike ushered in collective
bargaining for civil servants, who unionized in record numbers. This too
greatly expanded the financial resources of the union movement, and the
influx of civil servants radicalized its political agenda.

The Quebec Federation of Labor became the most militant wing of the
movement, its intellectual leaders informed by French political thinking.
A new wave of strikes engulfed the public and private sectors in 1966. Es-
pecially in Quebec, strikes were violent and union leaders often flouted the
law.

By the late 1970s, the rest of the public largely lost sympathy with unions,
and union membership in the private sector plummeted in the 1980s.
Unionized firms and industries downsized and failed, and new firms and
industries took extraordinary measures to avoid unions. However, overall
union membership remained much higher and union finances much
stronger than in the United States because of public-sector unions.

However, NDP governments intermittently held power in British Co-
lumbia, Saskatchewan, Manitoba, and Ontario; and the separatist Parti
Québécois, whose labor policies paralleled those of the NDP, won power in
Quebec. Provincial labor legislation strengthened labor bargaining posi-
tion further in these jurisdictions. Liberal governments in the Atlantic
provinces have also become champions of labor rights.

In summary, labor rights remained very weak in Canada until 1945.
They grew stronger in 1965. Unionization in the private sector fell from the
1980s on, but labor rights remained unchanged and even grew stronger in
certain provinces. If strong labor rights necessitate strong controlling
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shareholders, we should see predominantly widely held firms until 1945
and then a steady increase in ownership concentration, especially after
1965. This is not observed. Roe’s (2003) theory thus loosely explains the fall
of the widely held firm after the 1960s but not its rise over the first half of
the century.

1.5.6 Shareholder Rights

La Porta, Lopez-de-Silanes, and Shleifer (1999) argue that large widely
held firms currently dominate the ranks of large corporations in the United
States and United Kingdom because those countries provide investors
with better legal protection against pilfering by insiders and asset appro-
priation by corrupt officials. Small investors have limited resources for
monitoring firms to detect such problems and intervening to correct them.
Consequently, small investors only hold common shares in numbers suffi-
cient to render most large firms widely held where they feel protected
against such abuses. Also, corporate insiders get a higher price, all else be-
ing equal, for shares issued to small investors where public shareholders’
legal rights are strong. Weak legal rights for small investors thus make
them less interested in holding shares and corporate insiders less interested
in selling shares to the public.

This line of reasoning, developed more formally by Burkart, Panunzi,
and Shleifer (2002), suggests that widely held firms should become more
commonplace as shareholders’ legal rights grow stronger. Did shareholder
rights grow stronger through the first half of the century and then some-
how erode?

Armstrong (1986, 1997) traces the historical development of sharehold-
ers’ rights. Canada’s corporate governance laws early in the century were
extraordinarily weak.** A 1906 Royal Commission on Life Insurance ex-
posed extensive tunneling in the Mackenzie-Cox pyramid, with money
flowing from insurance companies to power companies, as well as exten-
sive insider trades by the pyramid companies in each other’s stocks (Bliss
1986, p. 370). The result was a 1910 law tightening investment rules and re-
porting standards—for insurance firms only.

Corporate governance was essentially a matter of private reputation,
constrained loosely by vague and often contradictory provincial statutes
and common-law precedents. No federal corporation law existed until
1910, and that law required no annual general meetings. Until 1917 they
needed only hold meetings every two years, and then only to elect the
board. Only Ontario required annual shareholder meetings. The law man-
dated neither minority shareholder rights nor fiduciary duties by officers
and directors to shareholders. Directors and officers had a “duty to the

34. See Armstrong (1997) for a detailed review. A good summary is also provided in Booth-
man (2000).
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corporation” under common law, which was interpreted as trumping any
duty to shareholders.’> Conflicts of interest were of no concern to the
courts. Shareholders had no rights in common law to inspect books or
records unless they could persuade a judge of a definite legal objective and
could identify the specific records that would certainly contain the infor-
mation. Auditors had no duty to inform shareholders of potential or actual
misconduct; their duty was purely arithmetical. One key precedent held
that auditors were “justified in believing tried servants in whom confidence
is placed by the company.”*® Another warned that an auditor who opines
on governance “does so at his peril and runs a very serious risk of being
held judicially to have failed to discharge his duty.”¥’

Despite the absence of clear shareholder rights, stock ownership ex-
panded rapidly during the 1920s. A. E. Ames and Co., Dominion Securi-
ties, Royal Securities, Nesbitt, Thompson, and Wood Gundy underwrote a
boom of new issues. Ike Solloway and Harvey Mills established a chain of
Solloway, Mills, and Co. offices across the country to handle the surging in-
vestor demand. By 1929, the Alberta-based firm had forty offices, fifteen
hundred employees, and 13,500 miles of private wire. McDougall and
Cowans, Greenshields and Co., and Watson and Chambers also became
major players in the investment banking and retail brokerage businesses.

Following the crash of 1929, the Financial Post published exposés of the
investment industry. As the government struggled with a huge foreign debt
run up by the CNR and an expanding trade deficit, Ike Solloway was ar-
rested and jailed.

The United States greatly expanded its public shareholders’ rights in
the 1930s, with the establishment of the Securities and Exchange Com-
mission and other regulatory systems to clean up its stock markets after
the abuses revealed by the 1929 crash. At the time, Canada was governed
by William Lyon Mackenzie King’s Liberals, and the influential senior
cabinet minister, C. D. Howe, felt such regulation had no place in a capi-
talist country. Besides, stock market regulation was an area of provincial
jurisdiction, and the provincial authorities condemned securities regula-
tion as undue Americanization. Although provincial securities commis-
sions were established in the 1930s, disclosure remained piecemeal and
trading on insider information remained legal.*® High-pressure “boiler

35. Technically, the Canadian courts held, and continue to hold, that officers and directors
have a fiduciary duty to the legal person of the corporation, not to the shareholders. The courts
are unclear about what exactly constitutes faithful service to this fictional person. However,
the courts permit officers and directors to destroy shareholder value if this benefits the cor-
poration’s legal person. Shareholder derivative lawsuits, American public investors’ primary
weapon against self-serving or inept corporate insiders, are therefore seldom used.

36. Re Kingston Cotton Mills (1986) 2 ch. 279 at 688, 65 LJ ch 673.

37. Re London and General Bank (1895) 2 ch. 685, 64 LJ ch 866.

38. Bris (2003) argues that insider trading remains a greater problem in Canada than in
other developed economies.
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room” sales techniques remained an esteemed institution of Canadian fi-
nance.* Consequently, Canada’s stock markets in the 1950s still resem-
bled the New York Stock Exchange in the 1920s. Disclosure was often
minimal, insider trading was a perk, and anything short of outright fraud
was fair game.

Hearing of the vast riches in oil and minerals north of the 49th parallel,
small U.S. investors responded in droves to telephone pitches from Cana-
dian boiler rooms. The lucky widows and orphans across America found
themselves the humiliated owners of worthless moose pasture. The un-
lucky ones lacked such title, for they had all bought the same patch.

Senators and congressmen in Washington, prodded by their outraged
constituents, repeatedly demanded that Canada do something. The re-
sponse was always that stock market regulation was not a federal matter in
Canada. After a series of especially egregious swindles, the United States
threatened an embargo on investment in Canada unless the Toronto mar-
ket was cleaned up. Under heavy federal pressure, the Ontario government
established the Ontario Securities Commission, mandated standardized
disclosure, and moved to curtail insider trading in the mid-1960s.

Shareholder rights were further strengthened as the Canada Business
Corporations Act came to include an Oppression Remedy, whereby small
shareholders could sue large shareholders. The Oppression Remedy
quickly became small shareholders’ main weapon against corporate insid-
ers. In many ways, oppression lawsuits are superior to shareholder deriva-
tive actions because the former target the ultimate controlling shareholder,
not just his or her professional managers. Various exchange and securities
commission reforms in the 1990s further expanded shareholders’ legal
rights. Although solid by international standards, Canadian securities laws
are probably still substantially weaker than in the United States. For ex-
ample, small block holdings, executive pay, research and development, and
several other critical items need not be disclosed in the same detail as in the
United States.

If widely held firms become more viable when shareholder rights are
stronger, they should have been rare until circa 1960 and then more com-
mon. But Canadian shareholder rights were consistently weak up to the
1960s, while diffuse ownership inexorably expanded. Then, in the 1960s,
shareholder rights were abruptly strengthened, and widely held firms be-
gan to fade away. Changing shareholder rights seem a poor candidate to
explain the rise and fall of the widely held firm.

Of course, laws and statutes do not necessarily make or break share-
holders’ legal rights. Insider norms of behavior might have risen and fallen
through the century, first encouraging diffuse ownership and then discour-
aging it. However, we have no evidence of such a pattern. Another possi-

39. See Armstrong (1997) for details regarding the lack of reform.
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bility is that judicial inefficiency or official corruption, either of which can
render legal rights dead letters, abated and then resurged.

1.5.7 Colonial Origins Revisited

Twentieth-century Canada is, by and large, not a terribly corrupt place.*’
Bribes to officials are not part of everyday life. However, Canada’s deep
colonial mercantilist heritage gives rise to situations that resemble corrup-
tion in many ways. These situations are encompassed by the term political
rent seeking, wherein businesses invest in government connections to reap
subsidies, monopolies, or favorable legislation. Political rent seeking is
usually not illegal, though it can be embarrassing to politicians. It is a nor-
mal activity in virtually every developed and developing economy. But
there are reasons to think that political rent seeking is more important in
Canada than in many other developed countries.

As noted above, many authors argue that conditions far back in a coun-
try’s history define its modern institutions and constrain its modern econ-
omy. The defining feature of Canada’s colonial past is mercantilism.
Canada, as a private domain of Jean Baptiste Colbert, was immersed more
totally in French mercantilism than even France herself. The British who
took charge retained French colonial institutions, realizing their benefit to
the local elite—now themselves.*! The Loyalist refugees from the United
States, victims of liberal revolutionary excesses, sought stability in the
Family Compact—an institution that brought business and government
intimately together. The Liberals who displaced them in the mid-
nineteenth century immediately used their offices to divert public moneys
to their businesses, resurrecting the mercantilist philosophy of Colbert and
Talon. Thus, mercantilism lived on in Canada long after it lost support
elsewhere.

Close ties between politicians and businesses remain part of the Cana-
dian economic landscape. These ties need not signify corruption. That
Prime Minister Jean Chrétien’s daughter wed the son of Paul Desmarais,
whose Power Corporation controls one of Canada’s largest pyramidal
groups, is not associated with any improprieties. Nor is the fact that his suc-
cessor, Prime Minister Paul Martin, ran Canada Steamship Lines, a for-
mer Power company. But business-government relations in Canada often
parallel personal relationships. This always risks letting well-connected
businesses capture public-spirited industrial policies.

If politicians are disposed to cut deals with certain businesses, they

40. Francis (1988), however, details a long series of swindles, stock market frauds, and
money-laundering operations based in Canada and argues that the country is much more cor-
rupt than is commonly believed. Cameron (1994) and Savoie (1990) present evidence that offi-
cial corruption in Canada is worse than is commonly believed, and Swatsky (1987) presents
indirect evidence of this in passing.

41. See Parkman (1867).
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might find some better favor-trading partners than others. Landes (1949,
p- 50) argues that family businesses are more willing partners, and he
blames the weak nineteenth-century French economy on business families
that regarded the state as “a sort of father in whose arms [they] could al-
ways find shelter and consolation.” Morck and Yeung (2004) argue that
family-controlled pyramidal groups are more reliable partners than free-
standing widely held firms for politicians. They cite a variety of reasons
why old, powerful families are more capable of cooperative behavior in re-
peated games of reciprocal favor trading. For example, old families have
longer horizons, so they more dependably repay old debts. Pyramidal
groups can repay favors for one firm with cash flow from another. And
powerful families can better punish politicians who fail to deliver. Thus,
pyramidal groups controlled by old families might have an edge in politi-
cal rent-seeking competitions.

Canada’s ubiquitous corporate subsidies were often controversial, and
politicians were frequently lampooned for corruption. Van Horne, the
CPR baron, well summarized the view of business leaders that “people
who put pigs in office ought not to complain if they eat dirt and are bought
and sold” (Bliss 1986, p. 368). But some governments were clearly more
into subsidizing nation-building projects than others. We therefore see if
family-controlled pyramidal groups grew more important in periods when
superior rent-seeking ability was probably more valuable.

Wilfrid Laurier appears to have avoided most such dealings until his last
term, when he took to subsidizing railways generously. His successor, Bor-
den, broadened and deepened these subsidies, ultimately buying out the
railway men with state funds to form the CNR.

A Progressive movement arose out of western Canada to combat con-
centrated economic and political power. Sensing mixed public feelings
about mercantilist policies, Laurier made free trade the issue of the 1911
election, and lost when many Liberals defected to defend the National Pol-
icy. It soon became clear that the Progressives too sought to reform mer-
cantilism, not bury it. A Progressive “people’s power” campaign, aided by
businesses lobbying for subsidized electricity, brought Ontario a provin-
cially owned power company.** A similar campaign in Alberta led to the
state-owned Alberta Government Telephones (Bliss 1986, p. 371). Ulti-
mately, the Progressive Party and Tories would find sufficient common
cause to merge into the Progressive Conservative Party.

Through the century, Canada’s reaction to unfolding events always par-
alleled those of other English-speaking countries, but with a mercantilist
twist. Tory prime minister Bennett’s solution to the deflation of the Great
Depression was industry-organized state-enforced cartels to raise prices,
clearly a return to mercantilist basics. King embraced Keynesian fiscal

42. See McKay (1983).
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policy in 1945 after intense industry lobbying, especially by construction
firms, as a way to extend government subsidies to businesses. Even Cana-
dian social programs often appear first through a mercantilist lens. For ex-
ample, Canada established unemployment insurance in 1940 after a sus-
tained lobbying campaign by Arthur Purvis, the president of Canadian
Industries Limited. The government was to adopt a broader insurance role
to free business of the burden of retaining workers during downturns.

Mercantilism changed its character in the series of wartime and post—
World War II Liberal governments that centralized economic power in the
hands of C. D. Howe. Howe believed fervently that Canada always needed
a grand project, on part with the CPR, to spur development. In this, he was
a traditional mercantilist.

His first grand project was a state-owned airline. In 1935, Howe became
Transportation Minister, immediately squashed a nascent private-sector
airline, organized Trans Canada Airlines (TCA, later renamed Air
Canada) as a subsidiary of the state-owned CNR, and handpicked all its
senior managers. He supervised the construction of the Trans-Canada
Highway. A series of nation-building exercises ranged from massive con-
struction projects to subsidies for “strategic industries” like jet fighter
building. For example, in the 1950s, Howe subsidized aircraft manufactur-
ers A. V. Roe (Avroe), Canadair, and De Havilland. Howe also used subsi-
dies to prop up depressed regions. For example, he directed an increasing
flow of subsidies to Dominion Steel and Coal in northern Nova Scotia.

But Howe also sought to control all business-government relations
through his office, and this was new. After running the wartime planned
economy, Howe held a rotating portfolio of cabinet positions, with eco-
nomic power following him from office to office. Howe sought to steer the
economy however he could. He granted or denied import permits on a
case-by-case basis, favoring some firms over others. High taxes were now
institutionalized, and Howe quickly realized that the tax system was now
his major tool for micromanaging the economy.

Canadian business was still in the hands of a small network connected
by ethnicity, school ties, and family connections; and by the war’s end,
Howe had a personal relationship with every member of that network.
Corporate presidents routinely asked Howe to recommend bureaucrats for
corporate management jobs. Years later, the top executives of the country’s
biggest firms owed their careers to Howe. Howe invested heavily in the
stocks of such companies, and his policies often greatly affected their prof-
its. For example, James Dunn, the CEO of Algoma Steel, called Howe,
whose policies saved the company and who (through a trust) was a major
investor, the “great white father in Ottawa” (qtd. in Bliss 1986, p. 472). The
recipient of major government contracts, C. D. Howe and Co. was run by
Howe’s son and son-in-law.

In 1956, with subsidized construction of the St. Lawrence Seaway near-



126 Randall K. Morck, Michael Percy, Gloria Y. Tian, and Bernard Yeung

ing completion, Howe chose a transcontinental oil pipeline as his next
grand project. The “dictator” pushed enabling legislation through parlia-
ment, invoking closure from the outset to end debate, and then wielded his
war powers to organize its construction by American oil companies. Howe
won the pipeline debate, but the Liberals, since 1948 led by Louis St. Lau-
rent, lost the 1957 election because of it. C. D. Howe lost his seat to a
Socialist schoolteacher. Apart from his infatuation with grand nation-
building projects and the contracts associated with them, Howe largely left
the economy to the invisible hand. By concentrating business-government
relationships in his office, Howe professionalized the civil service and
forced other politicians to get by without wielding such influence.

The new Progressive Conservative prime minister, John Diefenbaker
(1957-63), an upstart lawyer born in a shack in rural Saskatchewan, inher-
ited Howe’s nation-building schemes. The dearest was A. V. Roe Co.,
which now produced an ill-designed jet fighter called the Avro Arrow.** Roe
allegedly used A. V. Roe’s cost-plus government financing to build a pyra-
mid of engine makers, steel firms, and railway car builders, and finally to
acquire DOSCO, a pyramid of steel and coal companies.* Diefenbaker cut
its subsidies in 1957, at the onset of the so-called Diefenbaker Recession.

With Howe gone, nation building seemed almost passé. However,
Canada’s mercantilist heritage could not long be suppressed. Its noisiest
eruption was in Quebec. The Révolution Tranquille of the early 1960s mar-
ginalized the Roman Catholic hierarchy, opening the public mind to in-
creasingly radical ideas—first secular education and divorce, then social-
ism, and finally separatism. Quebec subsidized a new steel industry, built
vast hydroelectric projects, and supported gigantic aluminum smelting
ventures. [ts most intrepid venture was the Caisse de Dépot et Placement
du Québec, which began buying control blocks of listed firms in 1967. The
Caisse was to be a government-controlled pyramidal group, a much
cheaper way to take charge of the economy than outright nationalizations,
and more effective than regulation. Many of the firms the Caisse took over
were previously widely held.

Partly to deflect Quebec separatism, the Trudeau Liberals trumpeted
Canadian nationalism. Trudeau disliked economics, and he delegated eco-
nomic policy to his college chum Marc Lalonde, a committed nationalist
who aspired to replace American dominance of the economy with links to
Europe and Japan. This philosophy acquired more force between 1972 and
1974 when a Trudeau minority government depended on the Socialist, and
now highly nationalist, New Democratic Party. Tories, especially those of
Loyalist lineage, joined the anti-American cries.

43. The company also received subsidies from the U.S. Defense Department to produce the
Avrocar, a small flying saucer.
44. See Bliss (1986, p. 475) for details.
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Although patriotism, ideology, and history certainly kindled this wave
of nationalism, it quickly acquired a mercantilist hue. Canadian executives
feared U.S. takeovers as career disasters, and old families feared foreign
competition. In this setting, successive Trudeau governments constructed
an alphabet soup of government agencies to subsidize “Canadian” firms,
vet foreign takeovers, and control ownership structures explicitly in
“strategic” industries like culture and energy.

Publishing companies, like the Southam group and Maclean-Hunter,
lobbied strenuously for foreign content rules to drive U.S. competitors, like
Time and the Wall Street Journal, out of Canada. Canadian filmmakers
lobbied successfully for generous tax subsidies in the name of Canadian
culture. The Canadian Radio and Television Commission (CRTC) man-
dated that Canadian-made programs constitute set fractions of broad-
casting schedules, and licensed entry into broadcasting to create profit
cushions to finance this programming. The regulation, cartelization,
subsidization, and protection of “cultural industries” became national
policy.

Canadian content regulations did succeed in relocating substantial parts
of U.S. program and film production to Canada, for “cultural products”
are “Canadian” if they are partially produced in Canada. Thus, many U.S.
network programs and films now count as “Canadian culture.”* Television
content regulations also made Canada a world leader in cable television
technology, as Canadians subscribed in droves to receive foreign stations.

In 1971, the Liberals set up the Canada Development Corporation
(CDC) as a white knight to block takeovers by foreign firms. In 1973, they
established the Foreign Investment Review Agency (FIRA) to vet foreign
takeovers. The FIRA took its work seriously, and began blocking foreign
takeovers with considerable energy. A spike of takeover activity in the early
1970s corresponds to multinationals’ exiting and selling their operations
either to state organs or to private-sector Canadian firms.

The acme of Trudeau era mercantilism was the National Energy Policy,
enacted in 1981. All current and future energy prices were legislatively set
and were preannounced in 1981, cutting the profits of existing energy firms
sharply. Up to 80 percent of drilling costs in Federal Territories (the Arc-
tic) would be paid by the government, but only if the drilling company was
at least 75 percent Canadian owned. Less than 50 percent Canadian own-
ership disqualified a company entirely from operating in Federal Territo-
ries. These provisions were designed to discriminate against foreign-
controlled companies and to lessen Alberta’s importance by damping its
economy and developing oil and gas in the arctic, where the federal gov-
ernment owned the mineral rights. The most controversial element of the
National Energy Policy (NEP) was the direct expropriation of 25 percent

45. See Acheson and Maule (1999).
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of the properties of all foreign controlled companies already active in Fed-
eral Territories. These properties were reassigned either to PetroCanada,
the new federally owned oil company, or to other government organs.
PetroCanada was also to buy foreign-controlled oil companies with money
from a new Canadian Ownership Account (COA), to be financed with a
new federal tax.

The government began nationalizing industrial firms, including De Hav-
illand Aircraft, Westcoast Energy, and many others. Air Canada acquired
private airlines, and other state-owned enterprises expanded. State owner-
ship, control, and regulation were dominating the land almost as they had
during the war.

Businesses either learned to navigate the new environment or foundered.
Swatsky (1987) writes that business leaders “yearned for the not so distant
time when they could phone C. D. Howe and resolve their problems on the
spot.” Prior to Howe, self-interested politicians routinely and overtly un-
dertook joint ventures with business leaders, and these “business govern-
ment partnerships” enriched both. Howe professionalized the civil service
and insulated it from political pressures—other than his own. With the
economy liberalized and Howe gone, business leaders continued to lunch
with politicians, but the urgency of such meetings faded as the government
withdrew its hand from the economy.

Now, suddenly, the Trudeau government’s hand was visible everywhere,
and there was no longer a single point of contact for business. Numerous
agencies, offices, and authorities now took part in regulating the economy.
The Trudeau-era federal government was large and complicated, with in-
terconnected lines of control that did justice to the most complicated cor-
porate pyramids. Increasingly estranged from this new public sector, busi-
ness leaders were repeatedly hit with regulations, laws, and decisions that
seemed to come from out of the blue.

Swatsky (1987) describes how some of the most brilliant young Canadi-
ans of the 1970s came to realize that “business was fundamentally incom-
petent in dealing with government” and that the increasing complexity of
government created golden business opportunities. These young entrepre-
neurs built a new industry of consulting firms to monitor government, alert
clients about impending problems, coach them about how to deal with
different government organs, and intervene on their clients’ behalf. The
value of these interlocutors became increasingly evident. Swatsky (p. 98)
recounts how a multinational consortium invested $150 million dollars in
an application to build a natural gas pipeline along the Mackenzie valley
and then lost out to a hastily conceived, ill-prepared, and underfinanced ri-
val through “bad lobbying.” The business of helping business deal with
government grew in leaps and bounds, creating a new troop of millionaires.

Companies that learned to build their strategies around government
policies prospered. Nova, a new widely held pyramidal group, grew rapidly
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through a spate of takeovers, cheered on by the supervisors of the NEP as
it “Canadianized” firm after firm. While most oil and gas companies railed
against the NEP, Nova learned to love it. Of course, the firm was also but-
tressed by its legislatively protected cost-plus natural gas transmission mo-
nopoly. Dome Petroleum also earned laurels from the NEP for its purchase
of Conoco in a complicated takeover deal involving Mesa and Occidental
Petroleum.

Although most of the federal government’s Trudeau-era corporate ac-
quisitions were of formerly foreign-controlled firms, provincial govern-
ments—especially Quebec—were less fussy. The separatist Parti Québé-
cois, now running the province, took its economic ideology from France
and directed its vast state-controlled pyramidal group, the Caisse de Dépot
et Placement du Québec, to acquire control blocks in Dominion Textile,
the former Argus company Domtar Inc., and many other firms.

In 1984, Brian Mulroney routed the Liberals, and his Progressive Con-
servative government quickly dismantled or defanged many Trudeau-era
industrial policy agencies and ownership restrictions. Mulroney also em-
barked on a privatization program, floating Howe’s Air Canada, Borden’s
Canadian National Railway, Trudeau’s PetroCanada, and a host of other
state-owned enterprises as freestanding widely held firms. Free trade with
the United States, enacted in 1989, greatly reduced the returns to rent seek-
ing for preferential tariffs. Exposés of improprieties in the Caisse under-
mined Quebec’s industrial policy, and other provincial governments began
selling off their state-owned enterprises too.* However, subsidies to politi-
cally powerful industries, like autos and aerospace, continued, as did funds
for regional development, especially in Atlantic Canada. Corporate taxes
remained a Byzantine maze of implicit subsidies, and regulatory bureau-
cracies remained powerful. Patronage appointments remained a staple in
the political diet.

In 1993, Jean Chrétien led the Liberals back into power. More interven-
tionist than the Mulroney Tories, they reinvigorated the rules and regula-
tions protecting “cultural industries.” Now the Liberals were divided be-
tween those of the Trudeau era and those who looked back to Laurier for
inspiration, but continued subsidies, regulations, and industrial policies
won the day. The Mulroney and Chrétien regimes were also both plagued
by allegations of kickbacks, cronyism, and misappropriation of public
funds.*” However, in fairness, government was much more transparent, the
press more aggressive, and the populace less accepting than in the past.
The allegations against the Mulroney Tories are small change, and those
against the Chrétien Liberals, though more substantial, remain unproved.

46. See Arbour (1993) for a detailed history of the Caisse.
47. See Cameron (1994) for allegations of corruption in the Mulroney governments, and the
auditor general’s 2004 Report to Parliament for evidence of corruption under Chrétien.
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An explanation of ownership structure with differential success at rent
seeking thus must go as follows. The first decade of the twentieth century
was probably a period of rising mercantilist expectations, and family groups
grew in importance in Laurier’s last years. Influencing government was not
terribly useful early in the Laurier years, but this apparently changed in his
last term. The cartels of the 1930s, though state enforced, were administered
by industry association, not the government. And though business govern-
ment relations were close during the Second World War, political rent seek-
ing was probably constrained by patriotism, or at least by the fear of being
branded a profiteer. Family groups gave ground to widely held firms from
the 1920s to the 1950s. In the 1950s, Howe continued to intervene in the
economy but monopolized business-government relationships. Shleifer and
Vishny (1993) argue that monopolistic corruption is much less expensive to
firms than decentralized corruption. A similar argument may apply for le-
gal political rent seeking. By centralizing political rent seeking in his office,
Howe perhaps reduced the benefits of being a superior rent seeker. In the
1960s, Diefenbaker and then Pearson cut back on subsidies to industry, pre-
sumably keeping the benefits of superior rent-seeking ability low. Trudeau
returned to large-scale intervention, and the benefits of superior rent seek-
ing soared, giving pyramidal groups a decided advantage. This accounts for
their upswing in the last third of the century.

1.5.8 Ethnic Divisions

Easterly and Levine (1997) show that greater ethnic divisions slow
growth in modern African emerging economies. This reflects lower public
expenditure on schools, worse political instability, larger government
deficits, weaker financial systems, more distorted foreign exchange, and
less infrastructure investment in general. They argue that all of these prob-
lems reflect different ethnic groups fighting to divert public revenues to-
ward themselves and away from other groups.

There is no evidence that ethnic tensions cause problems of similar mag-
nitudes in developed economies. However, Canada’s French-English lin-
guistic divide is an ongoing source of political and economic crises. Que-
bec’s Révolution Tranquille of the 1960s brought long-dormant linguistic
grievances to the surface, ultimately leading to Quebec separatism. Cana-
dian politics focused on uniting Canada’s linguistic solitudes thenceforth.
One of Canada’s greatest financial crises of the last half century occurred
in 1976 when the separatist Parti Québécois won power. The Canadian dol-
lar, previously trading above the U.S. dollar, plummeted and never recov-
ered. The motive of the Quebec government in building up its own pyram-
idal group, the Caisse de Dépot et Placement du Québec, was certainly to
inject Francophone control into the corporate sector, though a European
socialist perspective was clearly at work too. The motive of the Trudeau
Liberals in building their vast system of subsidies, taxes, and regulations
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through the 1970s and 1980s was overtly nationalist—to forge a Canadian
identity to supersede English or French Canadian identities, much as Bis-
marck did in nineteenth-century Germany. But again, a socialist economic
philosophy may have been more important.

This line of reasoning is certainly the most speculative we advance, and
we do so cautiously. Canadians are highly educated, and it seems unlikely
that tribal loyalties could so unbalance the nation as to affect its institu-
tions and the control of its great corporations. There is most likely a coin-
cidence of timing, and at most a marginal effect worsening slightly a re-
lapse into mercantilism.

1.5.9 Openness

Canada entered the twentieth century protected by the high tariffs of
MacDonald’s National Policy, in place since 1879. Wilfrid Laurier’s Liber-
als, disposed to free trade, had to promise loudly and repeatedly not to
touch the National Policy to gain business support in their campaigns.
When they finally let principles prevail over prudence, in the 1911 election,
they lost handily.

High tariffs remained in place through the 1920s, but Canadian ex-
porters penetrated deeply into the U.S. market in certain sectors. Abe and
Harry Bronfman, who ran hotels in western Canada, discovered the highly
profitable mail-order liquor business. His attention to quality and cost
soon made Harry the biggest liquor wholesaler in Saskatchewan, with
most of his business in border towns. By 1927, having gained control of
Seagram’s, an old family distillery in Ontario, the Bronfmans were among
the richest families in Canada. The Ontario hotelier Harry Hatch took
over Gooderheim and Hiram Walker distilleries and set up a rival mail-
order and wholesale liquor business. The stalwartly devout Labatt family
turned over management of their breweries to Edmund Burke, an Irish
Catholic who cheerfully maximized exports. By the mid-1920s, competi-
tion in beer and spirits exports was so intense that profits were dangerously
thin and Canadian exporters organized to fix prices.

All of these enterprises owed a deep debt to the Molson family, who vig-
orously worked their political connections to keep Canada, and especially
Quebec, from succumbing to the hysteria of Prohibition—America’s “War
on Alcohol.” Since American shippers, like Al Capone, handled customs
formalities, tariffs were not an impediment to trade.

But other Canadian industries were in worse shape by the end of the
1920s. Worldwide overcapacity in minerals, paper, wheat, and manufac-
tured goods depressed prices. In 1930, the United States enacted the Smoot
Hawley Act, which implemented high tariffs that crippled Canada’s ex-
ports. Industry after industry crumpled, hiring stopped, and layoffs
started. Prime Minister Bennett’s solution was to raise the tariff to protect
industry association cartels committed to keeping prices high.
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At the Ottawa Imperial Economic Conference of 1932, Bennett orches-
trated an empirewide retaliation to U.S. tariffs. The new Imperial Prefer-
ences abruptly shut U.S. and Baltic lumber and paper out of imperial mar-
kets, resurrecting the British Columbia industry. Canada Packers could
now undercut Danish pork producers, and U.S. firms had to establish
branch plants in Canada to re-enter imperial markets.

In the late 1940s, Howe argued for a final elimination of the National
Policy, and Prime Minister King negotiated a free trade treaty with the
United States. But, apparently reflecting on Laurier’s 1911 defeat, King
quietly discarded the plan.

Trade barriers only started falling with the General Agreement on
Tariffs and Trade—rounds of negotiation and multilateral treaties after
World War II. However, multilateral negotiations were, from a pragmatic
viewpoint, less important than regional trade barriers, especially those be-
tween Canada and the United States. Prime Minister Pearson ultimately
negotiated an Auto Pact with the United States in 1965 that permitted free
trade in automobiles and auto parts. The pact also contained useful mar-
ket share provisions for Canadian manufacturers. The Auto Pact trans-
formed a dying industry into an engine of the Ontario economy, and it
would serve as a blueprint for subsequent negotiations to reduce trade bar-
riers in other industries.

Further multilateral and industry arrangements steadily lowered trade
barriers between Canada and the United States up to the 1980s, when the
bureaucratic hassle at the border was often a larger cost than the actual re-
maining tariffs. The Mulroney Tories therefore negotiated a comprehen-
sive Free Trade Agreement (FTA) with the United States to abolish all re-
maining trade barriers. After winning a majority government in a snap
election called to gain a mandate for the agreement, the Tories enacted the
FTA in 1989. The agreement removed remaining trade barriers, industry
by industry, over a ten-year period. Tariffs on motorcycles and computers
disappeared the first year, excluding only cultural industries (at the insis-
tence of the Canadians), defense industries (at the insistence of the Amer-
icans), and agriculture and textiles (at the insistence of both).*

Thus, trade barriers were high and rising through the first half of the cen-
tury, as widely held freestanding firms grew predominant, and then fell in
the second half of the century as family groups reasserted their supremacy.
Although the timing is not exact, figures 1.6 and 1.7 might be interpreted
as suggesting that freestanding widely held firms do better in economies
protected by trade barriers. However, other evidence makes this unlikely.
Morck, Stangeland, and Yeung (2000) find that the stock prices of Cana-
dian firms controlled by old-money families dropped relative to other firms

48. With no major changes as regards United States—Canada trade, the FTA was extended
to Mexico and rechristened the North American Free Trade Area (NAFTA).
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in their industries upon the surprise victory of the Mulroney Tories in the
election called on free trade. Rajan and Zingales (2003) argue that many
countries possessed better developed financial systems a century ago than
now, and that unconstrained elites undermined these systems later in the
century to deprive upstart competitors of capital. They find that this oc-
curred less in countries more open to the global economy—suggesting that
openness averts concentrated corporate control by a narrow elite. They
emphasize openness in both goods and capital markets.

Openness to foreign capital need not always accompany trade openness,
so before forsaking openness as an explanation of changes in ownership
structure, we explore the history of openness to global capital markets.

Prior to World War I, Canada was on the gold standard and fully open
to foreign capital. The Great War interrupted the flow of British capital, as
well as most transatlantic shipping and immigration. Canada returned to
the gold standard after the war, and foreign capital again flowed in during
the 1920s, this time from New York more than London.

In the 1930s, Bennett abandoned the gold standard as he raised tariffs,
but Canada remained open to foreign capital under the post-World War I1
Bretton Woods system and after it.

The substitution of American for British capital, first visible in the
1920s, was now complete. In the 1960s and especially the 1970s, American
capital flowed into Alberta oil and gas firms, fueling the region’s rapid
growth. Although Safarian (1969) and others show that this capital flow
was beneficial, high-profile takeovers, like Gulf’s acquisition of British
American Oil, irked nationalists and probably scared corporate insiders,
who feared losing out in takeovers. American ownership became more
controversial than the foreign capital inflows overseen by Laurier or King.
Imperialists saw increasing U.S. influence undermining ties to Britain. So-
cialists, nationalists, and old-fashioned conservatives gained media atten-
tion condemning U.S. multinational corporations for any number of sins.
Some top managers at widely held firms and old family patriarchs sur-
prised the socialists by chiming in with unexpected support.

Diefenbaker, the prairie lawyer, was unimpressed by all of this. An out-
sider to the Anglo corporate elite, he was disinclined to interfere in the
market for corporate control. The farthest he went was to permit defensive
tactics like the mutualization of the largest insurance companies, including
Canada Life, Confederation, Equitable Life, Manufacturers, and Sun.
This allowed their delisting, thus blocking takeovers (not just foreign ones)
and ensconcing their top managers.

Howe had angered nationalists by turning construction of his pipeline
over to Americans. Then Diefenbaker infuriated them by canceling the
Arvro Arrow. That fury contributed to his loss of the 1962 election, which
returned the Liberals to power under Lester Pearson. An old guard rebel-
lion within the Tory Party forced Diefenbaker out as opposition leader a
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few years later. However, the Pearson Liberals avoided protectionist poli-
cies for the most part. An early exception set this tone. In 1963, the Liberal
finance minister, Walter Gordon, announced a 30 percent takeover tax on
the sale of publicly traded companies to foreigners. Amid a storm of con-
troversy, the tax was hurriedly withdrawn.

The Liberals sought to campaign from the left and rule from the center,
but their explicit embrace of economic nationalism exposed them to
charges of hypocrisy. When the takeover of a small bank by U.S. interests
triggered more nationalist outcry, the Liberals responded in 1964 by legis-
lating voting caps on the big banks. These forbade any single shareholder
from holding more than a 10 percent stake and capped aggregate foreign
ownership at 25 percent. Both restrictions were enshrined in the 1967 revi-
sion to the Bank Act. Garvey and Giammarino (1998) conclude that these
restrictions “were put in place to prevent American ownership of Cana-
dian banks and there is little indication that consideration of economic
costs played a significant role in the decision.”

The other major economic initiative of the Pearson Liberals was a half
step in the opposite direction. The 1965 Auto Pact paved the way for vast
U.S. investment in the Ontario auto sector and for the FTA in 1989.

Foreign direct investment from the United States became one of the
highest-profile evils to be fought by successive Trudeau governments from
the late 1960s to the mid-1980s. Their CDC was a white knight to block for-
eign takeovers, their FIRA had the legislative power to block foreign
takeovers, and their NEP established unfavorable tax and subsidy rules for
foreign controlled companies. The CRTC and other government organs
blocked, taxed, and regulated foreign investment in “cultural” industries.

The inflow of foreign capital to Canada was thus unrestricted through
most of the century, except for the abandonment of the gold standard dur-
ing the First World War and the Great Depression. However, foreign cap-
ital inflow was highly regulated and discouraged with various tax and sub-
sidy provisions under the Trudeau governments. The rise of widely held
firms corresponds to capital account convertibility; their decline, to capi-
tal account restrictions. How the two might be connected is unclear, but
there are several possibilities.

The Trudeau governments wielded greater and more wide-ranging eco-
nomic power than any previous government, with the possible exception
of King’s wartime administration. They also sought to stop American
takeovers of Canadian firms, but in this they were constrained by revenue
shortfalls, which they could not relax much further through loose mone-
tary policy because of growing public discontent with inflation. It is con-
ceivable that Trudeau-era officials might have rewarded Canadian business
families that took control blocks in widely held firms, and so saved them
from possible foreign takeovers. Globerman (1984) argues that Trudeau-
era restrictions on foreign takeovers created rents for Canadian families, as
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they were better able to disguise payoffs for running such nationalist er-
rands than freestanding listed firms. However, no government records at-
test to such dealings, so this explanation remains highly hypothetical.

The FIRA publicized its high approval rates on FDI reviews, but
Globerman (1984) correctly argues that foreign investors likely to be
turned down did not apply. Moreover, the approvals were often contingent
on agreements to source from Canadian firms, undertake other invest-
ments, and so on. Globerman argues that such restrictions are, in essence,
transfers from foreign investors to favored Canadian firms. The govern-
ment might have used such restrictions, among its other economic powers,
to reward firms that helped advance its Canadian control agenda. The
NEP formalized this, granting explicit tax breaks and subsidies to reward
Canadian acquirers of control blocks in previously foreign-controlled en-
ergy. However, outside the energy and cultural industries, formal arrange-
ments like this are not evident, and the hypothesis cannot be confirmed.

He also argues that the Trudeau-era barriers, discriminatory subsidies,
and tax penalties against foreign investment may have had another unin-
tended effect. Canadian entrepreneurs may build companies with a view to
selling them eventually to larger concerns and retiring or starting other
new ventures. These firms might be sold to public shareholders, thus be-
coming widely held, or sold to existing firms. By constricting the pool of
potential buyers to Canadians and favored foreigners, the Trudeau gov-
ernments probably reduced this ultimate payoff to entrepreneurship. This
could have deterred new firms from forming. Not formed, they never be-
came large freestanding widely held corporations.

1.6 Conclusions

Recent work, including La Porta, Lopez-de-Silanes, and Shleifer (1999,
2000), La Porta et al. (1997a,b, 1998, 2000), Acemoglu and Robinson
(2000), Acemoglu, Johnson, and Robinson (2001, 2002, 2003), and others,
stresses the importance of legal system origins and distant colonial condi-
tions in constraining the evolution of modern institutions. We provide a de-
tailed case study of how this occurs. Canada’s institutions of both govern-
ment and business have deep mercantilist roots, stretching back to colonial
times. Those roots nourish modern developments and ideologies, trans-
forming them to direct institutional development down mercantilist paths.

Khanna and Palepu (1997, 2000b, 2001) argue that family-controlled
business groups have a survival advantage over freestanding widely held
firms in India and other developing countries because group firms can deal
with each other, avoiding transactions in corrupt or otherwise flawed open
markets. Consistent with newly industrialized Canada having weak insti-
tutions supporting its markets, most large Canadian companies belonged
to business groups at the beginning of the century. Canada’s early indus-
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trialization also provides insights into the general validity of many current
theories of economic growth. This period of Canada’s development is con-
sistent with Acemoglu and Robinson (2000), Acemoglu, Johnson, and
Robinson (2003), Murphy, Shleifer, and Vishny (1989), Sokoloff and En-
german (2000), and others.

The early and mid-twentieth century were periods of ascendant eco-
nomic liberalism, featuring a well-developed stock market, solidified
shareholder rights, increasing competition, and a shrinking role of gov-
ernment. These events all favored the profusion of large freestanding
widely held firms, consistent with La Porta, Lopez-de-Silanes, and Shleifer
(1999) and Burkart, Panunzi, and Shleifer (2002).

Events in the latter decades of the century encouraged government in-
tervention in the economy for laudable political reasons and high ideals.
However, Canada’s mercantilist roots, never fully eradicated but kept alive
through successions of elites, found this expanded public sector fertile
ground. Soon, socially progressive institutional innovation became a
thicket of complicated subsidies, transfers, tax advantages, and regulation
that stimulated vast corporate investments in political influence. Morck
and Yeung (2004) argue that family-controlled corporate groups are more
effective political rent seekers than freestanding widely held firms. Consis-
tent with this, the final decades of the century saw a marked resurgence of
corporate groups. Labor rights were also strengthened substantially later
in the century, so Roe’s (2003) theory that concentrated ownership arises to
counter strong labor unions has some traction regarding the fall of the
widely held firm after the 1960s, but not their rise over the first half of the
century.

Our findings are consistent with previous work in this area, including
Rajan and Zingales (2003), who argue that entrenched elites in many coun-
tries acquiesce to or promote policies that erode financial systems; Olson
(1963, 1982), who describes the behavior of entrenched elites; and others,
like Baumol (1990) and Krueger (1974), who advance theories of rent seek-
ing.
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Comment Jordan Siegel

This chapter features an admirable effort by Morck, Percy, Tian, and Ye-
ung to apply recent developments in law and finance theory to a longitudi-
nal single-country case study. The authors closely examine nearly 500 years
of Canadian corporate governance and analyze the numerous institutional
changes that occurred, particularly over the past two centuries. The fruits
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of the authors’ efforts are a series of questions that can be asked about the
underlying theory itself. This longitudinal case study points the way for-
ward for a more complete and nuanced corporate governance theory that
does not seek to find the one “magic bullet” institution that leads to better
governance, but instead looks for strong and positive interaction effects be-
tween mutually reinforcing sets of institutions.

The theory that Morck et al. test includes the following now well-
accepted propositions in the law and finance literature. First, British com-
mon law is associated with greater controls on insider malfeasance and
official corruption (La Porta et al. 1997, 1998, 2000). Second, large py-
ramidal corporate group controlled by wealthy families or individuals are
often plagued by governance problems (Morck and Yeung 2003). These
governance problems lead to underinvestment in worthy projects, and
therefore large pyramidal corporate groups have a negative effect, ceteris
paribus, on long-term economic growth. The negative effects of large py-
ramidal corporate groups controlled by concentrated groups of insiders is
exacerbated when (a) the legal system is based on a system other than
British common law; (b) corporate groups lack strong minority block-
holders with the incentive to monitor insider actions; (¢) there is automatic
inheritance of corporate control by family heirs; and (d) succession taxes
do not lead these heirs to have to sell off any significant portion of the cor-
porate group to the investor public. Recent theory further states that large
pyramidal corporate groups exist primarily because of their access to po-
litical rents. Politicians prefer to transact with family-controlled corporate
groups because families can make multigenerational commitments of sup-
port (Morck and Yeung 2004).

Morck et al. take pains to reconcile the above corporate governance the-
ory with the prior work by Khanna and Palepu (2000, 2001) on business
groups. The law and finance literature argues that pyramidal corporate
groups exist primarily to collect political rents and to funnel (or tunnel, as
the case may be) liquid assets to the insiders who control these groups.
Khanna and Palepu, in contrast, see the families controlling these large
business groups as well-intentioned investors who are using networks of
cross-ownership to amass economies of scale and scope necessary for rapid
development in emerging economies. Similarly, Amsden (1989, 2001)
treats these business groups as the agents of positive change building nec-
essary technical and marketing capabilities essential for entering first-
world industries. Morck et al. try to reconcile the prevailing law and fi-
nance theory with the “family business groups as value creators”
perspective. They argue that

[our] findings also give credence to the arguments of Morck and Yeung
(2004) that family-controlled corporate groups have an advantage in
weak institutional environments because of superior rent-seeking skills.
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However, [our findings] in no way undermine the thesis of Khanna and
Palepu (2000, 2001, 2002) that other institutional deficiencies can also
confer advantages on groups.

While neither theory is undermined by the present analysis, follow-up
work needs to be undertaken to test both competing theories, to under-
stand their respective boundary conditions, and to perhaps craft a more
contingent approach. Some business group owners may derive their com-
petitive advantage from rent seeking, while others grow without any gov-
ernment support. Even among the business group owners who receive
rents, some may use the rents to invest in capabilities, whereas others use
the rents for solely nonproductive uses.

The question of what underlies the motives and behaviors of business
group owners, and how their investments in either market capabilities or
political rents impacts economical development and growth, should be at
the center of this debate. With few exceptions, the literature has not in-
cluded direct tests of these competing theories, and the Canadian case
study shows that it is essential that further work be focused on these ques-
tions. The Canada chapter, for example, offers ample evidence for the fact
that pyramidal corporate groups engage in large-scale investment that
might not otherwise have been possible given the local institutional defi-
ciencies. At the same time, this chapter also shows that at least some, if not
many, of these pyramidal corporate groups are plagued by large-scale cor-
ruption and tunneling.

Authors working in the law and finance literature have made enormous
progress in theory development over the past decade, but the current the-
ory is clearly unable to explain much of the richness of the Canadian case
study. Empirical results likely need to account for certain omitted vari-
ables, and the theory itself likely needs to take into account further inter-
actions between included variables and omitted variables. Even in the pres-
ent Canadian case, one wonders whether business groups can be separated
into those whose competitive advantage derives primarily from political
rent seeking and those whose advantage comes primarily from the devel-
opment of technical, operational, and marketing capabilities. Further-
more, even among the firms that negotiate large-scale government subsi-
dies, how did they use these subsidies? Amsden (1989, 2001) makes the
argument that government preferential treatment can be positive for long-
term economic growth as long as the firms are forced to actively invest all
the rents in these technical, operational, and marketing capabilities. There
is a strong need to test empirically the causal mechanisms that these theo-
rists identify, whether from political ties to active investment in market-
oriented capabilities or from business group formation to investment in
scarce resources, or from political rent seeking to the growth of corporate
groups to tunneling. Each of these causal pathways could be identified em-
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Fig. 1C.1 A life-cycle model of corporate governance

pirically with the use of publicly available data on terms of finance, corpo-
rate structure, political ties, and use of company cash for productive in-
vestment. While there are inherent endogeneity problems in this literature,
authors should better exploit the use of exogenous events that only affect
certain classes of firms (e.g., Siegel 2004).

I here propose that further examination should be given to the attached
life-cycle model of governance institutions. (See figure 1C.1.) A first set of
institutions can be labeled in the diagram as institutions necessary to gen-
erate entrepreneurial ideas and skills. These include educational institu-
tions that train enterprising young individuals in the arts and sciences. The
greater the meritocratic access to these institutions, the more likely it is that
the most qualified young entrepreneurs will gain access both to the ideas
and the social networks necessary for building new ventures. More diffuse
entrepreneurial networks should enable a larger number of independent
start-up firms to be created. Next, a second set of institutions can be la-
beled in the diagram as those that encourage and protect joint investment.
Without protection, outsiders will be reluctant to invest their scarce time,
technology, and finance in new entrepreneurial ventures. Without these
outside investments, most entrepreneurial ventures will fail to reach effi-
cient size and scale. Protection may come from formal legal institutions,
where outsiders can go to court to recover their investments from expro-
priators. It may also come from social networks, where information shar-
ing and in-group enforcement leads to the ostracism of those who cheat
their outside partners (Greif 1993; Siegel 2004). Finally, even with joint in-



144 Randall K. Morck, Michael Percy, Gloria Y. Tian, and Bernard Yeung

vestment, there is the danger that successful incumbents will amass such
high levels of market power that no future incumbent can challenge them.
A third category of institutions that promotes the circulation of elites
(Mosca 1939) is necessary to prevent ossification of the corporate elite.
These institutions include public policy over inheritance and corporate
succession, nondisclosure agreements, and antitrust policy. Without some
policies designed to help challengers compete against incumbents, the cor-
porate structure in any country can veer toward inefficiency and ossifica-
tion.

These institutions work on their own, and through their interaction, to
produce a competitive and dynamic corporate governance structure. The
social scientist Gaetano Mosca wrote in his The Ruling Class (see, for ex-
ample, 1939 translated edition) that each society had a minority of its citi-
zens that enjoyed disproportionate economic and political power. He
added that if this minority was chosen through meritocratic methods and
was continually subject to new entry and competition, the society would be
more efficient. Also, if every individual in the society believed in open po-
tential for entry into the elite, every individual would be more likely to in-
vest in her children’s human capital and to participate in public and cor-
porate governance. Both Pareto (1966 translated edition) and Mosca (1939
translated edition) discussed the benefits of having a circulation of elites
and avoiding entrenchment. The present literature needs to take their cue
and to use the more sophisticated econometric methods currently available
to study each of these sets of circulation-generating institutions, not in iso-
lation but in interaction with one another.

By focusing renewed attention on the interaction between governance
institutions, we ought to be able to explain even more of the historical vari-
ation in corporate governance outcomes. We may find that having partic-
ularly strong institutions in some dimensions might counteract the effect of
other weak institutions. We may also find that certain institutions like rule
of law operate successfully only when combined with other reinforcing in-
stitutions. These reinforcing institutions serve to generate more diffuse en-
trepreneurial networks and/or to open up competitive challenges to indus-
try incumbents.

The Canadian case study itself suggests that other institutions at least
partially compensated for weak corporate governance. This could come
from policies regarding foreign competition, privatization, inheritance
taxation, and antitrust law. In the case of foreign competition, the authors
describe how Canada had a protected market until 1989, when the Con-
servatives under Prime Minister Mulroney signed a free trade agreement
(FTA) with the United States. The FTA, which was followed by the passage
of the North American Free Trade Agreement (NAFTA) in 1993, has had
an unclear effect on firm-level development. The authors place great im-
portance, at least in terms of corporate governance, on the privatization
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enacted during this same period, which the authors argue led to the cre-
ation of numerous freestanding and widely held firms. In the case of inher-
itance taxation, there seems to be a clear causal link drawn between
changes in tax rates and the preponderance of family-controlled business
groups. By 1947, rates on inherited estates had doubled to 54 percent, and
as a result numerous business groups were broken up. Conversely, the end
of direct inheritance taxation in 1972 can be directly linked to the resur-
gence of family-controlled business groups. If the government makes it
costless for families to hand down profits to their living progeny, and also
to transfer outright ownership and control upon the death of the current
generation, then it makes sense that families will see their corporate reach
expand in terms of both scale and scope. That is indeed what the authors
show to have occurred in the two decades after the inheritance policy
change. The fact that the inheritance tax was replaced by a capital gains tax
appears to have been counterproductive for corporate governance, ac-
cording to the authors, perhaps because capital gains on highly inflation-
ary gains over the following decade led many small investors to avoid eq-
uity investments. We cannot measure the effect of antitrust law from this
case study because the authors describe how Canada never had a strongly
enforced set of antitrust rules.

In summary, when one reviews the institutional changes made in
Canada between 1800 and 2000, it appears that weak legal institutions
were successfully counteracted at various times through heavy investment
policies, inheritance taxation, and privatization. The legal institutions,
while based in large part on British common law, do not appear to have
ever functioned successfully in controlling official corruption and insider
malfeasance. Even changes in shareholder rights, introduced in the 1960s,
have had an uncertain effect. The authors believe that the creation of op-
pression lawsuits was helpful, but no direct evidence proves their effective-
ness. Rather than the law leading to better corporate governance over time,
it appears that other institutions were primarily responsible for growth and
governance improvements. In terms of free trade, we just do not know from
this case what role free trade played in improving government. Free trade
may or may not have also played a counteracting role. Industrial policy,
which may likely have been associated with corruption, was associated
with one- to two-decade spurts of high growth. Krugman (1994) described
for Asian countries how a high level of investment intensity can lead to
high growth for at least several years, even if it is not sustainable over the
long term. In this Canadian case, periods of high investment intensity led
to growth booms that were followed by busts, which were in turn followed
by booms. Some of these booms were the result of exogenous shocks, such
as oil and gold discoveries, but others were stimulated by government poli-
cies supporting the concentrated and intense investment of public funds in
industrial expansion. Whereas the authors correctly criticize the corrup-
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tion and recurring ineffectiveness of these policies, it does appear that they
often produced high growth rates for two or three decades at a time.

Beyond investment intensity, the most interesting lesson of this case
study comes from the stories about inheritance taxation. When the median
size of Canadian corporate groups is determined more by inheritance tax-
ation than by market motives, we have reason to doubt whether family-
dominated business groups are economically optimal or even second-best
in the presence of weak legal institutions. Still, more analysis can be done
to distinguish between family-dominated groups whose competitive ad-
vantage was based primarily on government support and those whose
dominance was built primarily through reputation and market-based ca-
pabilities.

Another concluding lesson from this case study is that property rights
can sometimes be too strongly protected and lead to an overly rigid and
uncompetitive industrial structure. Policymakers want people incentivized
to invest in property, but that sometimes requires giving new entrants help
in challenging entrenched industry incumbents. Note the example of Sili-
con Valley cited in Licht and Siegel (2004). Saxenian (1996) identified how,
even within the context of the United States—a country rated as having
some of the best governance institutions in the world—there are vast re-
gional differences in institutions between California’s Silicon Valley and
Massachusetts’s Route 128 Corridor. Both regions have high-tech indus-
try, but Gilson (1999) points out that differences in legal rules protecting
incumbents have had a dramatic effect on both cultures and, in turn, on
entrepreneurial behavior. The two states have vastly different rules con-
cerning the enforceability of covenants not to compete. Therefore, Massa-
chusetts incumbents can more easily defend themselves against upstart
challenges from former employees, whereas in California the courts inter-
pret the state’s employment law as flatly banning all such covenants (Gilson
1999). The result is that, according to both Saxenian and Gilson, Silicon
Valley has a much more open competitive structure in which upstarts find
it easier to challenge industry incumbents. A final lesson from this Cana-
dian case study is that we need to examine much more closely when too
much property rights protection for certain groups (e.g., incumbents, but
politically favored and heavily subsidized Canadian incumbents in partic-
ular) has negative consequences both for firm-level creation and for over-
all growth and development of the economy.
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The History of Corporate
Ownership in China

State Patronage, Company
Legislation, and the Issue
of Control

William Goetzmann and Elisabeth Koll

Introduction

In the last fifteen years, China’s market liberalization and enterprise re-
forms have triggered stunning economic growth and privatization initia-
tives in all areas of Chinese society. After decades of socialist economic
policies controlling the market through state-owned enterprises, China has
begun to experiment with corporate enterprise—first through the issuance
of minority ownership shares in state-owned enterprises and the creation
of share markets—and more recently with the development of legal and
regulatory frameworks that seek to protect shareholder rights and insure
managerial responsibility. One feature that continues to distinguish mod-
ern Chinese corporations is that they typically preserve a joint public-
private ownership structure that, in fact, also characterized some of
China’s first large-scale domestic companies. As Chinese enterprise moves
toward more complete privatization, using and adapting foreign models to
its purposes and taking what is generally characterized as a gradualist ap-
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proach to nurturing a private business sector, there are few contemporane-
ous models it can turn to for study. Certainly the Russian experience with
privatization and the adoption of corporate capitalism before the develop-
ment of a legal system to maintain it must be taken as a cautionary tale in
the problems of abrupt transition.

One potentially useful model for capitalism with Chinese characteristics
is China’s creation and adoption of its own code of corporate governance
a century ago. Then, as today, some of China’s most important enterprises
were structured as public-private enterprises—financed in part by equity
capital, but effectively governed under the auspices of official oversight. In
this setting, China adopted a Western-style corporate code, which had lim-
ited but instructive effects. The analysis of this salient episode in the history
of corporate ownership in China can help modern policymakers and mar-
ket analysts understand not only the economic and political conditions in
which the first models of the Chinese corporate firm originated, but how
corporate governance and markets responded to regulatory innovation in
a Chinese setting. This in turn may help us to understand whether China’s
corporate sector is likely to converge to Western models or whether instead
the public-private structure of enterprise will remain dominant.

Almost exactly a century ago, in 1904, China’s imperial government
promulgated a set of laws that created a framework for modern, Western-
style limited-liability corporations in China. Until the late nineteenth cen-
tury, the private firm run as family business was the predominant form of
business institution aside from a few state-controlled monopolies like salt
production and imperial silk and porcelain manufacturers. Many of the
family business institutions were substantial in scale and financially suc-
cessful, operating throughout the local, regional, and interregional mar-
kets. In its effort to maintain the agrarian base of the state and to control
the production and distribution of commercial goods, the imperial gov-
ernment did not allow private business enterprises to engage in large-scale
industrial production. This attitude began to change at the turn of the cen-
tury, and the introduction of the company law in 1904 should be inter-
preted as the government’s belated response to the ever-increasing compe-
tition and stimulus from foreign business enterprises in China.

As one might expect, the newly introduced corporate structures based
on Western business models contrasted with existing managerial and fi-
nancial structures in the Chinese business environment influenced by kin-
ship networks and state patronage. As our analysis shows, Chinese busi-
ness institutions essentially imitated the form of Western corporate
institutions without fully installing essential structures and features of the
corporate system according to our Western interpretation. Although
China’s first corporate code contained many elements of the modern for-
mula for privatization—including some requirements for transparency,
separation of ownership and control, and annual auditing and reporting



The History of Corporate Ownership in China 151

requirements—it ultimately failed to effectively transform Chinese busi-
ness enterprises into full-blown corporate institutions. Why?

We argue that the code fell short on two counts. First, it did not suffi-
ciently shift ownership and control from managers, previously empowered
by government patronage, to shareholders—despite vigorous attempts by
shareholders to assert their rights. Second, the company code was not
effective in stimulating the emergence of an active share market that would
induce family-owned firms and entrepreneurial managers to exchange
control for access to shareholder capital and the liquidity of an active ex-
change. While a market for domestic Chinese companies began in Shang-
hai as early as the 1870s, it was subject to a series of booms and busts, pre-
venting it from being an effective means to tap investor savings. In contrast,
during this same period the Shanghai Stock Exchange for foreign-
domiciled companies became one of the world’s most active equity mar-
kets.

Without any doubt, the evolution of corporate structures in Western na-
tions was slow, incomplete, and difficult. However, what we argue in this
paper is that the historical development of the corporation in early twenti-
eth-century China sets an immediate precedent for the revival of the cor-
porate economy in contemporary China. Characteristics of the Chinese
corporate company in 1904 with regard to ownership and control are use-
ful for understanding corporate enterprises in 2004, from the different
modes of capital access for Chinese and foreign investors to the influence
of local governments and their officials then and now.

This paper is structured as follows. In the first part we discuss the gen-
eral historical trajectory of business institutions in China and the changing
role of government participation in companies in the nineteenth century in
order to create a framework for our discussion of the 1904 Company Law.
In the second part we explore the law’s impact on the development of cor-
porate business structures and use the Dasheng spinning mills, a major in-
dustrial conglomerate founded in 1895 in Shanghai’s hinterland, as a case
study to examine in detail the process of incorporation in terms of legal,
managerial, and financial changes. Although our analysis of ownership
structures is limited by the extremely complex nature of Chinese account-
ing material available in the archives and the absence of a strict regulatory
institutional framework, in the third section we focus on the issue of con-
trol and ownership by exploring the role of shareholders, their rights and
representation, investment patterns, and the development of capital mar-
kets. One of our major findings is that control in corporate enterprises in
China, even if the founder and his family continued to play a major role,
did not depend on establishing ownership through majority shareholding.
The conclusion discusses the lessons that modern market reformers can
learn from the historical Chinese experience. Considering the “top-down”
approach of the current Chinese government and the hope of other nations
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around the world to create effective capital markets, this paper has impli-
cations for the modern challenges of privatization and introduction of cor-
porate capitalist structures in the twenty-first century.

2.1 Business Institutions in Nineteenth-Century China:
State Governance through Patronage and Sponsorship

Before the introduction of the first Company Law in 1904 and the found-
ing of the Republic in 1911, private household businesses, many of them
of substantial size and scope, were the central institutions for domestic
private economic activities in imperial China during the Ming (1368—1644)
and Qing (1644—-1911) dynasties. Family businesses have a long tradition in
China and have been highly successful in the production and/or distribu-
tion of commercial goods, including long-distance trade.! The largest and
most successful of these enterprises also relied upon some form of state
sponsorship. For example, in the late seventeenth and eighteenth centuries
famous family firms such as those of the Tianjin salt merchants benefited
from nurturing policies of the Qing government such as deferment and ex-
tensions of tax payments, salt price adjustments responding to fluctuations
in the exchange rate between copper cash and silver, deposits and loans
with the Imperial Household Department, and administrative measures to
deter salt smuggling. However, as these merchant businesses were depen-
dent upon government patronage, they were forced to stay in good favor by
contributing large sums to the state’s military campaigns and making huge
donations to various public and imperial projects (Kwan 2001, pp. 37-45).

Large private enterprises for industrial production like the gas and brine
wells for salt production, operated by the merchants in Zigong, Sichuan
province, remained an exception among business institutions in nine-
teenth-century China. The state interacted with these contract-based un-
limited liability shareholding companies only through taxation and market
regulation but did not interfere in their business organization and man-
agement structures (Zelin 2005, introduction). However, the absence of the
law of limited liability and the law of bankruptcy had an increasingly neg-
ative impact on the expansion of those businesses at the turn of the century.
Thus, only changes in business law, which came about first in the treaty
ports and then by 1904 in the rest of China, were conducive to the incor-
poration of those private business institutions.

By contrast, foreign corporate enterprise developed vigorously in Chi-
nese treaty ports during the late nineteenth century. Shares of foreign-
registered corporations doing business in China began trading in Shanghai
in the 1860s, and the Shanghai Stock Exchange served as a conduit for do-
mestic and foreign investment in China for the next seventy years. While

1. See, for example, Choi (1995) and Chan (1995).
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Chinese domestic corporations did not trade on this colonial stock ex-
change, the evolution of a domestic Chinese corporate code and domestic
capital markets must be studied against a backdrop of a colonial business
that was regarded by the Chinese government both as a foreign competitor
to domestic business and, eventually, as a useful structure for adaptation to
China’s own purposes.

The issue of Chinese “imitation” of Western practice in this period has
been much discussed, and numerous authors have pointed out legitimate
domestic precursors to nearly every kind of large-scale business enterprise
in China before the appearance of foreign capitalism in the treaty ports.
There is no doubt that China before Western influence possessed the seeds
of a long-distance/interregional banking system, experience with large-
scale business institutions, the capacity to plan and execute large-scale in-
frastructure improvements, and countless manufacturing and mercantile
entrepreneurs whose firms employed numerous workers and whose busi-
ness ventures extended great distances. Given the existence of large-scale
domestic business ventures in China prior to the presence of Western en-
terprises, we suggest that the utilization of a Western-style corporate code
in 1904 should be thought of as an adaptation of an international financial
and managerial “technology” to Chinese business needs. The term tech-
nology is appropriate here because the early champions of Western-style fi-
nance in China regarded it as a tool to advance the goal of improvement to
China’s social, military, and economic well-being, rather than as a means
to “Westernization” or acquiescence to foreign influence.

Indeed, the processes of adaptation began well before the formal intro-
duction of the corporate code in 1904. These processes were largely moti-
vated by a sense of competition with the West, rather than a sense of imi-
tation. The first attempts to build large-scale industrial enterprises on the
Western model were undertaken by concerned Chinese government offi-
cials after the end of the Taiping Rebellion in 1864. In the wake of this ma-
jor political crisis, a fourteen-year-long civil war in southern China with
catastrophic economic consequences, the Qing government experienced a
substantial weakening of its central political authority and fiscal stability:
political power shifted from court officials to governor-generals with
strong regional military bases, who became instrumental in defeating the
Taiping rebels and profited from the newly introduced commercial transit
tax (likin) for the support of their troops (Feuerwerker 1980; Eastman
1989, pp. 1158-70; Wright 1957, pp. 167-74).

The next decade was characterized by political debates about the weak
state of the national economy and sovereignty in the face of foreign eco-
nomic and political aggression, which eventually led to moderate and
rather haphazard attempts at reform. In the so-called Self-Strengthening
Movement during the Tongzhi Restoration period between 1862 and 1874,
reform-minded government officials—mostly politically powerful provin-
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cial governor-generals—attempted to revive the national economy and
military after the devastating Taiping Rebellion. Therefore, whatever little
industrialization resulted from China’s Self-Strengthening Movement was
characterized by a focus on heavy industries’ serving the government’s mil-
itary and defense purposes (Wright 1957; Feuerwerker 1980).

When Li Hongzhang (1823-1901) was appointed governor-general of
Zhili and imperial commissioner of the northern ports in 1870, he became
the most ardent proponent of the Self-Strengthening Movement. One sig-
nificant part of his plan was to acquire knowledge from the West—includ-
ing knowledge of Western industrial and financial practices. He secured
permission from the imperial government to send Chinese students to
study in France in the 1870s. One of them, his protégé, reformer Ma Jian-
zhong, conducted a careful study of Western railroad finance in 1879 and
proposed the adoption of public bond issues for infrastructure develop-
ment in China (Bailey 1998, p. 14).

Together with moderately reform-minded officials and political author-
ities such as Zeng Guofan (1811-72) and Zuo Zongtang (1812-85), Li
Hongzhang demanded that the Chinese government strive to improve its
military equipment and technology in order to defend against the Western
powers who had displayed their military superiority so forcefully at
China’s expense. However, these government officials were not proponents
of launching an industrial revolution or a modern economy in China. On
the contrary, they wanted to restore the traditional economy, including
agriculture and commerce, and were not planning on “enhancing the
strength and wealth of the country at the cost of its traditional institu-
tions” (Wright 1957, p. 153).

Thus, the initial establishment of industrial enterprises has to be inter-
preted as a step toward regaining military strength and national pride
without contesting the status quo of government and society, rather than
as a step toward planned economic development. In order to secure con-
trol over this policy, any industrial enterprise founded before 1895 required
not only sanction or permission but even active supervision and sponsor-
ship from the government and its agents, the official bureaucrats. Notable
examples of this promotion of industrial enterprises under government
sponsorship in the 1860s and 1870s included the Jiangnan Arsenal (Jiang-
nan zhizao ju) and the China Merchants’ Steamship Navigation Company
(Lunchuan zhaoshang ju), both in Shanghai, as well as the Kaiping Coal
Mines (Kaiping meikuang) near Tianjin.

Curiously, the China Merchants’ Steamship Navigation Company
evolved from a business proposal by Yung Wing, an 1857 Yale graduate,
who like Ma Jianzhong drew upon his experience overseas to propose in-
novations in Chinese enterprises. Albert Feuerwerker notes that the idea
of beating the West at its own game—that is, adopting Western-style cor-
porate business practices to government-controlled enterprise—was
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present in Wing’s initial conception. In the words of Yung Wing’s auto-
biography, “No foreigner was to be allowed to be a stockholder in the
company. It was to be a purely Chinese Company, managed and worked
by Chinese exclusively” (Feuerwerker 1958, p. 97). Once formed, the
China Merchants’ Steamship Navigation Company competed vigorously
and effectively against Western shipping firms in Shanghai, fulfilling the
original dreams of its founders, for whom the joint-stock enterprise form
was simply a means to the end of reducing China’s dependence upon for-
eigners.

In fact, all three enterprises self-evidently demonstrate the immediate
goals of the Self-Strengthening Movement: the Jiangnan Arsenal was to
improve China’s military strength by manufacturing modern arms, and the
steamship company was to facilitate the grain transport for the govern-
ment as well as making China less dependent upon foreign-owned trans-
portation companies, whereas the mines were supposed to provide the
power for national transportation facilities and limited private consump-
tion.? This strategy was certainly not an ambitious program aimed at na-
tionwide industrialization through private initiatives. In order to stress
their close relationship with the government’s agenda, these new industrial
enterprises carried the character ju for “governmental bureau” in their
names instead of the characters for “factory” (chang) or “industrial com-
pany” (gongsi), which would have indicated a private business concern.
While each of these firms was funded in part by the issuance of shares to
Chinese merchants, they were not floated on a public capital market in the
manner we understand today, nor indeed were they funded through a
public issue in the manner used by foreign-registered companies in Shang-
hai at the time.

However, despite their public-private genesis, the shares of these first
Chinese joint-stock companies did trade publicly in the first decade after
their founding, and they seem to have been part of China’s first stock mar-
ket “bubble.” In fact, whereas Chinese merchants invested heavily in West-
ern enterprises in the treaty ports during the 1870s, as speculators they ev-
idently also took a strong interest in the shares of these first domestic firms
(Faure 1994, pp. 35-36). Trading in the 1880s was handled by at least one
broker (the Pingzhun Stock Company) registered to trade and publish
prices, and the prices appeared in local Chinese-language newspapers
(McElderry 2001, pp. 5-6). A chart of these prices shows that they were
trading at a 20 percent premium to par by 1882, only to drop to half of that
by the middle of the 1880s (see figure 2.1). Speculations and price manipu-
lations of some of the companies’ major shareholders, who often were also
the managers of the companies, contributed to the crisis (Faure 1994,
pp- 38-40; McElderry 2001, p. 5). Thus it is curious that, at about the time

2. See Feuerwerker (1958), Lai (1992, pp. 139-55), and Carlson (1971).
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Fig. 2.1 Equal-weighted index of Chinese stocks in Shanghai, 1882-87

Source: Goetzmann, Ukhov, and Zhu 2001.
Note: The figure represents an equal-weighted index of the capital appreciation of thirty-five

shares of companies listed in the Chinese-language newspaper Shenbao, published in Shanghai.

that the robber barons Gould and Fisk were manipulating prices of rail-
road securities on the New York Stock Exchange, the Shanghai market suf-
fered from the same problems of insider trading.

This was thus not a failure of corporate law per se but rather a regulatory
failure. While the New York Stock Exchange (NYSE) eventually managed
to recover the trust of investors and serve as a conduit for investor capital,
the domestic Shanghai market was not so lucky. After the crash of 1883, the
Shanghai market for domestic shares did not recover for decades. Except
for a flurry of speculative trading in domestic railroad companies’ initial

public offerings (IPOs) in the first decade of the twentieth century, public
quotes for shares were few and far between. As David Faure notes, “tradi-
tion-bound attitudes were not replaced by share-holding in the modern
companies. Rather, it was share-holding that was being absorbed into the
Chinese business tradition” (Faure 1994, p. 39). Indeed, from 1887 to the
1920s, when a formal exchange was finally created for Chinese firms in

Shanghai, the public market for shares was moribund.

This market failure was particularly unfortunate, for, as we will show
later in the paper, it removed one of the major motivations for entrepre-
neurs and managers to cede control to outside shareholders. If the public
would not willingly commit new capital to the enterprise, and if privately
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held shares were worth relatively little in the public market, why should
owner-managers give up the private value of ownership and control?

One way to overcome the predicament of the lack of public markets
would have been to establish the new enterprises as government monopo-
lies as in the economic strategy employed by the Meiji government in Japan
during the 1870s and 1880s. However, given its strained financial situation,
the Qing government did not have sufficient funds available for such in-
vestment. In addition, the machinery and the technological and manage-
rial procedures of the new enterprises required expertise that Chinese gov-
ernment officials with their administrative background could not provide.*

It is important to point out that the financial problems China faced in the
1870s and 1880s were not unique. This was the era of a worldwide trans-
portation revolution, and the challenge of financing the construction of
large-scale transportation networks confronted virtually every sovereign na-
tion in some form. Major infrastructure projects like rail, gas, and electrifi-
cation required a quantum leap in financial technology. It was the funda-
mental nature of these projects that their benefits were experienced only after
large up-front costs were incurred. Most nations, including China, turned to
the foreign capital markets in London, Paris, and Brussels to fund construc-
tion through railroad bonds and deals with foreign railroad companies.
However, these deals were conceptually at odds with the initial motivation
for establishing domestic firms to compete against foreign businesses. China
possessed considerable economic potential at the turn of the century; how-
ever, without a functioning domestic capital market, it was unable to tap
these resources to retain control of its own technological development.

In order to address some of the failures of the domestic capital market-
place, new industrial enterprises established in the 1870s and 1880s took
the form of government-sponsored enterprises, known as guandu shangban
(government supervision and merchant management) enterprises. The bu-
reaucratic term for this type of enterprise had its origin in the traditional
setup of the government’s salt monopoly, where merchants had provided
capital and management while government officials maintained control of
production and trade quotas.> Under the new scheme for large-scale in-
dustrial enterprises, private investors, mostly merchants, were expected to
put up the capital and to manage their investment under the supervision of
government officials. This arrangement meant that apart from some finan-
cial sponsorship through government loans, the merchants bore all the fi-

3. See Zhu (1998) and McElderry (2001). A time series comparison of prices of domestic
and foreign shares can be found in Goetzmann, Ukhov, and Zhu (2001).

4. For a general introduction see Chan (1980). On Japan’s industrial development see
Hirschmeier (1964) and Smith (1968).

5. On the salt monopoly in the eighteenth and early nineteenth centuries see Metzger
(1972).
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nancial risks of the enterprises, which often became joint-stock operations.
In addition, they were required to work under the thumb of supervising
government officials who often followed their own, not necessarily gov-
ernment-directed business agendas and who introduced bribes, corrup-
tion, and inflexible management into these enterprises. Albert Feuerwerker
(1958) and Guohui Zhang (1997) have shown in detail the manifold prob-
lems these industrial government enterprises encountered due to the pecu-
liar financial and managerial arrangements. Not surprisingly, the financial
profit for the private investors in these guandu shangban enterprises in the
1870s and 1880s was rather limited.

For example, the China Merchants’ Steamship Navigation Company at-
tempted for a short while to consolidate the government-business cooper-
ation with its new joint-stock structure between 1872 and 1884, but con-
tinued under dominant government influence in the following years (Lai
1992). In the privatization process after 1895, the supervising director of
the company appointed by the government, Sheng Xuanhuai (1844-1916),
became an appointee of the board of directors, which was more a change
in name than in fact, as Sheng, while supervising director, had already ac-
quired substantial shares in the company.®

During this period of initial state-directed industrial efforts, Li Hong-
zhang, in his position as government official and personal supervisor/
sponsor, became the most powerful patron of guandu shangban enter-
prises. The China Merchants’ Steamship Navigation Company, the Kai-
ping Mines, and the Shanghai Cotton Cloth Mill were all under his official
sponsorship, which actually translated his political power in the govern-
ment into the opportunity to establish his own sphere of economic influ-
ence and to control these enterprises in a quasi-monopoly situation. This
is not to say that Li Hongzhang’s patronage had a completely negative im-
pact on these enterprises. As Chi-kong Lai (1994) has shown for the China
Merchants’ Steamship Navigation Company, in the beginning Li’s spon-
sorship in fact secured sufficient financial support and autonomy for the
merchant managers (see especially p. 238). Only when Li Hongzhang was
eventually unable to prevent the government from assuming more direct
control of the management did the company encounter problems. Extrac-
tion, mismanagement, and misuse of funds accompanied the government’s
growing intervention in the enterprise, leading to decreasing merchant in-
vestment. In general, lack of auditing procedures and absence of distinc-
tion between private and company funds characterized these government-
sponsored enterprises as much as any family business at the time.

In order to attract private investment from merchants who had become
less and less willing to risk their money in government-sponsored enter-
prises in the 1880s, the government devised a compromise and promoted a

6. See Feuerwerker (1958), especially pp. 161-64, and Lai (1992).



The History of Corporate Ownership in China 159

more attractive kind of cooperation with merchants in the form of guan-
shang heban (joint government-merchant management) enterprises. Ac-
cording to this new arrangement, merchants were to be more in control of
the management and the allocation of the capital invested. However, this
move by the government toward more flexibility and private financial as
well as managerial involvement never really materialized and did not trig-
ger the desired outpouring of investment funds. In fact, the dissatisfaction
of the merchants grew during the early 1890s and was even acknowledged
by government officials (Chan 1980, pp. 434-35).

Certainly, the now more restrained presence of the government in the
guanshang heban enterprises still offered private investors some advantages
with regard to official protection against inconvenient national and foreign
competition. Nevertheless, creating a positive investment climate for
private activity in the industrial sector would first require the more drastic
step of abolishing the general protectionist mechanism against private en-
terprises in China, namely, the government policy that did not allow Chi-
nese nationals to open private industrial enterprises independently any-
where in the empire. The turning point came in 1895 with a new phase of
industrial entrepreneurship in China, initiated by a major political event
(Quan 1991, p. 715). Indeed, the incentives for increased industrial activity
and the changing ownership conditions did not originate in deliberate gov-
ernment reforms out of concern for a weak national economy; rather, they
resulted from events in connection with China’s foreign policy.

Having lost the first Sino-Japanese war of 1894-95, China was required
by the Treaty of Shimonoseki to pay huge financial reparations to Japan
and, most significantly, for the first time to grant foreigners permission to
engage in manufacturing operations in Chinese treaty ports. Since permis-
sion had been given to foreigners for building factories in China, it was im-
possible for the government to prevent its own nationals from engaging in
industry any longer. However, the fall of Li Hongzhang from power in 1895
was also a vital factor (Shao 1985, especially p. 369). Li Hongzhang’s per-
sonal patronage of such enterprises as the Kaiping Mines, the Shanghai
Arsenal, and the China Merchants’ Steamship Navigation Company had
been a crucial reason for their success. Li Hongzhang was powerful not
only in Beijing near his power base in the Zhili province but also in Shang-
hai. There he exerted his influence in the appointment of the Shanghai cir-
cuit intendant, the most senior official in Shanghai’s administration, and
worked successfully for his operations by networking through fellow
provincials, colleagues, and fellow examination graduates (Leung 1994).
Through these formal and informal relationships Li Hongzhang was able
to gain support from Shanghai and Jiangsu officials as well as from mer-
chants and gentry members who were attracted either by Li’s financial
awards or by their own vested interests in the enterprises. As long as Li
Hongzhang was in power, the operations under his supervision were pro-
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tected through his patronage and thus also through their exceptional mo-
nopoly status. In short, the fall of Li Hongzhang and his monopolistic re-
strictions opened the industrial realm to private initiatives.

From 1895 on, enterprises in light industry and in the consumer goods
industry were founded in greater numbers, with a significant shift from
government-sponsored enterprises to enterprises with private involvement
in ownership and management. For example, a boom in establishing cot-
ton mills with full Chinese ownership took place after 1895. Between 1890
and 1894 only a total of five cotton-spinning mills had been successfully es-
tablished (all but one with government involvement), while by 1916 thirty
new mills were in operation, all of them under private merchant manage-
ment (Du 1992, pp. 286-92).7 The statistics for weaving mills are even more
impressive. Whereas only one factory in private management was operat-
ingin 1897, by 1916 eighty-one private weaving mills were in business (Du,
pp- 293-304).8

In another important sector, thirty-five mining enterprises were founded
between 1895 and 1911 as private enterprises in contrast to nine mining en-
terprises in total government ownership, ten other enterprises under joint
government-merchant management, and only two as government super-
vision-merchant management operations (Du 1992, pp. 460-70). As the
government withdrew from direct involvement in the enterprises remain-
ing under joint management, new forms of private business operations de-
veloped, now supported by structural aspects of incorporation, limited li-
ability, and legal accreditation.

However, it needs to be said that it took more than a decade before China
was to experience substantial industrialization in regard to the number of
factories and their output, and it was not until the post-1900 Qing reforms
that the imperial court openly encouraged private business and industrial
enterprise.’ Establishing factories for light industry production or trans-
portation or banking businesses required considerable private capital in-
vestment from merchants or businessmen. Even without interference from
the government and influential officials, the risk of investing private capi-
tal in major industrial operations such as cotton-spinning mills or silk fila-
tures was still considerable in the early twentieth century. Without an open
and accessible capital market for domestic shares, the raising of capital was
still one of the major problems in founding private enterprises, with the ex-
ception of family businesses, which continued to recruit their capital from
kinship and native-place networks.

There were, however, instances during this post-1900 period when the
potential for full development of a Chinese share market appeared. Lee

7. All the mills included in this statistic have a starting capital of at least 10,000 yuan.

8. Only five of the eighty-six new weaving operations established between 1902 and 1916
were under government management (guanban).

9. See also Faure (1994), pp. 46-48.
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En-han documents the evolution of the Chinese Railway Rights Recovery
Movement from 1904 to 1911, a period in which a number of domestic Chi-
nese railroad companies were chartered and capitalized in the wake of na-
tionalistic efforts to recover the railroad concessions made to foreign de-
velopment firms (Lee 1977). Nineteen major provincial railway companies
were formed with Chinese capital raised through a combination of public
share issuance, domestic and overseas Chinese merchant investment, and
provincial government sponsorship. In some cases, these firms were given
development rights that were stripped from foreign entities. However, vir-
tually all of these ventures foundered in the late Qing or early Republican
period: some for political reasons associated with the suspension of their
charters by the imperial government, others from lack of capital and mis-
management.

So far we have addressed in our discussion some of the restrictive fea-
tures of state interference in China’s economic development in regard to
corporate business and capital markets. However, the imperial bureau-
cracy’s priority to maintain control over commercial production and dis-
tribution, prices, and markets was arguably based on a well-intentioned
political philosophy and should not be simply interpreted as a governmen-
tal “grabbing hand.” We also should not overestimate the state’s impact on
the formation of Chinese business structures. Religious trusts run by line-
ages managing land and other assets have operated for generations ac-
cording to the most basic principle of a corporation in terms of property
division and management based on the ownership of shares (Faure 1994,
pp- 14-16). The introduction of the 1904 Company Law thus would not
mean the introduction of the already familiar concept of shareholding to
Chinese business institutions but rather the establishment of limited liabil-
ity in legal terms with the goal of making companies more attractive to
Chinese investors. Whereas the legal reforms initiated by the state were a
step in the right direction, the following section will point out the serious
caveats of the legislation that encouraged a hybrid development of the cor-
poration in the Chinese context. The success and failure of newly founded
corporate enterprises in early twentieth-century China, in particular the
role of the shareholders, reflect this development. In the case of the re-
organized railway companies mentioned above, aggressive proxy contests
challenged managerial expropriation, some of which emerged in the evolu-
tion of one major Chinese industrial company, the Dasheng cotton mills,
that we will examine in some detail in the following section.

2.2 The Power of the Law? Chinese Company Legislation in 1904

The late Qing reforms were a moderate attempt by the government to in-
troduce legal, institutional, and educational reforms in order to satisfy
popular demands for change and modernization while maintaining the po-
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litical status quo of a conservative imperial monarchy. China’s first Com-
pany Law (gongsi lii) was issued by the newly created Ministry of Com-
merce on January 21, 1904, based on Japanese and English company laws,
but in much abbreviated form. The document was intended to define the
terms of Chinese corporate enterprise and to create a better legal environ-
ment to encourage private investment, which would ultimately lead to
greater national prosperity.

In the debate about the nature of business institutions and economic
growth in China, the late appearance of business legislation has often been
misinterpreted as a lack of clear definitions of property rights and their en-
forcement by the state. However, scholarship by China historians working
on legal and economic issues has convincingly documented the widespread
use of contracts in Chinese business culture for centuries and their role as
primary instrument for the definition of property rights that were sup-
ported by the state.!” At the same time, it is important to recognize that
China did not lag too far behind Western legal corporate reform in the late
nineteenth century. Britain, for example, only codified limited liability with
its Companies Act of 1862, and from the mid-1860s through the 1880s
British companies doing business in China experimented with adapting
the Act and British law to the needs of overseas enterprise. Most major
British firms in Shanghai only became limited-liability companies in the
1880s, and before 1907, most Shanghai-based British firms typically regis-
tered their official domicile in Hong Kong in order to avoid the ambigui-
ties of a treaty port legal environment—governed as it was by a multitude
of nationalities (Thomas 2001, p. 28ff).

In the 1870s and 1880s, the Western corporate model itself was evolving
to address the challenges of international investment and business enter-
prise. The fact that shares of British firms traded as early as 1866 in Shang-
hai suggests that China was exposed quite early to the developing financial
technology of British-style corporate capitalism. The creation of the China
Merchants’ Steamship Navigation Company as a Chinese corporate en-
terprise of sorts in 1872—ten years after the Companies Act—indicates
that China, even at that time, chose to take its own financial course in the
context of an evolving structure of capitalism in the late nineteenth cen-
tury. Thus, the code of 1904 should not be viewed as a beginning of corpo-
rate capitalism in China in any sense, but rather a top-down “revision” of
the course that large-scale Chinese business enterprise had taken over the
previous three decades—a course that had already freely interacted with,
and been adapted from, Western-style business models.

A new legal framework was certainly not inevitable, given the develop-
ments up to this time. The alternative to promulgating a code in 1904 was

10. The most recent contribution to the literature is Zelin, Ocko, and Gardella (2004). See
especially part I on contracts and the practice of business.
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the laissez-faire course of allowing the continuation of firm level adapta-
tion and development under local official patronage. The code took an ap-
proach different from previous government forays into business enterprise.
Rather than the “hands-on” inclusion of government officials in the gov-
ernance structure, the code was “hands-off >—eliminating the direct par-
ticipation of the government in the corporate entity, and instead replacing
that presence with a set of external rules and structures designed to make
the corporation responsive to shareholders. It thus sought to encourage
the establishment of Chinese companies modeled on Western corporate
structures that would be able to compete with foreign companies produc-
ing and selling goods in China. With regard to existing Chinese company
structures, the company law was supposed “to overcome the constraints of
the partnership,” which, lacking the limited-liability concept, in the words
of William Kirby (1995) “could be limiting, but not limited” (p. 47).

The 1904 Company Law, translated into English that same year by the
Chinese secretary to the U.S. legation in Beijing (Williams 1904), contained
131 articles in eleven sections and stipulated issues such as company orga-
nizational forms, ways to report a company’s founding, methods of busi-
ness management, and shareholder rights (Zhu 1993). For example, it stip-
ulated that the board of directors be elected at a general meeting of the
shareholders, who also obtained the right to pass resolutions at those meet-
ings. According to the code, businesses in the form of partnerships with un-
limited or limited liability, joint-stock companies with unlimited or limited
liability, and sole proprietorships with unlimited liability were allowed to
register (Shangwu 1909, 2:a). Between 1904 and 1908, some 272 companies
registered with the Chinese government, over half of them as joint-stock
companies with limited liability (Chan 1977, pp. 180-82). Although these
numbers are impressive, they represent only a fraction of the unlisted Chi-
nese enterprises operating in China at the time.

Here are some examples of how existing Chinese businesses responded to
the new Company Law. The Nanyang Brothers Tobacco Company was reg-
istered under English law in Hong Kong in 1905 and later as a joint-stock
company with the Beijing government under Chinese law in 1918 (Cochran
1980, pp. 56 and 100-101). The management of the company, especially its
debts and credit arrangements, had always been problematic because of the
use of former compradors, because it was never clear whether they acted as
agents or principals. With the new holding structure of the business com-
pany, Sherman Cochran documents a managerial innovation in the ap-
pointment of a financial controller in 1919 who was responsible for reor-
ganizing the company’s finances (Cochran, pp. 151-52).

Many families opted not to register their firms for fear of losing control
over management and equity. Even those family firms that registered with
the Chinese government (and most family firms in the treaty ports did not)
did not necessarily give up their family business structure. The Yong’an
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(Wing On) company, famous for its department stores in Shanghai and
founded by the Guo family in Hong Kong in 1907, is an example of a large
family business that was registered under English law and continued to exist
as a joint-stock limited-liability company in 1912. However, the family con-
tinued to exert its strong financial control over the company’s shareholding
structure (Shanghai Shehui Kexueyuan Jingji Yanjiusuo 1981, p. 7). Despite
taking the company public, the Guo brothers were able to achieve almost a
consolidation between ownership and control through shareholdings from
extended family, their overseas and native place networks, interlocking di-
rectorships, and intercompany loans (Chan 1995, especially p. 89).

Needless to say, the treaty ports, not rural areas, became preferred loca-
tions for Chinese to establish their new incorporated enterprises. Treaty
ports were of course the places where foreign corporate capitalism pre-
sented the greatest competition to domestic enterprises—and also the
places where new “financial technology” was first introduced to China.
Compradors working for foreign firms quickly understood and mastered
the structure of corporate capitalism, and they were among the first to in-
troduce these methods to Chinese businesses. Chinese merchants and busi-
nessmen in turn valued the cooperation with compradors in the treaty
ports in order to gain access to new financial sources and foreign products
and technology. Finally, Chinese investors used the presence of foreign
settlements and their special legal administration in order to register their
companies under the protection of foreign legal statutes.!!

The role of the imperial government in the registration process was re-
markably restrained. According to the 1904 law, businessmen had to regis-
ter their companies with the local chamber of commerce, not with the lo-
cal government as one would expect. Then the registration was forwarded
to the central government in Beijing. As a clear affirmation of the much
more visible hand of the republican government coming to power in 1911,
this practice was abolished in the law’s 1914 revised and expanded form
when registration now had to take place directly with the government.

In order to assess in detail the impact of the company law on the life cycle
of a Chinese business from the late nineteenth to the early twentieth cen-
tury, we shall now turn to the Dasheng cotton mills, by any measure a ma-
jor business enterprise at the time. [ts experience in many ways is typical of
firms studied by economic historians interested in business history of the
late Qing and republican periods. It reveals the strengths and weaknesses
of industrial enterprises founded in the wake of 1895, and the transition
that came about with the privatization process. Dasheng was originally
conceived in a government initiative as a regional enterprise on the north-

11. Foreign registration of Chinese companies in Shanghai’s foreign concessions became a
particularly important device for Chinese businessmen to protect their assets during the
Japanese occupation beginning in 1937. This option ceased in December of 1941 with Japan’s
occupation of the settlements. See Coble (2003), pp. 25-29.
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ern bank of the Yangzi river in the Jiangsu province near the city of Nan-
tong, northwest of Shanghai. Zhang Jian (1853-1926), a famous scholar
with family ties to the region (but without business experience) who had
left government service, was invited to found and manage the enterprise.
Governor-general Zhang Zhidong lent his support as the patron in the be-
ginning and officially initiated the Dasheng cotton mills as an operation
under joint government-merchant management in 1895. However, in con-
trast to the previous patronage system under Li Hongzhang, Zhang Zhi-
dong, who represented the guan or official side in the enterprise, did not
represent the government as a corporate body but acted as an individual
official. In this position he offered patronage and ineffective official pro-
tection for the enterprise, but not much else.!?

One could say that the watering down of government patronage to indi-
vidual official patronage eventually led to the complete disappearance of
involvement by individual officials in the enterprise. Zhang Zhidong was
unable to offer Dasheng crucial financial support, and without financial
leverage his official influence faded from the picture. The originally govern-
ment-sponsored enterprise thus soon became a privatized operation under
the strong impact of the founder’s (i.e., Zhang Jian’s) family without ever de-
veloping into a family business with majority shareholding by kinship net-
works. A more detailed discussion of the company’s shareholders and their
investments can be found in the following section. Registered officially as a
shareholding company with limited liability in 1907, Dasheng then grew
into a major industrial complex with considerable financial success and a
substantial life span that took the enterprise, even though with changing
managerial and financial structures, into the early 1950s, when it became a
state-owned enterprise in China’s new socialist economy.

Despite required company registration it is difficult to establish the ex-
act date when Chinese enterprises like Dasheng, or more precisely the
Dasheng No. 1 Cotton Mill, acquired private, corporate status as a legal
entity. After extensive search in various archives it is safe to say that no
documents exist that formally dissolved the initial form of the enterprise at
its foundation as a “joint government-merchant management” operation.
The text printed on share certificates from 1897 and from 1903 still stated
that the Dasheng spinning mills “were established in Tongzhou [i.e., Nan-
tong] with approval granted by edict in response to a memorial from the
Minister of the Southern Ports [i.e., Zhang Zhidong] . . . , by contract set
up for perpetuity to be jointly managed by officials and gentry.”!3

12. For a detailed study of the development of Dasheng business and its role as a regional
enterprise in northern Jiangsu from the late nineteenth century to the early 1950s see Koll
(2003).

13. Nantong Textile Museum (Nantong fangzhi bowuguan), hereafter NFB; doc. 247, doc.
182. Share certificates from the years 1898 to 1903 with the same text are also kept in the Nan-
tong Municipal Archives (Nantong shi dang’anguan), hereafter NSD: B 402-111-1.
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In March 1905 the Dagongbao newspaper published an announcement
that listed the Dasheng No. 1 Cotton Mill as approved and registered by
the Ministry of Commerce (shangbu) together with ten other companies
(gongsi) established by Dasheng’s founder, Zhang Jian (Dagongbao, March
4, 2a-2b; March 6, 2a). This was the official recognition of the company
registration required by the Company Law as promulgated in 1904
(Shangwu 1909, 10:3b). Finally, we know from the published report of the
first shareholder meeting in 1907 that the Dasheng No. 1 Cotton Mill had
now taken on the form of a stockholding company with limited liability
(gufen youxian gongsi) (NSD B 402-111-445, 13b).

What did the shareholders of the newly incorporated companies say? We
must not forget that although Dasheng had been operating with private
share capital since its establishment in 1898, shareholders had no public fo-
rum within the enterprise to voice their suggestions or criticism regarding
the company’s policies. Thus, the new legal status of the company seems to
have been met with great enthusiasm from the shareholders. Zheng Xiaoxu
(1860-1938), one of the most prominent shareholders with an active career
in business and national politics,'*is quoted in the 1907 shareholder report,
which documents the lively discussions at Dasheng’s first-ever shareholder
meeting:

Formerly all the organization of this mill was unlimited and untouched
by any law.!> Now that we have shareholder meetings, the unlimited and
without-law status should be changed into a company that is limited and
with a complete law. We should first decide on its name as Dasheng
Stockholding Company With Limited Liability (Dasheng gufen youx-
ian gongsi). (NSD B 402-111-445, 12b)

One would expect that the new share certificates of the Dasheng No. 1
mill from 1907 onward would bear reference to the new legal status of the
company—but they do not. The certificates refer only to the Dasheng
Spinning and Weaving Company (Dasheng fangzhi gongsi) without indi-
cating its new legal status. However, the text on share certificates from the
years 1915 and 1919 at least no longer mentions the previous involvement
of the government in the establishment of the company (NFB doc. 193,
doc. 198).

While some companies like Dasheng, through incorporation, rid them-
selves of government patronage, some enterprises actively continued to
seek and exploit government patronage during the republican period when

14. For the biography of Zheng Xiaoxu see Boorman (1967-1971), pp. 271-75. Zheng Xi-
aoxu is probably most famous for his Manchu loyalism and his refusal to recognize the Re-
public of China. Between 1925 and 1932 he served as assistant to the former Xuantong em-
peror Puyi.

15. To translate wufa as “illegal” would be beside the point, as there was no company law
with required registration before 1904, and thus a company without official registration was
not an illegal operation.



The History of Corporate Ownership in China 167

political power became even more fragmented. The Lanzhou Mining
Company (Beiyang Lanzhou guankuang youxian gongsi) and the Qixin
Cement Company (Qixin yanghui gongsi) are examples of such privatized
enterprises under rejuvenated patterns of political patronage. Their
founder, the government official Zhou Xuexi (1869-1947), enjoyed the po-
litical patronage of Yuan Shikai, who, first as governor-general of Zhili and
later as president of the Republic, had great influence in the Beijing gov-
ernment. Yuan’s support of the Qixin company through partial exemption
from custom duties and its placement as major supplier of cement for the
government-owned railways fortified the positive relationship between the
most successful industrialist in northern China and the Beijing govern-
ment. Although the establishment of the Nanjing government in 1927
meant a drastic change in the political scenario and thus a shift in the pa-
tronage advantages for Zhou Xuexi, his companies were already so well
established that they continued their business with success in the 1930s
(Feuerwerker 1995, especially pp. 287-302; Carlson 171, pp. 105-117).

In general, the change to limited liability did not evoke great changes in
terms of the business organization of Chinese enterprises. The introduc-
tion of annual shareholder meetings appears as the most significant result
of their legal transformation into private, incorporated companies. The
new legal status did not affect the internal managerial structure or the
overall structure of the business. The line of hierarchy remained basically
unchanged, as the department heads were still appointed by the managing
director, but now in consultation with the board of directors (NSD B 402-
111-445, 17a-b).

In addition, according to the stipulations of the 1904 Company Law, two
auditors were appointed to examine the company’s finances. However, the
law did not specify that these auditors had to be independent, only that
company directors could not simultaneously serve as auditors for their
own companies (Shangwu 1909, 10:7a—8b). This meant that legally audi-
tors could still be selected from the remaining members of the board. For
example, in the case of Dasheng, auditors were recruited from among the
board members and thus from within the company management under
Zhang Jian’s immediate influence (NSD B 402-111-445, 4a). These audi-
tors more or less rubber-stamped Dasheng’s annual reports and signed the
minutes of the shareholder meetings. We should not interpret their role as
controllers who represented the interests of shareholders regarding finan-
cial clarity and critical examination. In fact, as part of the management,
the auditors were there to defend the financial decisions they had approved
on the board earlier on.

On the whole, it seems that the new legal status of incorporation, which
we tend to associate with the form of a “modern” business enterprise in the
Western sense, did not lead to significant improvements with regard to pro-
tecting shareholders’ rights or curbing the power of the managing director.
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In fact, judging from the complaints at shareholder meetings of Zhang
Jian’s enterprises, their complete ineffectiveness in every respect still placed
shareholders at a disadvantage, despite all the potential prospects of open-
ness and accountability through Dasheng’s incorporation. The balance of
power did not change in the company. Apparently the top-down approach
encountered resistance at the managerial level, while the company founder
stayed in control.

In line with common business practice used previously in government-
sponsored enterprises, shareholders in companies that started after 1895
and incorporated relatively early received guaranteed interest payments at
a fixed rate of 8 percent on their share investment. They collected their in-
terest annually in person from the accounting office at the factories (Kol
2003, p. 130).' Thus, the common shares resembled what we now think of
as preferred shares—at least insofar as the dividend payments were fixed
and relatively high compared to the few existing investment options
through financial instruments before the emergence of the modern bank-
ing system in China in the mid-1910s.!” This practice clearly increased the
risk of the enterprise: while reducing the fluctuation of income to share-
holders, it also reduced the discretion of management to fund growth and
investment from cash generated by operations. This would not be a major
problem in a liquid capital market, in which managers could raise needed
funds by issuing additional debt or equity. However, the domestic Chinese
share market still suffered from the illiquidity of the 1880s crash—it did
not provide the means to easily finance growth.

Why, then, were dividend payments comparatively high and fixed? It is
tempting to consider a modern explanation founded in the limitations of
corporate governance—the “free cash flow” hypothesis (Jensen 1986). In
essence, Michael Jensen’s free cash flow theory posits that cash from the
operations of a company is a temptation to the manager, who seeks to use
it to his own ends rather than returning it to shareholders. One way to pre-
vent management from diverting corporate funds—or one way for the
manager to prove to shareholders he is not diverting funds—is to set a
high, fixed payout ratio. This could be achieved through a high debt-equity
ratio or a mechanism like preferred shares. An alternative way to discipline
the managers is to have a market for corporate control: that is, the ability
to take over the company by buying all the shares and then replacing bad
management with good. This, of course, necessitates an open and active
public market for the shares—something largely lacking for domestic Chi-
nese companies until roughly the third decade of the twentieth century.
Given the documented concerns that Chinese shareholders might natu-

16. As Ellen Hertz (1998, p. 37) points out, even in China today dividends from Shanghai’s
stock market are distributed in person and not through the mail.

17. On the emergence of modern banking and expansion of investment options in China
see, for example, Sheehan (2003) and Cheng (2003).
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rally have about diversion of funds by managers and the lack of a market
for corporate control, high fixed dividends might be expected to naturally
arise as a means to assuage investor concerns.

The capital of the Dasheng No. 1 Cotton Mill remained unchanged at
1.13 million taels'® between 1903 and 1914 (Nantong Shi Dang’an guan
1987, pp. 18-19, 93-103). The new legal status of limited liability did not
attract tremendous interest or create greater trust among investors and did
not prompt the management to seek a capital increase through the public
offering of new share subscriptions. Shares of the Dasheng No. 1 mill were
traded for the first time by the Shanghai Stock Merchants Association in
1917, but the trading volume of this trading association operating with
government approval since late 1914 seems to have been rather limited."
When the Chinese Merchants Stock and Commodity Exchange opened in
1920, shares of the Dasheng No. 1 and No. 2 Cotton Mills were officially
listed and their market prices regularly reported in the Shenbao newspaper
published in Shanghai. Despite a new boom in domestic stock market
speculation after 1920, it is unlikely that this public float of shares served
in any meaningful way to discipline management. When the speculative
bubble in the market burst at the beginning of 1922, public interest in
shares again subsided to the point where, by 1931, virtually all the action
on the domestic Shanghai exchanges was in government debt (McElderry
2001, p. 9).

In the context of financial transparency and control, the question arises
whether the new company legislation of 1904 changed the process of cre-
ating and controlling accounts in Chinese enterprises. According to the
stipulations in the 1904 Company Law, corporations were required to pro-
duce a detailed company report at least once every year. The annual report
had to contain a profit and loss statement, a written statement on the com-
pany’s commercial situation, the exact loss or profit figure, and the amount
of money paid out as dividends and set aside for reserves, as well as a bal-
ance of the company’s assets and liabilities (Shangwu 1909, 10:9a). Most of
the companies complied with all these basic formal requirements in their
annual company reports.

In fact, from existing published and unpublished company records it is
clear that companies like Dasheng were fulfilling these basic publication
requirements even before the 1904 legislation, and as a general trend ac-
counting practices did not change significantly in the following decades.?

18. As a rough generalization, 1 tael, a silver unit of account, equaled 1.55 Chinese silver
dollars or yuan. Rawski (1989, p. 162, footnote 94) calculates an annual inflation rate of 2.0
percent in China for the period between 1910 and 1936.

19. See McElderry (2001), in particular page 6 and footnote 1, which gives a partial list of
the government securities and government shares traded in 1917.

20. See the annual company reports in Nantong Shi Dang’anguan covering the period be-
tween 1899 and 1930.
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One would expect certain changes in the reporting style or at least a more
detailed, lucid presentation of the accounts as a result of the introduction
of new company legislation. However, a look into the Company Law from
1904 reveals that no regulations specified the way company accounts
should be compiled and recorded, whereas the regulations for the annual
financial statement were summarized in just two lines (Shangwu 1908, 10:
9a). Even the revised Company Law from 1914 under the section “com-
pany accounting” did not contain any further specifications for standard-
ized bookkeeping (Zhongguo 1987, pp. 46-47).

In short, the law required an annual company report but no uniform sys-
tem for company accounting. Modern, Western-style bookkeeping meth-
ods found their way into China only in the 1930s,?! and to judge from
archival evidence, most companies officially began to use a standardized,
modernized accounting system only in the 1940s (Nantong museum [Nan-
tong bowuyuan, hereafter NBY] E 123/1334, pp. 617, 19-20). Neverthe-
less, this is not to say that traditional forms of bookkeeping were inefficient
or irrational; even in large-scale industrial enterprises they obviously
served their purpose. Companies maintained, at least to the outsider, a
complex bookkeeping system that provided some internal control within
the branches, factories, and offices (K61l 1998).

All these observations confirm William Kirby’s (1995) analysis of the
1904 Company Law in relation to its very limited impact on the develop-
ment of Chinese enterprises and modern industries. Only a relatively small
number of enterprises registered at all, and of those registered as stock-
holding companies with limited liability only a few were of substantial size
and actually grew into sustainable enterprises (p. 48). Kirby also mentions
the uncertainty of how commercial disputes of corporations would be set-
tled by the imperial court system as a factor that might have deterred in-
vestors and discouraged seeking incorporation in the first place. Here we
are reminded of the present situation in China where foreign investors are
allowed to buy shares that are available to Chinese investors, and where le-
gal disputes between domestic and foreign enterprises like the settlement
of intellectual property rights are complicated by different legal frame-
works and regimes. Due to the entrenchment of management and founder
anchored in Dasheng’s detailed corporate charter and a business legisla-
tion with many loopholes, disgruntled shareholders had no recourse with
the government to protect their rights and interests through legal action.
But then, judging from the interaction between founder-director, manage-
ment, and investors, most shareholders seem to have willingly accepted
their silent role as long as they received their annual dividend payments.

21. For the introduction of Western-style accounting to China see Gao Zhiyu (1985),
pp. 84-91. From the 1920s onward the frequent advertising of bookkeeping manuals for in-
dustrial and commercial enterprises in newspapers and journals indicates the increasing de-
mand for modern accounting expertise.
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2.3 Corporate Ownership and Control in Early Twentieth-Century China

So why did people bother to register their companies at all? The fact that
Zhang Jian registered the No. 2 branch mill in Chongming with the Min-
istry of Commerce as early as 1905, two years before this mill was even
ready to go into operation, shows that he was actively interested in having
his industrial companies registered with the government (Dagong Bao, 28
February 1905, 2b). Obviously the expectation that incorporation would
make the company more attractive to potential investors must have played
arole in his decision.

The issue of corporate ownership informs all the other contributions in
this volume, yet in this paper so far we have mainly discussed structures
and mechanisms of control in Chinese corporate enterprises emerging in
the early twentieth century. Apart from the fact that it is extremely difficult
to establish the identity of the investors and the exact amounts of their in-
vestments based on Chinese accounting records, the issue of control over
the enterprise was not determined by ownership of shares in terms of ma-
jority shareholding as much as by means of establishing institutional struc-
tures of control in combination with social networks. For the purpose of
clarifying this crucial point, let us now further investigate Dasheng’s share-
holding in the context of incorporation and the identity of the sharehold-
ers and their investments in 1907.

The regulations in the Company Law of 1904 required, on registration
of any company, a statement of how many people were providing the capi-
tal, their names and addresses, and the overall amount of capital and num-
ber of shares (Shangwu 1909). These regulations concerned the initial
setup and changes in the company’s shareholding due to expansion and
growth as would occur over time. Periodic shareholding inventories found
in the Nantong archives are thus invaluable sources for the examination of
shareholding structure and the practice of disguising personal accounts in
the form of business accounts.

Holding capital under a business account was a common business prac-
tice in the late Qing dynasty. In fact, using a business name (ji or /ao) for
daily operations and holding property under another name in a family
trust (tang) was a custom already adopted by merchants in the Ming dy-
nasty (Faure 1994, p. 17). The use of front men, names of ancestral halls
for individual families or associated groups, and assumed names was a fre-
quent method to conceal ownership and true identity from the govern-
ment, which imposed restrictions on the involvement of gentry members in
business due to the official low esteem for merchants and their activities
according to the rigid Confucian social hierarchy.?> The practice of us-
ing these disguised accounts created problems in terms of establishing the

22. See Chan (1977), pp. 36-37.
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identity of the owners as private persons and because of the ambiguous le-
gal nature of these accounts in case of litigation. As Stephanie Chung
(1999) points out in her analysis of a court case filed in Hong Kong in 1910,
neither tang nor hao were recognized by the law as legal persons ( faren, see
especially, p. 60). Even if this decision was made in the context of a legal
system under strong Western influence, it confirms the private nature of the
tang, hao, and ji and the legal difficulties in case of legal action.

However, since the early twentieth century, gentry investment in indus-
trial enterprises had become a legal and approved activity, and there ex-
isted no government taxation of income or capital gains, which holders of
these business accounts would have preferred to avoid. Reasons for con-
cealment of identity now lay in the inappropriate use and transfer of com-
pany funds to these disguised private accounts that were difficult to detect
by auditors and other shareholders.”® The Dasheng enterprise provides a
model example for this peculiar shareholding practice.

The somewhat informative 1903 shareholding inventory shows that, first
of all, most of the Dasheng shares were not held under the personal name
of a shareholder but are recorded in the books under the business name
of a tang (family trust) or ji (business; NSD B 402-111-1). For example,
Zhang Jian’s son, Zhang Xiaoruo, is recorded as holding shares under-
family-related account names of Zhang Xu, Zhang Liang, Zhang Wu, and
Zhang Chen and under the family’s ancestral trust name of Zunsu tang, but
also under the business accounts of Ruo ji, Xiao ji, and Xuyin ji. Of course,
if we take into consideration that the founder’s son was only five years old
in 1903, it is clear that these were in fact Zhang Jian’s own personal ac-
counts disguising his personal assets as company assets in the records.

One has to suspect that in reality Zhang Jian was the actual owner be-
hind many more business accounts that cannot be clearly identified from
the records, because in the majority of cases the entry under the personal
name of the shareholder is left blank. For example, the account listed as
holding shares under the business name Fengsi tang was in fact the account
representing the charity land in possession of Zhang Jian’s own family
trust. Another family trust account, Zunsu tang, can be identified as an ac-
count associated with Zhang Jian’s family residence in Haimen county. It
is only possible to gain this type of information from Zhang Jian’s obitu-
ary in 1926, where the distribution of his personal assets is described; the
actual relationship between shareholding account and ownership identity
is not clear from the company’s shareholding register (Nantong Bao tekan
[special edition of the Nantong News], 29 October 1926). Needless to say,
investors from outside the family circle were also listed with their invest-
ments under the names of business accounts.

23. Dasheng’s financial crisis due to this inappropriate transfer of funds in order to support
ailing subsidiaries and affiliated companies is analyzed in detail in K61l (1998), pp. 158-208.
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Even allowing for a considerable margin of error due to the fact that
many of the family accounts may not have been identified, it is evident that
control was not tied to majority shareholding in the Dasheng business
complex. The 1907 shareholding inventory of the No. 1 mill supports this
argument with straightforward numbers: the capital stock of 630,000 taels
was subscribed by altogether 553 shareholders. The largest single share-
holder was the Salt Bureau, with its investment of public funds (gongkuan)
at a value of 23,000 taels or 4 percent of the total stock capital. Then fol-
lows a group of seventeen shareholders with investments between 15,000
and 8,000 taels each, which gave them ownership of 2.4 percent to 1.3 per-
cent of the capital stock each (27 percent altogether). The remaining capi-
tal stock worth 435,000 taels (69 percent altogether) was subscribed by 535
shareholders, who individually owned less than 5,000 taels each in equity.
The overwhelming majority of these shareholders owned between one and
five shares at 100 taels each. Accounts that can be linked to Zhang Jian’s
family in one form or another reveal an ownership of 40,300 taels or alto-
gether 6.4 percent of the total capital stock, a modest percentage even if it
was higher than that of the largest single shareholder.?* This shareholding
pattern of a large number of minority shareholders, mostly cotton yarn
traders and local businessmen from Nantong as well as members of the
founder-director’s kinship and social networks, was common among Chi-
nese companies in the early twentieth century.

Another significant aspect of Chinese companies’ incorporation is
whether the new Company Law and its requirements like shareholder
meetings really led to an empowerment of the shareholders with a simul-
taneous decrease in personal influence of the company founders and di-
rectors. The minutes of the meetings prove that Dasheng shareholders were
only vaguely familiar with the stipulations of the new Company Law and
the implications that limited liability brought for the enterprise and for
their personal involvement with regard to rights and obligations. Never-
theless, it appears that there was a general consensus among those share-
holders who voiced their opinion at the first meeting in 1907 that the law
supported their claims as owners of the company and provided them with
a tool to control the corporate management—or so they thought.

In this spirit, shareholders used their newly won influence to protest
publicly for the first time against the reduction of the company’s profit
caused by Dasheng’s generous donations to Zhang Jian’s welfare and edu-
cational projects (NSD B 402-111-445, 20b). Again, Zheng Xiaoxu, as a
concerned and critical shareholder but with no financial leverage in form
of majority shareholding, expressed his opinion in an outspoken way:

Subsidies spent on the costs of the Normal School . . . are the virtues of
the general manager [i.e., Zhang Jian] himself and have nothing to do

24. Numbers are extracted from NSD: B 402-111-2.
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with the company. Now in accordance with the law, we have to discuss
separately new regulations for the allocation of bonuses. (NSD B 402-
111-445, 20b)

Obviously, Zheng Xiaoxu interpreted the law as a new protective mech-
anism for the benefit of shareholders against arbitrary bonus allocation to
managers and fund distribution by the managing director. However, since
Zhang Jian as the founder and managing director of the Dasheng mills had
never been forced to seek appointment by a director’s board but had auto-
matically slipped into this position when transforming Dasheng from a
government-sponsored into a private enterprise, Zheng Xiaoxu’s criticism
could not endanger Zhang Jian’s position in any way.

In fact, the 1907 shareholder report is an excellent document, revealing
Zhang Jian’s authoritarian management of Dasheng and the simultaneous
ineffectiveness of the shareholders’ criticism and demands for change. The
1907 document, in recognition of the No. 1 mill’s incorporation, contains
eight clauses composed by Zhang Jian as the managing director for the reg-
ulation of issues such as managing working capital, reserves, and the elec-
tion of members of the board (NSD B 402-111-445, 9a—12b). Interestingly
enough, there is no regulation for the election of the managing director.
Reading his response to shareholders’ complaints in the context of the dis-
cussions at the meeting, his words are defensive, and instead of addressing
some of the shareholders’ complaints, he appeals to their integrity and
moral conscience. Several other shareholders continued to voice questions
in regard to bonus allocation and salaries for the managers; Zhang Jian
never replied in person but had other members of the board explain Da-
sheng’s—that is, his personal—position.

The founder/director’s control over management, shareholders, and the
flow of funds between company and personal accounts disguised as busi-
ness accounts would not have been possible without certain institutional
mechanisms. Dasheng’s central accounts office (zhangfang) in Shanghai
served as clearing house for the corporation, whose head accountant was
accountable only to Zhang Jian and not to the shareholders. This central
accounts office, originally an institution in the traditional silk industry and
widely used in large family firms, was adopted by many of the new incor-
porated enterprises in early twentieth-century China. It conveniently con-
centrated managerial and financial power over the enterprise, including
family and social networks, in one office under the ultimate control of the
business founder-manager but still remained outside the formal structure
of the corporation.?

A look into Dasheng’s corporate charter, a lengthy document written by
Zhang Jian in a highly autocratic and paternalistic fashion in 1897, shows
how he designed the entrenched role of the managers, who were tied into a

25. On the role of the accounting office see Koll (1998), pp. 136-46.
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strict company hierarchy confirming his own personal and absolute con-
trol. The lack of accountability and transparency facilitated Zhang Jian’s
transfer of company funds to his private accounts, risky intercompany
loans to financially unstable subsidiaries in the form of deposits instead of
equity without approval by the shareholders. These practices, together
with problems following the WWI economic boom—such as rising raw
cotton prices, decreasing cotton yarn prices, and a dangerous degree of
debt due to expansion and business fragmentation—led Dasheng close
to bankruptcy in 1922 (Koll 1998, pp. 158-208). Modern banks like the
Shanghai Savings and Commercial Bank stepped in as major creditors and
imposed various financial and managerial reforms, including the first ex-
ternal audit ever and Zhang Jian’s removal as director, after taking over
Dasheng in a bank consortium in 1924. However, these attempts at greater
accountability and transparency reflected above all the financial interests
of the banks and were not motivated by general concerns for the rights of
Dasheng’s shareholders and the protection of their investments in the com-
pany. In fact, as shareholders in an incorporated Chinese enterprise their
level of power and control did not improve over the next decades.

2.4 Conclusion: Characteristics of Chinese Corporate Ownership
Past and Present

In addition to exploring the incorporation process in late Qing China,
we have tried, in this paper, to shed some light on the relationship between
control and ownership in Chinese corporate enterprises. Historians have
shown that in Chinese businesses under strong family influence the control
of equity was rarely separated from the control of management, and that
succession disputes were of great significance for the continuity of the
company (Faure 1995; Choi 1995). We argue that the same characteristics
apply to corporate enterprises: although the Dasheng No. 1 Cotton Mill
had adopted the legal form of a limited-liability company as early as 1907,
it was not managed in such a way as to allow the shareholders to curtail the
power of the founder-director. Like the famous China Match Company, a
large joint-stock limited-liability company founded and controlled by Liu
Hongsheng and his family without majority shareholding, the newly in-
corporated companies combined traditional business practices and insti-
tutions rooted in Chinese family business with modern corporate struc-
tures to successfully gain and maintain control.?® Paradoxically, even the
issue of succession applies to some extent to Chinese corporations because
members of the Zhang family continued to be involved in the financial and
managerial organization of the company, even as a hierarchy of salaried ex-
ecutives came into existence to manage different parts of the business,

26. On the China Match Company see Cochran (2000), pp. 147-76.
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which created an additional set of problems for Dasheng and its share-
holders.

Nevertheless, the new code clearly brought Chinese business structures
more in line with global corporate practice—from creation of limited liabil-
ity to the attempted enactment of transparency and accounting require-
ments meant to protect the rights of shareholders. In many ways, it resembles
corporate governance legislation that is being adopted today in the world’s
emerging markets. Then as now, the hope was to create a capital market to
support the development of domestic business enterprise. In this respect the
1904 code was a visionary document. Why, then, was its effect so limited?

One explanation is cultural. Until recently, China business historians
have tried to capture the essence of Chinese enterprises by focusing on per-
sonal relations, in particular in family businesses. Frequently, a business
organization has been more or less reduced to the interpretation of being a
network, often in the context of a search for the “spirit of Chinese capital-
ism.”?” Scholars have argued that “kinship and collegiality in China play
roles analogous to those played by law and individuality in the West”
(Hamilton 1996, p. 43), and the growth of the Chinese economy has been
explained with increased economic opportunities and the simultaneous ex-
pansion of networks (pp. 53-54). Of course, business by its nature always
involves networks. Considering the emergence of corporate ownership in
Chinese companies in the early twentieth century, the real problem lies in
the conflict of interest between the founder-director and his shareholders,
and divided loyalties between people whose positions relied upon either
the authority of the founder or the holding of shares.

Another explanation is institutional and to some extent historical. The
top-down approach to creating a robust corporate sector in China around
the turn of the last century overlooked the public capital markets as an im-
portant disciplinary and motivational institution for corporate managers.
One cannot explore the development of early corporations in China with-
out considering the serious effects of the boom and bust cycles in the Chi-
nese capital markets over this same period. In some sense, they are two
sides of the same coin: one cannot exist meaningfully without the other.
Without an active market for corporate control—that is, a setting in which
shareholders can fire the management—it is impossible to build public
trust in equity investment. On the other hand, without the existence of a
liquid capital market, managers have no motivation to relinquish control.
Without a share market to provide new capital—or at least a market that
would allow entrepreneurs to diversify their investment holdings—there is
little to induce them to accept shareholder rule.

Itis easy to argue in hindsight that the 1904 legislation was doomed from
the start because it was not accompanied by a regulatory framework for

27. See, for example, Hamilton and Kao (1996).
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the capital markets. Another possibility may exist, however. Perhaps the
crashes of 1883 and 1922 were simply accidents of history. Perhaps corpo-
rate capitalism itself is a more fragile phenomenon than most believers in
the invisible hand would like to believe. Some visionary thinkers in the
1870s set China on a vigorous course to development of share capitalism
that involved its own blend of government patronage and state ownership.
Might this new sector have matured and developed along its own course,
had the share markets not collapsed? Why did American markets survive
the era of crony capitalism and Chinese markets succumb? Perhaps the
American markets were just lucky. American markets experienced another
crisis in public confidence following the boom and crash of the 1920s. Had
the Securities and Exchange Commission not taken steps to restore public
confidence, might the U.S. markets have gone the same way as the Chinese
exchanges in 1922?

The importance of history in the analysis of markets is that history con-
tains the record of many alternative possible paths that today’s markets
might have taken. Specific historical circumstances and personalities
rather than economic theory may at times better explain why some markets
succeed while others—even those built from the same “genetic code”—ul-
timately fail. This is why China’s first foray into capitalism a century ago is
immediately relevant to the development of world capital markets today.
Governments around the globe are currently eagerly adopting new codes
of corporate governance. Russia and China are both engaged in pushing
toward greater corporate transparency and shareholder accountability—
both leading themes in the Chinese Company Act of 1904. This top-down
approach is certainly laudable, for these are most likely necessary condi-
tions for creating a well-functioning capital market. The early Chinese ex-
perience, however, suggests that they are not necessarily sufficient. The
development of Chinese domestic stock markets suffered from a series of
crashes that caused sustained mistrust in share trading. Whether these
crashes and consequent shifts in investor opinion can be avoided through
market regulation is an open but important question.

Finally, our historical analysis has serious implications for the transfor-
mation of property rights in the context of shareholding systems emerging
in China today. This process is particularly significant for China’s rural
economy, where the state allows some collective and private (i.e., family or
household) enterprises to turn into shareholding companies while main-
taining their property rights in these companies. However, what to West-
ern observers might look like solid incorporation with protected owner-
ship of shares is called “property rights subversion” by scholars working
on the transition process (Lin and Chen 1999, p. 168).® As Nan Lin and

28. See also the other chapters on enterprise reform and property rights in Oi and Walder
(1999).
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Chih-jou Chen document for the North China countryside, the local elites
in control of these shareholding enterprises divert the power away from the
state and local government but also from the worker stockholders and
transfer the property rights into their own hands (pp. 146, 168—69). Simi-
lar to the trajectory of corporations founded at the turn of the twentieth
century, we witness a “convergence of the corporate elite leaders and local
elite family networks” (p. 169)—that is, the convergence of political power
by party cadres or government officials and social power by influential
families with no regard for shareholder rights at the turn of the twenty-first
century.

For China today, on the course of vigorous economic development,
shareholder rights and protections are of immediate importance. Poor dis-
closure and weak regulations are well-known and persistent problems of
companies and the stock market in contemporary China, and new legisla-
tion with respect to corporate practice is a work in progress. Tumultuous
shareholder meetings with protests by angry minority shareholders are not
unheard of. The question is whether the visible hand of the state will suc-
ceed in creating structures of capitalist ownership with more success this
time.
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Comment Dwight H. Perkins

The authors of this paper have done an excellent job of presenting the early
history of China’s attempt to introduce limited liability corporations
through passage of the 1904 Company Law. The central question they are
concerned with is why this company law did not have a larger influence on
the behavior of corporate management given that the law itself contained
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many of the modern features found in such laws in countries where corpo-
rate governance is largely carried out consistent with these laws. Their con-
clusion is that top-down legislative reforms of this type often do not work
well because the supporting institutions for these laws are not strong
enough to overcome business practices that are deeply rooted in historical
and family-based ways of company management and control. They give
special emphasis to the weakness of the Chinese stock market with its early
boom and bust cycles, which made it a poor vehicle for the exercise of
shareholder control over management, as they demonstrate most clearly
with their case study of the Dasheng cotton mills. Zhang Jian, the head of
the company both before and after the introduction of the 1904 law, oper-
ated as an autocratic manager who paid little heed to the interests of the
many minority shareholders. Those minority shareholders in turn appear
to have had little ability to enforce their rights as defined by law.

Protection of minority shareholder rights is a central concept in corpo-
rate finance and is an essential component of good corporate governance.
Despite the existence of the 1904 law, there was little if any protection of
minority shareholder rights in China and in much of the rest of Asia a cen-
tury later. In China at the beginning of the twenty-first century there are
two quite large stock markets and thousands of enterprises that have taken
the limited-liability corporate form with large numbers of minority share-
holders, but majority control still rests mainly with the government, and
the government and Communist Party, not the shareholders, have the ulti-
mate say in the selection of management. In Korea leading up to the 1997—
98 financial crisis, interlocking directorates and other similar mechanisms
ensured that control of the large firms rested firmly with family-dominated
management and not with the shareholders.

The problem does not lie with the quality of the laws themselves. The
1904 Chinese law was based on Japanese and English company law. Nearly
a century later the Harvard Institute for International Development to-
gether with others participated in major efforts to rewrite the financial laws
of Indonesia and the commercial laws of Russia. These new laws drew on
the best legal talent in the world, and the resulting legislation was probably
more modern and less compromised by special interests than comparable
laws of the United States or the European Union. And yet when the crisis
came in 1997, Indonesia’s laws provided little protection to creditors and
minority shareholders alike. What was the nature of the problem? Was it
primarily the weakness of the Chinese stock market, as Goetzmann and
Koll suggest?

A weak stock market was no doubt part of the problem, but China’s
weak stock market rested on a weak foundation. There are primarily two
ways of enforcing corporate governance laws. One way is to have a strong
and independent regulatory body such as the Securities and Exchange
Commission in the United States that oversees and enforces rules involv-
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ing appropriate public reporting and accounting rules and much else. The
other enforcement mechanism is a strong, competent, and independent le-
gal system. With such a legal system, minority shareholders can go to court
to enforce their rights. Neither of these institutions existed in the China of
1904.

China did have a legal system based fundamentally on a system devel-
oped over the centuries in which the county magistrate was both the repre-
sentative of the central government and the judge in local disputes and
criminal cases. No businesses involved in a commercial dispute went to this
magistrate for decision—he did not have the competence to decide the
case, nor was he likely to be impartial. Businesses developed their own
mechanisms for dispute settlement through their guilds and other forms of
association. This was the system as it existed in the nineteenth century and
before, but by 1904 the government of the Qing dynasty was collapsing; it
first was replaced by a military government and then further disintegrated
into what we now refer to as the warlord period.

An independent regulatory agency in the context of the first decades of
the twentieth century was inconceivable. Governments at that time had
little capacity to do much of anything other than to mobilize an army to
fight the government’s political opponents. Judges, like everyone else,
could be readily overruled by politicians and military figures, and that re-
mains true to this day—not only in China but in many other parts of Asia
as well. South Korea and Taiwan are finally (basically only since the late
1980s) creating legal systems that are truly independent and competent to
deal with commercial disputes. China is moving in that direction, but
politicians can still readily overrule judges.'

There is a further obstacle to establishing good corporate governance
and protecting minority shareholder rights that existed in 1904 and to
some degree still exists today, not only in China but in much of the rest of
the region, with the notable exceptions of Hong Kong and Singapore.
When China began its self-strengthening movement in the late nineteenth
century, as Goetzmann and Koll point out, the main form of business
organization was the government-supervised merchant-managed firm
(guandu shangban). Patronage from high officials was essential for the suc-
cess of the early firms. The 1904 law did represent a step away from this sys-
tem toward more genuine private enterprises, but it was a modest step that
got only so far.

If one jumps ahead to the second half of the twentieth century when
most of Asia regained its independence, the preferred form of economic

1. For a more complete discussion of this argument and the argument that follows, see
Dwight H. Perkins, “Corporate Governance, Industrial Policy, and the Rule of Law,” chapter
71in 2004’s Global Change and East Asia Policy Initiatives, edited by Shahid Yusuf, M. Anjum
Altaf, and Kaoru Nabeshima (New York and Washington: Oxford University Press and the
World Bank).
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development in much of the region was the Japanese model of government-
led industrialization. This model was applied with varying degrees of suc-
cess in Korea, Taiwan, Malaysia, and Indonesia, and, after 1978, in China
as well. In recent years the term “crony capitalism” has been applied to de-
scribe this model, but this government-led approach did work fairly well in
countries that were able to keep politics and rent seeking out of the indus-
trial policy decisions, at least for a time. But one thing this approach did
not and could not do was to protect minority shareholder rights. The es-
sence of this approach to industrialization is for the government to pro-
mote certain industries and to work with private company management to
carry out the government’s goals. The implicit agreement is that manage-
ment would do what the government wanted done, and government would
help out if management got into trouble. In the absence of an independent
regulatory or legal system, minority shareholders could only turn to the ex-
ecutive branch of government for help in settling a dispute with manage-
ment, but that same government was already working hand in glove with
management. The one economy in Asia where there is a strong legal sys-
tem and some protection of minority shareholder rights is Hong Kong, but
Hong Kong is also an economy where the government, at least until re-
cently, has not had an industrial policy.

The Goetzmann-Koll study of corporate governance in China in the late
nineteenth and early twentieth centuries, therefore, is more than just an in-
teresting piece of history. It was the beginning of China’s attempt to create
a modern system of corporate governance, an effort that continues to this
day and is still dealing with many of the same issues that existed in 1904.



Corporate Ownership in France
The Importance of History

Antoin E. Murphy

The French model of corporate ownership and control is quite distinct
from the Anglo-American model. It has been described as an insider model
because it contains a high degree of concentration of ownership, while the
wider dispersion of ownership characterized by the U.K. and U.S. models
has been termed an outsider model. Why are there such widely differing
models between France, and, indeed, many Continental European coun-
tries, on the one hand, and the United States and the United Kingdom, on
the other? La Porta, Lopez-de-Silanes, and Shleifer (1998) have advanced
the view that ownership in capital markets is concentrated where there is
an absence of strong investor protection embodied in the legal system and
regulatory arrangements. La Porta and coauthors highlight the role of
contemporary institutions but downplay, aside from legal developments,
the role of historical factors in shaping the structure of capital markets.
More recently La Porta et al. (2000) asserted that “Common law countries
have the strongest protection of outside investors—both shareholders and
creditors—whereas French civil law countries have the weakest protec-
tion” (p. 8). Their explanation appears to be that the legal system and reg-
ulatory controls determine the structure of corporate ownership. The civil
law system is perceived to be linked to a system of weaker control and pro-
tection for investors; ergo, it is natural to find a high degree of concentra-
tion of ownership in countries such as France because of investors’ trepi-
dation about investing in a relatively unprotected investment environment.
In a post-Enron, Tyco, and WorldCom world, French jurists and finan-

Antoin E. Murphy is professor of economics and fellow of Trinity College Dublin.
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Fig. 3.1 Factors influencing France’s corporate ownership structure

ciers might be permitted a wry smile at the implication that the common-
law system is linked to a strong system of corporate control.!

This paper emphasizes the importance of history in the shaping of corpo-
rate ownership structures. The theme of this paper is that historical elements
can produce profound shocks and deep afterwaves, the effects of which move
through an economy for many generations, fashioning the collective psyche
of people in such a way as to present barriers to innovation and change. The
financing of a corporation may arise in three ways: bank borrowing, bor-
rowing from the capital market, or self-financing through the use of retained
profits. Borrowing from the banking sector and the capital markets dilutes
the ownership of a corporation. Self-financing, on the other hand, strength-
ens the concentration of ownership. In France over the last three hundred
years historical factors have produced a weak capital and banking structure.
Because of these weaknesses there has been, until relatively recently, a sig-
nificant reliance on self-financing. Self-financing in turn implies that owner-
ship remains concentrated in the hands of individuals and families.

Figure 3.1 outlines some of the most significant historical factors that

1. By the end of December 2000 Enron had a market capitalization of over $60 billion and
had been ranked by Fortune magazine as the most innovative large company in the United
States. Its bankruptcy raises the issue of corporate governance in the United States. Healy and
Palepu (2003) made the following observations: “Despite what they call an elaborate corpo-
rate governance network, Enron was able to attract large sums of capital to fund a question-
able business model, conceal its true performance through a series of accounting and finan-
cial manoeuvres and hype its stock to unsustainable levels.”
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have influenced the structure of corporate ownership in France. The pre-
sentation starts with two major financial traumas in the eighteenth century.
These were, first, the rise and collapse of John Law’s Mississippi System
and, second, the hyperinflationary experience generated by the assignats
during the French Revolution. It is contended that these financial traumas,
reinforced in the nineteenth century through the collapses of the Crédit
Mobilier and the Union Générale, produced a weak banking and capital
market structure in France. Deprived of access to banks and capital mar-
kets, entrepreneurs developed the tradition of reliance on self-financing.
This self-financing led to high degrees of concentration of ownership in
France. Figure 3.1 suggests that this self-financing tradition was reinforced
by a further historical factor, namely the changes in the inheritance law in-
troduced at the start of the nineteenth century by Napoleon. Primogeni-
ture had been perceived by the revolutionaries as a system that had aided
and abetted the survival and strength of the aristocracy. The new postrev-
olutionary regime, embodied in the Napoleonic code, destroyed the system
of primogeniture and replaced it with one based on an equal allocation of
property rights among all the children in the family. Younger children
could no longer be disinherited. The property of the parents was deemed,
in large part, to be the property of the children after the death of the for-
mer. Paradoxically, this element involves a legal dimension, but not the
type of legal dimension that La Porta, Lopez-de-Silanes, and Shleifer
(1998) and La Porta et al. (2000) envisaged. In the French civil law it is
practically impossible to disinherit one’s offspring. Faced with the poten-
tial “idiot heir” problem, families have successfully used the grandes écoles
system to provide educated new leaders of the next generation. Adept re-
course to trusts (les indivisions) and insurance has enabled family wealth to
be transferred from generation to generation, minimizing in the process the
burden of inheritance taxes. Add to this legal change favoring the rights of
all the children, a type of cultural mentalité that each generation is just the
temporary custodian of the family’s property (patrimoine) faced with the
objective of passing it on in even better shape to the next generation, and
one finds a different set of factors that helped shape the development of
France’s corporate ownership structure.

Figure 3.1 also incorporates a section dealing with state involvement in
the economy. The state has always been a major player in the French econ-
omy since the days of Jean Baptiste Colbert (1619-83), who, during his pe-
riod as controller general of finances, provided a template for sizable inter-
vention by the state in the economy. Further manifestations in the form of
nineteenth-century Saint-Simonianism and, later, socialism meant that
France experienced bouts of nationalizations and privatizations that
greatly influenced the balance between state and private-sector ownership
of French companies. Finally, the state’s approach to pension funding is
believed to be an important recent contributory factor to the ownership
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mix in that the pay-as-you-go system in France has led to relatively small
pension fund/insurance involvement in the equity market.

These factors emphasizing the historical factors that created the tradi-
tion of reliance on self-financing, the legal and cultural mix inherent in
property ownership, and the state’s involvement in the market are pre-
sented as helping to explain, at least in part, the current structure of fam-
ily corporate ownership in France.

This paper starts with an overview of the current situation relating to
corporate ownership in France. From there it moves back to the past to
show how the failures of the banking system in 1720 and the assignats ex-
periment in the 1790s, along with the collapse of the stock market in 1720,
had deep effects on the emergence of an efficient banking and capital mar-
ket structure in France. It will be contended that reliance on the self-
financing of corporations was a natural outcome of the difficulties of both
the banking system and the capital market. The change in the inheritance
laws at the turn of the nineteenth century will be shown to have been a fur-
ther contributory factor in the embedding of the family in French corpo-
rate life. The pension system in France will be presented to explain the slug-
gish growth of institutional investment in French companies relative to
their counterparts in the United States and United Kingdom in the second
half of the twentieth century.

Finally, three examples of the growth of family-controlled companies—
car manufacturers Peugeot, cosmetic producer L’Or¢al, and tire manufac-
turers Michelin—are presented to provide some support for the underlying
themes of the paper. These companies also serve to counter Easterbrook’s
(1997) view that “a high concentration of ownership is associated with
lesser efficiency.”

3.1 The Current Corporate Ownership Structure in France

The ownership of companies in France has frequently been a very hot
political issue. In the 1930s the prime minister, Edouard Daladier, vehe-
mently criticized the two hundred “grandes familles” who, he contended,
controlled all aspects of French business life as well as the Banque de
France, the stock exchange, and the press. Daladier’s two hundred big fam-
ilies have been shown to be a myth (Anderson 1965). Nevertheless, a wider
range of families does exercise a highly significant part in the ownership of
French companies.

Three salient features of France’s current corporate ownership structure
are concentration of ownership, extensive family ownership, and the role
of holding companies. Bloch and Kremp (2001) in their recent study of
French companies have shown that “concentration of direct ownership
and voting power is very high in France.” They found that “Around 40 per-
cent of unlisted firms have, as first shareholder, individuals owning directly



Corporate Ownership in France 189

more than 50 percent of the capital. For the Cotation Assistée en Continu
CAC 40 firms, individuals are not the largest blockholder, but when they
effectively are present as blockholders, they hold around 30 percent of the
voting rights and have the control in fact” (p. 123). A recent French study
by Allouche and Amann (1995) showed that, in 1992, 28.3 percent of the
top 1,000 industrial companies were controlled by families (foreigners 23.5
percent and state 28.2 percent). Furthermore, when excluding the state-
and foreign-owned companies from the analysis, families controlled 59
percent of the top 500 industrial companies, an increase of 10 percent on
the 1982 statistics. Blondel, Rowell, and Van der Heyden (2002) investi-
gated the ownership structure of France’s 250 largest publicly traded com-
panies for both 1993 and 1998. They show that 57 percent of the listed
Sociét¢ de Bourse Frangaise SBF 250 companies were patrimonial
firms—that is, companies where individuals or families had an ownership
stake exceeding 10 percent. Furthermore, confirming Allouche and
Amann’s results they noted that, rather than being on the wane, patrimo-
nial firms grew from 48 percent to 57 percent of the SBF 250 over the
period 1993-98. Taking all firms listed on the French stock exchanges be-
tween 1994 and 2000, Sraer and Thesmar (2004) observed that approxi-
mately a third of the firms were widely held, another third were founder
controlled, and the remaining third were heir-controlled family firms.
Their results show that both founder-controlled and heir-controlled family
firms largely outperformed widely held corporations. In December 2002
the business magazine Le Nouvel Economiste estimated that the five hun-
dred richest families in France had a fortune of 106 billion euro. Within this
group the fifty richest families had assets of 72 billion euro, and the ten
richest had assets of 43 billion euro.

Additionally, as distinct from the United States, where there has been a
predominantly multidivisional corporate structure, there are many hold-
ing-company structures controlling large industrial groups in France.
Lévy-Leboyer (1980) explained the development of these holding compa-
nies as arising from banking and capital market limitations: “financial con-
straints, particularly the inability of the banks and the capital markets to
cope with businesses’ new requirements, finally brought into being large
industrial groups tied together by financial holding companies” (1980,
p- 629).

3.2 History and Corporate Ownership: An Overview

History is revelatory in identifying many of the key factors that have pro-
duced the current corporate ownership structure in France. Analyzing this
historical evolution and development is a complex task. Those looking for
some type of linear progression with newer institutions building on and
evolving from older institutions may be disappointed, for the last three
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hundred years embrace a wide range of diverging tendencies. There are
many discontinuities. In this respect the history of corporate finance in
France is quite distinct from that of the United Kingdom. In the latter
country, political revolution, involving warring factions, had ended by the
end of the seventeenth century, and a significant part of the financial revo-
lution had taken place by the third decade of the eighteenth century. In
Britain one can see a type of linear progress as institutions built on institu-
tions. Through the eighteenth and nineteenth centuries British banks and
insurance companies became increasingly adept at channelling savings to
investors. The stock exchange efficiently raised finance to fund the bor-
rowing requirements of the Exchequer and to provide capital to the trad-
ing companies that were extending Britain’s imperial and colonial power.
The political system hovered around the center, rarely oscillating exces-
sively to the left. Additionally, and importantly, Britain was not invaded.

France was to have a more tumultuous three-hundred-year history. Dur-
ing the eighteenth century it was involved in a number of long and expen-
sive wars (the War of the Spanish Succession, 1701-14; the War with Spain,
1718-20; the War of the Polish Succession, 1733-38; the War of the Aus-
trian Succession, 1740-48; the Seven Years’ War, 1756-63; the War for
American Independence, 1778-83; the wars that emerged from the end of
the Revolution in 1792 to the start of the Napoleonic Wars). It possessed
a monarchy until the revolution of 1789, followed by a revolutionary gov-
ernment until the arrival of Napoleon. From there political life experi-
enced the tumult of the restorations of the monarchy and of the
Napoleonic dynasty. Add to these the siege of Paris by the Germans in 1870
and the commune in Paris when twenty to thirty thousand citizens were
killed in a mini—civil war in 1871. The German invasion of 1870 was the
prelude to two further invasions during the two World Wars of the twenti-
eth century. These political developments frequently meant that industrial
developments had to play second fiddle to the political orchestrations of
wars, civil wars, and invasions. And yet, notwithstanding these develop-
ments on the home soil, France became one of the largest colonial powers
of the last three centuries, ruling sizable tracts of land in Africa, North and
South America, and Asia.

Because France was frequently at war, both internally and externally, the
political instability of the country was accompanied by financial instabil-
ity. Wars and revolutions require financing. This financing in turn created
significant state borrowing and debt. Perforce the banking system and the
capital market were heavily tapped to provide finance for these wars. As a
corollary to this, the state’s heavy recourse to borrowing left substantially
less available for the banks and the capital markets to provide to the private
sector. The next two sections show the development of (a) the banking sec-
tor and (b) the capital market against this background of long periods of
warfare.
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3.3 The Evolution of the French Banking System

This section highlights three elements in the early development of bank-
ing that cast a long shadow over France’s financial history: John Law’s
Mississippi system, the surrogate banking system provided by the French
notaires, and the assignats experience during the French Revolution. It will
then show the knock-on effects that these developments had for the bank-
ing system in the nineteenth and twentieth centuries.

Renaissance Italy, seventeenth-century Holland and Sweden, and, be-
latedly, England, with the establishment of the Bank of England in 1694,
grew through the establishment and development of their respective bank-
ing systems. While the English banking system evolved and helped to fi-
nance the war against Louis XIV, the French banking system remained
underdeveloped to the point that Louis XIV had to rely on the protestant
Genevan based bankers—many of whom he had persecuted and forced
out of France through the revocation of the Edict of Nantes—to finance a
large part of his budgetary deficit.

The death of Louis XIV essentially left France bankrupt, creating an en-
vironment in which the Scottish-born John Law (1671-1729) could present
a new financial architecture aimed at (a) relieving the shortage of money
through the establishment of a note-issuing bank and (b) reducing the
state’s indebtedness through the creation of a trading company that would
have as one of its objectives the conversion of government securities into
equity of the company. Both of these developments were to have a pro-
found effect on banking and the capital markets in France. In the immedi-
ate short term, Law’s System would make France the most innovative
country with respect to corporate financing and banking in Europe. In the
long term it would leave a deep hostility and mistrust toward banks and
financial innovation.

The General Bank was established by Law in May 1716 (see Murphy
1997). It was modeled on the Bank of England in that it obtained its bank-
ing privileges from the state in return for taking up part of the national
debt—part of the outstanding amount of short-term billets d’état. The
early success of the General Bank enabled Law to embark on the second
aspect of his macroeconomic strategy, namely the management of the na-
tional debt. To do so he needed to create a trading company modeled on
the lines of the British trading companies such as the East India Company
and the South Sea Company. In August 1717 he established the Company
of the West (Compagnie d’Occident), which was given monopoly-trading
rights over French Louisiana—an area representing half of the land mass
of the United States today (excluding Alaska). It acquired these trading
rights in return for restructuring, and accepting a lower interest rate on,
part of the outstanding amount of billets d’état. The company benefited in
that it acquired rights to exploit the agricultural and mineral potential of
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this huge area. The state benefited in that part of its floating short-term
debt was converted into long-term debt, which bore a lower rate of inter-
est. Shareholders in the new company, who swapped billets d’état in return
for the company’s shares, had the prospect of large capital gains if the
wealth of Louisiana was properly exploited. The nominal value of each
share, which came to be known as méres, issued by the Company of the
West was 500 livres, but, as they were purchased with billets d’état, then
standing at a discount of over 70 percent, it meant that the initial share-
holders purchased their shares at a price of around 150 to 170 livres. It took
nearly two years for the shares to reach their nominal issue price of 500
livres.

Initially there was little interest in the company, and Law had difficulty
in selling its shares. A year after its establishment Law started to use the
Company of the West to mount a series of spectacular takeovers and merg-
ers. At the same time he developed the General Bank by ensuring that it
was used as the government’s bank for the receipt and disbursement of
state funds.

In August 1718 the Company of the West acquired the lease of the to-
bacco farm, while in December it took over the Company of Senegal. In
the same month the General Bank’s operations were reorganized and it
was renamed the Royal Bank. In May 1719 Law merged the enlarged Com-
pany of the West with the Company of the East Indies and China to form
the Company of the Indies. Further acquisitions in the form of the Com-
pany of Africa and the lease of the Mint were made in June and July of that
year. These acquisitions and mergers required financing. Law arranged
this through the issue of two tranches of shares known as the filles and pe-
tites filles. 1t has already been shown that the méres, issued in 1717 on the
establishment of the Company of the West, were subscribed for in billets
d’état, which were standing at a very sizable discount, effectively costing
the first shareholders only 150 livres. The second issue of shares, the filles,
were issued in June 1719 at 550 livres. The share price jumped in July, en-
abling Law to issue a further batch of shares, the petites filles, this time at
1,000 livres each.

By the end of July 1719 Law’s company had issued 300,000 shares with
a nominal value of 150 million livres. As the share price had jumped from
150 livres in 1717 to over 1,000 in July 1719, the stage was set for further
leverage of Europe’s first major stock market boom. This boom was linked
to Law’s wish to take over France’s national debt by swapping shares for
government securities. The sheer magnitude of this operation proved to be
breathtaking.

On August 26, 1719 the regent presented Law’s proposal for the Missis-
sippi Company, as it was popularly known, to take over the tax farms and
the remainder of the national debt. Law’s plan was to lend the king 1.2 bil-
lion livres at an interest rate of 3 percent so as to repay the national debt.
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This money would be used to repay the long-term state debts, the annuities
(rentes), the remaining short-term floating debt (billets d’état), the cost of
offices (charges) that had been or would be suppressed, and the shares of
the tax farms.

Under the plan holders of government securities were forced to give up
government securities, bearing a 5 percent rate of interest, while at the
same time they were offered the possibility of acquiring shares of the com-
pany yielding far less in terms of dividend but possessing the prospect of
sizable capital gains. With the share price jumping from 2,250 on August 1
to 2,940 on August 14, to 5,000 and over in mid-September, capital gains
rather than dividends occupied the minds of most transactors. By these
measures Law proposed “the radical cure” for the French economy. He
aimed to transform the company from a trading company to a trading-
cum-financial conglomerate, controlling the state’s finances, most notably
tax collection and debt management.

The sharp price rose sharply during August. On August 1, 1719, the orig-
inal shares, the méres, which, as has been shown, could have been bought
for around 150 livres in 1717, stood at 2,750 livres. By August 30 they had
risen to 4,100, and by September 4 they were at 5,000 livres, with the filles
and petites filles rising pari-passu. The debt holders, recognizing the
prospect of a capital gain, were quite happy to transfer their debt into
shares rather than bonds. They needed the prospect of an expected capital
gain to compensate for the interest reduction on their securities from 4 per-
cent to 3 percent. Their difficulty in fact became one of converting quickly
enough into the shares of the company, as the price of the shares rose very
sharply during September.

Within a three-week period in September-October the company issued
324,000 shares, of which 300,000 were sold to the public at 5,000 livres a
share, amounting in all to 1.5 billion livres. The company had now started
to operate in a manner different from that characterizing its operations
between August 1717 and August 1719, when it raised around 106 million
through the first three share issues.

The shares reached a 1719 high of 10,000 on December 2. At this point
the market valuation of the Mississippi Company was 6.24 billion livres.
Concomitant with these developments the banknote issue of the Royal
Bank had been increased from 160 million livres in June to 1 billion livres
by the end of 1719 as money was lent to existing shareholders to purchase
further shares. France was awash with liquidity, particularly after the com-
pany guaranteed a floor price of 9,000 livres a share in early 1720 through
the establishment of a buying and selling agency known as the “bureau
d'achat et de vente.” Effectively, the workings of this agency monetized
shares.

In February 1720 the Royal Bank and the Company of the Indies were
formally merged together. At this juncture, Law, who had been appointed
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controller general of finances in January 1720, wrote: “One sees here a se-
quence of ideas which are interlinked and which reveal more and more the
principle on which they are based” (Law 1934, iii, 98-99). For a while Law’s
System, in all its unifying beauty, seemed to work. Economic activity
boomed, the national debt appeared to be under control, money was plen-
tiful, and the interest rate had been driven down to 2 percent.

Law had created a financial system the long-term viability of which was
crucially dependent on the growth of the real economy. There had to be
some equilibrium relationship between the financial system and the real
economy. For a while a temporary equilibrium existed, as transactors
seemed content to remain within the financial circuit trading money for
shares, and shares for money. However, once money started spilling too
quickly from the financial circuit into the real economy problems arose.
The real economy proved to be incapable of generating a sufficient growth
in commodities to match the monetary expansion so that the excess money
created inflation and balance-of-payments problems. Law had always be-
lieved that the growth in the real economy, spurred on by monetary expan-
sion, would be sufficient to mop up the newly created money. Indeed, in
Money and Trade (1705) he went further and argued that monetary expan-
sion would lead to a balance-of-payments surplus. For a period Law tried
to lock transactors into the financial circuit by a series of measures rang-
ing from prohibitions on the holding of more than 500 livres of specie or
bullion, to the demonetization of gold and a phased monthly demonetiza-
tion of silver. Temporarily these measures worked. But there was still too
much liquidity in the Law System. On May 21, 1720, an arrét was published
stipulating that shares were to be reduced by four-ninths (from 9,000 to
5,000) and banknotes by half (e.g., banknotes worth 10,000 livres to be re-
duced to 5,000 livres) between May and December.

This was an attempt to reduce the liquidity of the system, thereby bring-
ing the financial circuit back into line with the real economy. Despite the
revocation of this May 21 arrét a couple of days later—due to public pres-
sure—the effect on confidence was so great that the system never recovered
from it. The price of shares and banknotes fell continuously during the
summer (ironically, at this point the shares in the South Sea were rising rap-
idly) and the autumn of 1720. Law was forced to flee the country, with the
aid of the regent, in December.

Law had shown that he was able to conceptualize and establish, if only
for a short period, a modern nonmetallic world at the start of the eigh-
teenth century. He had shown, albeit for a brief three-year period, the mas-
sive potential of the capital market and the way in which positive wealth
effects from this market could drive the economy to greater growth. It
would take economists and financial leaders another couple of centuries to
produce for the global economy what Law had briefly achieved in France
during 1719-20. Du Tot (1935) realized the full extent of this achievement:
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In this state, this construction was admired by everyone in France and
was the envy of our neighbours who were really alarmed by it. Its
beauty even surpassed all the hopes that had been placed in it since it
made people despise and refuse gold and silver. It was a type of miracle
which posterity will not believe. However, it is clear that there was a pe-
riod, of many months, when no one wanted them [gold and silver]. (vol.
I, p. 106)

The failure of Law’s System produced a very strong reaction against
banks, credit, and financial innovation. It also heralded a retour en arriére
for the French financial system to the old one dominated by religious di-
rectives controlling the methods of borrowing and lending and the state
constituting the main borrower of funds through the creation of rentes (an-
nuities). In this strange financial no-man’s-land where interest could not be
explicitly charged, contracts had to be drawn up separating the ownership
of savings from the streams of revenue it generated. The notaires (notaries)
were at the center of this system. Indeed, their role was so central, in the ab-
sence of traditional-style bankers, that they became surrogate bankers.

3.4 The Notaires as Bankers

The credit market in eighteenth-century post-Lawian France cannot be
interpreted as one in which there was a free flow of funds between surplus
and deficit units with the rate of interest acting as an equilibrating factor in
the allocation of funds.

The usury laws, allied with the failure of Law’s Royal Bank, created an
environment in which the standard evolution of banking from goldsmiths
to credit-creating deposit banks did not take place in France in the eigh-
teenth century. Between 1720 and the Revolution, aside from bankers who
discounted bills of exchange—an important medium of exchange for mer-
chants much neglected by historians—and one or two scattered sightings
of banks such as the short-lived Caisse d’Escompte, eighteenth-century
France existed without a formalized banking structure. While the
Genevan-based Protestant bankers became major lenders to the govern-
ment and big merchant companies, the question arises as to how the more
mundane business of banking was carried out in the absence of clearly con-
stituted banks in France during this century.

Recently Hoffman, Postel-Vinay, and Rosenthal (2001) have advanced
the thesis that the French notarial system—in particular, the Parisian no-
taires—provided a sophisticated surrogate banking system. Because of the
usury laws they were the intermediaries for every transaction embodying
an implied rate of interest, as they were the only agents who could notarize
financial instruments in the form of obligations, rentes constitutuées, and
rentes viageres. The analysis of Hoffman et al. shows that the notaires acted
as bankers by intermediating as agents between savers and borrowers.
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However, notwithstanding the pervasiveness of their intermediating activ-
ities, the notaires were for the most part only demi-bankers acting as a con-
duit for savers with surplus funds to borrowers, most notably the state. The
notaires were usually not principals in these transactions, nor did they
act as bankers in the sense of lending credit to some multiple of the funds
deposited with them. Furthermore, most of the lending activity that they
arranged was of a long-term nature. Their banking role was narrowed
down further in that most of the lending that they intermediated was to the
government on a long-term basis through the acquisition of rentes or loans
for the purchase of lands or property. Hoffman and his coauthors admit in
a footnote that the development of long-term credit in both Britain and
France was initially more beneficial for the public debt and the housing
market than for industry and trade (p. 361). Whatever it says about the va-
lidity of their reflection on the British situation, it is revealing in that it
shows that French lending activity was concentrated in two sectors, the
state and real estate. The rentier mentality—a natural successor to the ear-
lier financier mentality—has deep roots in French history.

The thesis of Hoffman, Postel-Vinay, and Rosenthal (2001) is that the no-
taires provided a type of golden age in banking, acting as highly efficient
intermediaries between savers and borrowers. Their information base—
they were able to pool and share information up to the early part of the
nineteenth century—provided detailed knowledge on the assets of bor-
rowers and whether they were encumbered or not. This information en-
abled them to provide high-quality borrowers for savers with surplus funds.
The utilization of this information provided a stable background for
lenders in which there was a low risk of default. This stability in turn gen-
erated confidence in the system and increased the number of lenders pre-
pared to act through the notarial system.

An alternative interpretation is to view this surrogate banking system as
costly, highly conservative, and inefficient because of the additional com-
plication that the usury laws prevented the rate of interest from allocating
credit between savers and borrowers. The notaires operated a highly effec-
tive cartel. In 1659 there were 113 notaires in Paris. Despite the growth of
Paris, the number of notaires remained the same until it rose to 122 in 1859!
The system was costly in that transactors were subject to notarial fees and
excluded from the market if they did not have appropriate asset backing.
The usury laws, which set a ceiling rate of interest of 5 percent, effectively
ensured that the notaires faced with excess demand for credit could filter
out borrowers by the value of their asset collateral rather than the quality
of the intended investment project. The system was conservative in that the
vast bulk of lending was to the government and property sectors. Incipient
industrialists would have found it practically impossible to borrow through
the notaires. Above all, it must be pointed out that the notarial system was
not a banking system in the sense of providing a flexible structure for the
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expansion of credit. All the notaires did was to increase the velocity of cir-
culation of money by making it easier for some borrowers to access savers.
However, they were not principals in the financial transactions and were in
no way capable of lending money against reserves deposited with them.

3.5 The Assignats Experiment

The revolutionaries were quick to recognize the straitjacket of the ancien
régime’s financial system. In October 1789 they repealed the legislation
that criminalized the stipulation of a rate of interest on a contract. In July
1796 they abolished the ceiling rate of interest. Between these two dates
they set up a paper money system. The revolutionaries, copying in many re-
spects Law’s earlier theoretical plans for a land bank in Scotland, financed
the early stages of the Revolution through the issue of the assignats, a pa-
per money initially assigned or collateralized by confiscated ecclesiastical
property. When first issued through a decree of December 19, 1789, the
assignats bore a rate of interest of 5 percent. The interest payments were
quickly stopped, and the assignats were transformed into fiat money in
1790. The creation of the assignats produced heated debate in the French
Assembly, with partisans of the Law System maintaining that they were not
inflationary financial instruments because they were fully backed by the
confiscated ecclesiastical property. Other parliamentarians tellingly re-
minded their listeners of Law and his system. Though seventy years had
elapsed between the end of Law’s System and the Revolution, the memo-
ries of Law’s attempted financial revolution were still fresh in the minds of
those sitting in the Assembly. Indeed, John Law was the most cited econo-
mist in the debates that took place in the Assembly on the assignats. In Sep-
tember 1790, the Abbé Maury held up a fistful of banknotes in the As-
sembly, remarking:

Alas! At this moment I hold in my trembling hands many of Law’s ban-
knotes, these fictive pledges of an immense and illusory capital, which I
drew from a huge depot where they have been held for the instruction of
posterity. With sorrow I look at these paper instruments of so many
crimes, I see them still covered with the tears and blood of our fathers and
I offer them today to the representatives of the French nation as beacons
placed on the reefs so as to perpetuate the memory of this massive ship-
wreck. (Archives Parlementaires, vol. 19, September 28, 1790, p. 300)

Maury’s melodramatic warning words were not accepted. The assignats
were much needed to finance the early stages of the Revolution, with Har-
ris (1930) contending that they kept fourteen armies in the field (p. 53).
They were first issued on April 1, 1790, for a total of 400 million. By Sep-
tember 1792 they had risen to 2.7 billion, and a year later they were over 5
billion. By March 1795 they had reached 8 billion, rising to 20 billion in the
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same year. When they were eventually taken out of circulation in 1796, 45.6
billion had been issued, of which 32.8 billion were still in circulation
(Lafaurie 1981, p. 169). The overissue of assignats led to massive hyperin-
flation. Taking a price index of 100 in January 1791, White (1989) showed
that it rose to 30,411 by March 1796! Kindleberger (1984) concluded that
the assignats “embedded paranoia about paper money and banks more
deeply in the French subconscious, and helped establish Napoleon succes-
sively as consul and emperor” (p. 99).

It was not until 1800 that a quasi-central bank, the Banque de France,
was established, and even here the primary reason for its establishment was
to lend money to Napoleon’s government. Additionally, jealous of its mo-
nopoly issuing powers, the Banque de France spent its first fifty years try-
ing to block the creation of other banks. The massive difference in progress
between the British and French banking systems may be seen by reading
Henry Thornton’s An Enquiry into the Nature and Effects of the Paper
Credit of Great Britain (1802) on the role of the paper credit system in
Britain. Thornton, a professional banker, attacked Adam Smith for his
lack of understanding of the extent to which banknotes and bank credit
had become central to the financing of the British economy. He showed the
sophisticated layers of different types of paper credit that had been intro-
duced in Britain to finance economic activity and the central role of the
Bank of England in the provision of credit. The London banks depended
on the Bank of England, and the country banks in turn depended on the
London banks. Furthermore, Thornton showed the ways in which the
Bank of England could improve its function as a lender of last resort to
the banking system. Thornton’s analysis demonstrated that Great Britain
had a far more sophisticated banking system than that of France, with the
Bank of England acting as a quasi—Central Bank, all this at the very time
that the Banque de France had just been established!

The hyperinflationary experience of the assignats, reinforcing the earlier
collapse of Law’s System, strengthened a strong antibanking and anti-
financial innovation view in France. It intensified the French public’s bas
de laine mentality—that is, the hoarding of gold and silver in woollen socks
underneath the mattress. Not only did the French hoard gold and silver,
but they also used specie as the main medium of exchange for most of the
nineteenth century. This strong preference for specie meant that it consti-
tuted 95 percent of the money supply in 1803, 82 percent in 1845, and 68
percent in 1870. By 1885 it still amounted to over 52 percent of the money
supply (Cameron et al. 1967, p. 116). Flandreau (2004) has recently shown
that, notwithstanding the growth of banking in the northeastern half of
France in the 1850s, specie holding greatly increased across the country in
that decade due to a combination of factors—the growth in farm incomes,
the absence of a banking network in country areas, and the inflow of new
supplies of gold from the Californian Gold Rush. The French love of gold
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continued through to recent times, as evidenced by the reporting of the
daily price of small gold bars (les lingots) and gold coin (le Napoleon)
alongside news of stock price movements on radio and television.

The vesting of significant monopoly powers in the Banque de France,
along with the extensive use of specie as a circulating medium, meant that
the banking system remained underdeveloped for the first half of the nine-
teenth century. This view runs counter to that developed by Lévy-Leboyer
in Les Banques européennes et l'industrialisation internationale dans la pre-
miére moitié du XI1X siécle (1964). In this work Lévy-Leboyer concluded
that, contrary to conventional opinion, the banking system was highly
effective and that by 1843 “the financial market gave the impression of hav-
ing become the living part of the economy” (p. 699). However, a couple of
pages later, Lévy-Leboyer equivocated with respect to this strong conclu-
sion, admitting that, aside from Paris, it was financial centers outside
France, based in Geneva and Basle, that provided banking facilities for the
merchants of Lyons and Mulhouse. Lévy-Leboyer equivocated further by
admitting that

It should not be forgotten that, in many regions, credit was unheard of:
in the countryside, the usage of banknotes continued to be unknown; in
the manufacturing towns bills of exchange were continually used for or-
dinary transactions, and in most cases, even in Alsace, those wishing to
borrow money were obliged to go to the notaires (there were nearly
10,000 in France in 1840) or to less recommended business agents. (p.

705)

This latter description, showing the continued use of notaires, does not sug-
gest that there was a highly effective banking system in France at the time.

There were still considerable constraints preventing the emergence of a
proper credit-based banking system. How could a system based on a paper
medium of exchange emerge when, up to 1847, the smallest denomination
note of the Banque de France was 500 francs? This, as Cameron et al.
(1967, p. 117) have pointed out, was greater than the annual per capita in-
come in France at the time. How could a credit-creating banking system
thrive when the ratio of currency (i.e., gold and silver coins) to deposits was
so high? Furthermore, the Banque de France systematically blocked the
emergence of other banks in order to maintain its monopoly banking pow-
ers. It was not until 1848 that legislation was introduced to charter joint-
stock banks. The change in legislation enabled the Pereire brothers to
establish the Crédit Mobilier in 1852, and in that same year the Crédit
Foncier, which in turn established the Crédit Agricole and the Comptoir de
I’ Agriculture as subsidiaries, started business. In 1859 the Crédit Industriel
et Commercial was created, while in 1863-64 the Crédit Lyonnais and the
Société¢ Générale were established. Notwithstanding the creation of these
banks, checks were not legally recognized until 1865, and the public still
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had a strong bias in favour of specie. Cameron et al. concluded on the
French banking system up to 1870:

Comparisons with English and Scottish data reveal that the complaints of
French businessmen were justified: bank facilities were too few, and bank
resources pitifully inadequate. At the end of its “take-off” period the
French economy had approximately the same bank density as Scotland
had had in the middle of the eighteenth century. France had fewer bank
assets per inhabitant in the mid-nineteenth century than England or Scot-
land had had in 1770 and in 1870 had not reached the position that they
had held before the beginning of the nineteenth century. (1967, p. 110)

Furthermore, it continued like this with specie still constituting the pre-
ferred form of money up to World War 1. By 1913, despite the expansion
of bank deposits from 17.2 percent in 1880 to 44.3 percent of M1, defined
as coin, banknotes, and bank deposits, they still constituted only a small
part of the overall money supply. In the United States and United King-
dom, bank deposits represented about 88 percent of M1 at this point in
time. This conservatism with respect to deposit creation had its counter-
part in the area of credit expansion.

Gueslin (1992) observed that between the 1880s and 1930s companies
had to rely on self-financing rather than bank credit: “banking credit re-
mained more or less limited and the financing of the economy came about
through the accumulation of savings: primarily as companies directly used
parts of their cash flow, but also by the transfer of domestic savings via the
financial market” (p. 63). This meant that the banking sector, despite its ex-
pansion in the middle part of the nineteenth century, continued to play a
predominantly conservative role in the extension of credit to the industrial
sector.

Between the two World Wars the relative imbalance between the devel-
opment of banks in France and in Great Britain and the United States was
very great. One indicator of this was the size of bank deposits per head of
the population. Gueslin (1992) noted that in 1937 per capita bank deposits
amounted to 1,700 francs in France as against 12,000 francs per inhabitant
in the United States and 10,100 francs in the United Kingdom.

The apparent backwardness of France can be explained by the lesser im-
portance there of bank deposits, the existence of channels for financial
savings, the competition of the savings banks . . . and by the probable
existence of hoarding, reflecting the still essentially rural nature of the
country. (p. 87)

In Gueslin’s view, “It was only after 1966, and not without difficulty, that
the commercial banks of France were really able to flourish” (p. 87). The
road from John Law’s Royal Bank in 1720 to an efficient commercial bank-
ing system in France in 1966 had been a long one.
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3.6 Capital Market Developments

As has been shown, overborrowing by Louis XIV left France effectively
bankrupt and created the conditions for John Law to embark on the most
dramatic macroeconomic and corporate financing experiments of the
eighteenth century. The apparent success of his Mississippi System showed
the potential for an economy to operate without metallic money and to in-
novate with respect to restructuring the national debt. Fears that Law had
discovered the Philosopher’s Stone led the British to follow suit and use the
South Sea Company to restructure the public debt. The strong antibank-
ing mentality that arose from the collapse of the Royal Bank in 1720 was
accompanied by a strong official reaction to joint stock companies. Again,
the events of 1720 were central to this reaction. Ironically, in a bid to cor-
ner the market for loanable funds, the South Sea Company pressurized the
British government to introduce the Bubble Act of 1720. The Act nullified
bubble companies that had been established without joint stock charters
from Parliament. It backfired in the face of the South Sea Company, for, in
precipitating a collapse of the smaller bubble companies, it forced holders
of such fallen stock to sell South Sea in order to pay for these losses. These
sales in turn caused the price of the South Sea Company to collapse. The
far greater consequence of the Bubble Act was that it effectively prevented
most British companies from obtaining joint-stock charters for more than
a century. This remained the situation in Britain until the repeal of the
Bubble Act in 1825 and the introduction of the Companies Act—popu-
larly known as the Limited Liability Acts—in 1862.

It was a similar, if not longer, story in France. From 1721 onward, due to
the collapse of Law’s Mississippi Company, it was particularly difficult for
companies to obtain full limited-liability status. Investors wishing to form
joint stock companies could only do so by acquiring permission from the
government and undergoing a cumbersome process of establishing their
charters through complicated legal procedures. Through the eighteenth
and the first half of the nineteenth century French jurisprudence confined
all but a restricted number of companies, in areas such as insurance and
transportation, to two legal structures:

1. Simple partnerships (sociétés en nom collectif’)
2. Limited partnerships (sociétés en commandite)

In the simple partnerships all partners were equally liable for the firm’s
debts. In the case of the limited partnerships the “sleeping partner” (the
commandite) who subscribed the capital risked only the amount that he
subscribed, whereas the active partner or partners assumed unlimited lia-
bility. For example, the Irish-born economist Richard Cantillon, who
made a fortune out of the Mississippi System, ensured that he was the
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sleeping partner in his bank in 1718-20 so that his liability was limited to
the capital that he subscribed (Murphy 1986).

The simple and limited partnerships were unsatisfactory corporate
structures for the development of large-sized companies. Many owners
and managers did not want to face the problem of unlimited liability. Ad-
ditionally, there were very high transaction costs for partners wishing to
withdraw their capital. Say and Chailley summarized the problems with
this system:

This was really a deplorable system because of the slowness that it en-
tailed in the establishment of companies, because of its arbitrariness,
and because, in the case of bankruptcy, shareholders blamed the gov-
ernment, and, believed themselves entitled to demand it to compensate
them for their losses. (1891, vol. 11, p. 887)

Lévy-Leboyer (1964) noted that the Council of State, to which compa-
nies had to submit their plans for going public, instead of helping the
formation of share issuing companies “continually looked for ways of
increasing its own powers without regard for the companies that it dis-
credited nor for the economy the expansion of which it braked” (p. 702).

Cameron et al. contended that “the depression of 1857 revealed the un-
desirability of excessive reliance on the commandite form of organization
for large-scale industry and commerce” (1967, p. 109). The Council of
State started to liberalize its approach to company incorporation. The
change in the British legislation in 1862, along with the incipient financing
needs of the newly created railroads, further increased the pressure to
change that started in 1863 and continued through the introduction of the
Limited Liability Acts (Loi sur les sociétés) on July 24, 1867. This act en-
sured that companies could be established freely under a limited-liability
charter without having to seek the formal and costly authorization of the
Council of State. The new act encouraged the growth of limited-liability
companies, but the ability of these companies to tap the capital market was
constrained. Aside from the railway companies, domestic French compa-
nies had difficulties in initially attracting French investors. Lévy-Leboyer
(1980) has focused attention on the relative immaturity of capital markets
in France as against those of the United States and United Kingdom in the
latter part of the nineteenth century and the first decades of the twentieth
century. This lack of maturity prevented mergers from developing to pro-
duce growth in the industrial sector. He observed:

Before 1913 and during World War I, the volume of security issues and
the number of mergers remained rather low—probably because of a
widespread prejudice against industrial shares and the lack of experi-
ence in marketing these securities on the part of banks and brokerage
houses, which had previously dealt primarily in railroad bonds, public
utilities and foreign securities. (p. 600)
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In pre-World War I France there was a tendency on the part of French
people to invest in government bonds or foreign securities rather than in
equities. A German remarked at the time, “If they do not succeed in chang-
ing the attitudes of the higher classes of the population, then nothing will
stop France from becoming a nation of rentiers. The organization of her
banking system is well designed to produce such an outcome” (Gueslin
1992, p. 72). Pollard (1985) has shown that in 1870 over a third of French
domestic savings were invested abroad, and by 1910 this figure had risen to
over 50 percent. The oral tradition in France provides many stories of an-
cestors who lost fortunes in railway shares and loans to Russia and other
eastern European countries. Trunks full of these useless shares and bonds
are to be found in family attics and in junk shops.

Bonin (1988), writing of the Belle Epoque period from 1895 to 1914,
noted that the majority of companies “remained hostile to external capi-
tal, to increases of capital, to borrowing and to the banks. Self-financing
dominated (two thirds in 1913) due to profits, the quick amortization of
capital expenditure, financial reserves and a treasury the abundance of
which was revealed by the expansion of bank deposits” (p. 40). Using
Teneul and Lévy-Leboyer’s estimates, Gueslin (1992) concluded that “even
if there were some exceptions, most investment on the eve of the First
World War did come from undistributed profits” (p. 81). So self-financing
was the norm for French companies. Notwithstanding Gueslin’s conclu-
sion, Rajan and Zingalese (2001) have recently presented statistics indicat-
ing that, on the eve of World War I, France had a relatively high stock mar-
ket capitalization—-GDP ratio of .78, double that of the United States (.39)
and not too far from that of the United Kingdom (1.09). However, this sta-
tistic appears to be very much an outlier, as the stock market-GDP capi-
talization statistics for the rest of the twentieth century produced by Rajan
and Zingalese (p. 61) show (see table 3.1).

So, while it appears that the French briefly flirted with the stock market
in the first decade of the twentieth century, this flirtation, unlike the love
affair in the United States and the United Kingdom, did not persist
through the twentieth century. The statistics for 1999, most probably re-

Table 3.1 French stock market capitalization/gross domestic product (GDP)
Year Ratio of French stock market capitalization to GDP
1939 0.19
1950 0.08
1960 0.28
1970 0.16
1980 0.09
1990 0.24

1999 1.17
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flecting the privatizations of major French companies in the 1980s and the
rise in their market value in the 1990s, show some revival of interest.

3.7 Conclusion on Historical Elements Influencing Corporate Ownership

By this stage some of the main themes of this paper have started to
emerge. For a great part of its three-hundred-year history since the rise and
fall of John Law’s Mississippi System, France has been underbanked and
has had a weak capital market. Unlike Great Britain, where the Bank of
England was not brought down by the fall of the South Sea Company, the
stock market crash of 1720 involved the complete destruction of the Royal
Bank’s banknotes and confidence in the banking system. The collapse of
the fiat money system created considerable hostility to banks, credit, and
financial innovation. This antibanking mentality was later exemplified in
Turgot’s magnum opus, Réflexions sur la formation et la distribution de la
richesse (Reflections on the Formation and the Distribution of Wealth), first
published in 1769-70. In the Réflexions Turgot introduced the concept of
capital into economics for the first time and showed the link between sav-
ings and investment in the generation of economic growth. The work was
to have a profound influence on the theory of capital formation in the nine-
teenth century. Yet, for all its brilliance, Turgot missed out because his
analysis on the process of capital formation was confined to the time warp
of eighteenth-century France, an economy in which banks did not exist
and in which the capital market was the exclusive preserve of the govern-
ment. Turgot maintained that savings financed investment and that savings
were generated by abstention from consumption expenditure. He saw no
role for the banking system in this process of capital formation. There is no
mention of the words bank or credit in the Réflexions! Thus, we are left with
the paradox that one of the outstanding economic works on capital for-
mation has only a very elementary link with modern works on corporate fi-
nance because it is based exclusively on an internal financing model.

Turgot’s strong antipathy toward banks, which started when, as a young
seminarian at the Sorbonne, he pilloried John Law and his system (Turgot
[1749] 1913), was symptomatic of eighteenth-century French attitudes to-
ward money, banks, credit, and financial innovation. Add to this antipathy
the hyperinflationary experience created by the assignats, and the French
public’s desire to use specie rather than money created by banks becomes
clearer. The heavy reliance on specie as a medium of exchange made it
difficult for banks to emerge. In turn, their ability to expand credit was lim-
ited by their difficulties in building up sufficient reserves of specie to create
deposits. This view ties in with that of Kindleberger (1984), who main-
tained that “France lagged behind Britain in financial institutions and
experience by a hundred years or so” (p. 113). This is not to say that there
were no banks operating in France in the first half of the nineteenth cen-
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tury but that their influence was relatively weak. Even the “haute banque”
that started to pioneer the art of merchant banking in the early part of the
nineteenth century was so “haute” that it did not cater to most of the
emerging industrial sectors. It concentrated on investments in the railways,
real estate, public works (roads, bridges, canals), and insurance. The Crédit
Mobilier, a bank established by the Pereire brothers in 1852, was an at-
tempt to find more broadly based support from stock market investors. It
competed with the haute banque by investing in public works and railways
not only in France but across the European continent. Its collapse in 1867
along with the later collapse of the Union Générale, which lasted a mere
four years from 1878 to 1882, reinforced French attitudes on the riskiness
of banks.

Meanwhile the stock market, aside from financing the government, had
difficulties in generating equity issues because of the legal restraints that
prevented the creation of limited-liability companies up to 1867. Even af-
ter this, companies did not use the capital market intensively. A great deal
of the later nineteenth-century French investment in the stock market was
in railway stocks and foreign investments.

A second historical element that is important in the French case relates
to the role of inheritance law. Napoleon, when he introduced the civil code,
moved the inheritance system from one based on primogeniture to a new
system based on equal rights for all the children in a family. This change is
important to note in that, whereas in the United States and the United
Kingdom a testator can leave his or her estate to a charitable foundation,
this is not possible in France. The children are stakeholders in the parents’
estate. So, almost by definition, the family, due to the inheritance laws, be-
comes a major player in the ownership of French corporations. The only
way to keep the family out of the corporation is to sell the company prior
to death and spend the proceeds. As the French have lived through three
German invasions in the last 140 years, few of them are inclined to spend
all of their wealth on current consumption because of the fear that they
may face the days of the “vaches maigres” prior to death. Furthermore, in
order to prevent the state from appropriating the family estate through
death duties, parents frequently transfer assets from the older to the
younger generation via trusts (les indivisions) that give the parents the
usufructs of the assets while bestowing on the children the nominal own-
ership of these assets. Thus, at the death of the patriarch or matriarch,
there is only a small part of the estate that may be subject to death duties.
Additionally, a change in the inheritance laws in 1905 stipulated that estate
duties would be payable on only the net rather than the gross estate. This
sent out a clear signal to the owners of wealth to shift from equity financ-
ing to loan financing because the latter could be used to offset their gross
wealth position whereas the former method would add to overall tax lia-
bilities for their offspring. The French are also very adept at using insur-
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ance policies on the lives of the older generation to provide tax-free money
to cover any death duties that may arise on the estate at inheritance. Com-
bine these elements with a different cultural approach, which sees property
as part of the patrimoine and holds that the perceived obligation of prop-
erty holders is to pass on the patrimoine in a better state to future genera-
tions, and the reason why there is a high degree of concentration of own-
ership of corporations by families in the French model may be understood.
Against such a background, it is not surprising to find family ownership,
often concealed through a wide network of holding companies, exercising
such a significant role in France’s corporate ownership structure.

Finding companies that span the three hundred years that we are inves-
tigating and that might fit this particular historical template is a difficult
task. It is the nature of companies to rise or fall, to be taken over or merged.
Few remain in the same direct ownership over a prolonged period of time.
One company that remained in the same family ownership for the period
investigated was the printing and publishing company Didot, which later
became Firmin-Didot. Founded in 1698, it remained in business for three
hundred years. It was a major book publisher, it was the company that
printed the assignats during the Revolution, and it was a publishing house
always at the fore in the area of printing technology—it was the first to in-
troduce, for example, the Stanhope press in France in 1818 (Jammes 1998).
Throughout its long history the predominant form of financing for Didot
was through the use of retained profits. Even when it issued shares it was
only to family members for the purpose of facilitating the transfer of own-
ership from one generation to another. Blondel and Van der Heyden (1999)
examined another family with a long history of corporate ownership, the
Wendel family, which was involved in iron and steel production, a business
founded in 1704.

Three companies with a strong family involvement and a corporate his-
tory spanning a hundred years or more have been selected to show the im-
portance of self-financing in the evolution of their corporate histories.
Each of these companies started with simple products: a rubber ball, a hair
dye, and a pepper mill. From these simple origins they developed into
global companies in which descendants of the founders still have very siz-
able holdings and representation in the management and direction of the
companies. The companies are Michelin, L’Oréal, and Peugeot (PSA Peu-
geot Citroen). A sample of three does not prove the thesis of this paper.
However, it is believed that these three companies are illustrative of a trend
in French corporate life where family ownership is still so strongly embed-
ded. They are also three of the most powerful and profitable French com-
panies, employing a total of 370 thousand workers.

Because they have been family-owned and -controlled companies it is
difficult to penetrate into the decision making of these companies. Fami-
lies are discreet and, in many cases, reluctant to open their archives to the
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public. An alternative method is to side-tunnel into the activities of these
companies by examining the archives maintained on them by one of their
bankers, the Crédit Lyonnais. These archives show the assessments of this
bank’s financial analysts toward these companies over a long period of
time. They constitute an invaluable, and much underutilized, source into
decision making across all sectors of corporate France over the last 150
years. Loubet (1999) has edited a range of archival extracts specifically re-
lated to the links between the automobile industry and the bank.

3.8 Michelin

Michelin is Europe’s biggest manufacturer of tires. It employs around
128,000 workers, who produced sales of 15.7 billion euro in 2002. The his-
tory of Michelin can be traced back to 1829, when a young Scotswoman,
Elizabeth Pugh Barker, a niece of the Scottish scientist Charles Macintosh,
married Edouard Daubrée. The new Madame Daubrée used the vulcan-
ized rubber solution discovered by her uncle to make playing balls for
her children. The use of rubber in this way attracted the attention of two of
her husband’s cousins, Aristide Barbier and Nicolas Edouard Daubrée. In
1832 they established a small factory using vulcanized rubber products for
the manufacture of seals, belts, valves, and pipes that could be used in agri-
cultural machinery. In 1889 André and Edouard Michelin took over their
grandfather’s (Aristide Barbier) agricultural equipment business. Edouard
Michelin diversified the business into the manufacture of tires and man-
aged the company for the next fifty years. He was assisted by his brother,
André, a marketing genius, who promoted the company in its early days via
schemes such as the sponsorship of motorcar races where the entrants were
obliged to use Michelin tires; the identification of these tires with Monsieur
Bibendum, a caricature of a rotund man made of tires; and the creation of
the Michelin Guide Rouge, a publication that later developed into a gas-
tronomic guide with its use of the star rating system for restaurants. The
combination of Edouard’s managerial and engineering skills along with
André’s marketing flair enabled Michelin to develop from a small-scale
artisan enterprise to an international tire manufacturer. By the time of
Edouard’s death in 1940 he had built Michelin into a company employing
25,000 employees. Today the Michelin family is estimated to own 25 per-
cent of the company, and its wealth in 2002 was estimated at 1.1 billion
euro.

How has the Michelin family kept such a sizable amount of the owner-
ship of the company? The first point to note about Michelin is its rather un-
usual corporate status in that it is still a partnership (commandite) but with
the capacity to issue shares. Because of its partnership status the Michelin
family members who are involved in this partnership are liable for the com-
pany’s debts in the case of a bankruptcy. On the other hand, the partner-
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ship gives the family control over the company. The family has been able to
maintain this position through reliance on self-financing. From its very in-
ception self-financing appears to have been the mot d’ordre of the Miche-
lin family. When Edouard assumed control of the company in 1886, he
turned to the family rather than to the banks in order to provide the much-
needed finance for new capital expenditure. He went to his aunt, Emilie
Mage, and asked her if she could lend the company a sizable sum of money,
the equivalent of 1.3 million euro. She asked Edouard to wait for a day.
Then, having clarified with some nuns, the Petites Soeurs des Pauvres, that
they would offer her a room in their convent if she became destitute due to
the nonpayment of her loan, she lent Edouard Michelin the money, which
helped turn the company around (Lottman 1998). Family ties can run deep
at moments of crisis!

The nature of Michelin’s business was transformed as it moved into the
manufacture of tires for automobiles. Keeping up production with the
growth of the automobile market meant that the company had consider-
able financing requirements. The family met these financing requirements
by ploughing back retained profits into capital expenditure. When these
profits were insufficient to meet their capital requirements they resorted to
long-term bond issues. This in turn caused problems for their bankers be-
cause of their limited access to information on the company’s balance
sheet. In 1930 when Michelin was seeking a loan of 200 million francs the
analysts of the Crédit Lyonnais attempted to uncover the financial situa-
tion of the company so as to determine whether the bank would provide
some of the capital required. It is obvious from reading the analyst’s report
of May 1930 that it was difficult determining the profitability of the com-
pany, which, because of its partnership status, was not obliged to publish
any public accounts. The analyst did provide the figures in table 3.2 for the
period 1925-28.

Assuming that the banking analyst had access to part of the company’s
accounts—although he did state that he did not know how this “réglement
de l'exercise” had been compiled—the statistics in table 3.2 show that
Michelin appeared to have had a policy of retaining a very significant
amount of its profits. The retention rate amounted to 50 percent of its prof-
its in the years 1925, 1927, and 1929. In 1926, on the back of very signifi-

Table 3.2 Michelin’s distributed profits and retained reserves, 1925-28

End year Profits distributed Amounts put aside in reserves (in millions of francs)
1925 29 29

1926 31 126

1927 58 58

1928 60 60
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cant growth, it retained 126 million francs of its profits, over four times the
amount it retained in 1925. The analyst concluded that “the development
of the business has been made almost exclusively by recourse to retained
profits and the management appears to be very prudent” (Archives du
Crédit Lyonnais 4908/3, May 1930, p. 7).

By this stage Michelin, still a family business (“une affaire de famille”),
had become the dominant manufacturer of tires in France—its main fac-
tory at Clermont-Ferrand was producing 4 to 5 million tires annually—
and it was exporting more tires than its competitors in the United States.

In 1930 it was successful in borrowing 300 million francs at 4.5 percent
repayable from 1931 to 1960. In 1946, with its main factory at Clermont-
Ferrand badly damaged by Allied bombing, Michelin went back to the
banks with a request to borrow 500 million francs. The banking analysts
threw their hands in the air in trying to make sense of the accounts pro-
vided. The “réglement de I'exercise” that had shown results of as high as
126 million francs in 1927 had dropped to 6 million in 1934 and then risen
to a high of 40 million in 1939! Because of the lack of knowledge on the dis-
tributions of profits to the shareholders and the management the balance
sheet was impossible to decipher properly.

The extent of Michelin’s recourse to self-financing may be seen from a
further report by the Crédit Lyonnais in 1959 when Michelin was contem-
plating an issue of bonds to help finance its long-term investment. The in-
vestment program envisaged expenditure between 1958 and 1963 of 55.4
billion old francs. Of this sum 75 percent was to be met by self-financing.

Again, in 1972, when Michelin decided to expand its North American
plants to produce radial tires, $250 million of the $400 million investment
came from their reserves, while the other $150 million came from a group
of New York—based banks (Lottman 1998, p. 403).

The second key factor in maintaining the Michelin family’s control over
the company was the use of dual-class shares. Control of the company was
kept in the family through the use of the partnership’s shares and strict
rules as to who could hold these shares. In 1928 these rules stipulated how
shares would be kept in the family:

[Holders’ shares] may be passed on to descendants or their relations up
to the fourth degree [of consanguinity] or to someone who is already a
shareholder. In all other cases the transfer is subordinate to the agree-
ment of the Inspection Board and its managers, and, in default of this
agreement, to the right of preemption that is formally reserved to the
other shareholders. (Archives du Crédit Lyonnais 4908/3, May 1930)

With respect to the ordinary shares of the company the articles of associa-
tion stipulate that shares held for more than four years by residents of a
country within the European Union have double voting rights.
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3.8 L’Oréal

L’Oréal, one of the leading fashion and cosmetics manufacturers in the
world, was listed by the Wall Street Journal as the seventy-first largest
global public company ranked by market value ($47 billion) at the end of
August 2003. In 2002, with a labor force of nearly 50,000, it had sales of $15
billion. The origins of L’Oréal can be traced back to 1909, when a simple
partnership trading as Schueller and Spery was established to sell a newly
created synthetic product for dyeing hair. Eugéne Schueller, a chemist by
training, manufactured the hair dye in his home and sold it under the brand
name Auréole. The name of the company summed up its activities, the
French Company for the Harmless Dyeing of Hair (La Société Frangaise
de Teintures Inoffensives pour Cheveux). Starting with a capital of 135,000
francs it was transformed into a limited-liability company (société
anonyme) in 1939 by a merger with Fonciére Driant under the name Société
I’Oréal. The new company had a capital of 7 million francs. In 1950 it
merged with Monsavon, a company that it would later sell to Procter and
Gamble. In 1953 its turnover was 60 million francs with net profits of 1.85
million. Over the next fifty years it grew at a very fast pace so that by 2002
it had net profits of 1.2 billion euros. This performance has made it one of
the outstanding shares on the French stock exchange.

With such a sizable growth it might be natural to expect a wide diffusion
of ownership of the shares of the company. This is not the case, with closely
held shares accounting for 352 million of the 655 million shares outstand-
ing. Its founder, Eugeéne Schueller, and more recently his daughter, Ms. Lil-
iane Bettencourt, since the death of her father in 1957, have been the ma-
jor shareholders. In 1967 analysts at the Crédit Lyonnais estimated that
Madame Bettencourt owned over 50 percent of the capital of the company
(Archives du Crédit Lyonnais Etude 9011/4, February 9, 1967) at a time
when its turnover amounted to about 295 million francs and its market
capitalization was 528 million francs. In 1974 she sold nearly half of her
L’Oréal stock to the Swiss multinational Nestlé, combining with the latter
to establish a French holding company, Gesparal, which owns 54 percent
of L’Oréal. Madame Bettencourt and her family currently own 51 percent
of Gesparal, with Nestlé controlling the other 49 percent. So although
Madame Bettencourt’s ownership of L’Oréal has been reduced, she still
has over 25 percent of a far larger company. Effectively, through the link
with Nestlé, Gesparal can ensure that no corporate predator takes over
L’Oréal. The French business magazine Le Nouvel Economiste valued
Madame Bettencourt’s fortune at 13.7 billion euro in 2002, making her the
richest person in France.

It was not always smooth sailing for L’Or¢al. In the early 1950s it was re-
garded as a poor credit risk for long-term lending, and the difficulty the
company had borrowing from the banking system at this stage in its devel-
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opment may be observed from the caution with which its bankers lent it
money in 1951 shortly after its takeover of Monsavon. At that time the con-
clusion of the Crédit Lyonnais analyst was that

A slowing down of its sales could quickly place the Company in difficul-
ties: this slowdown has already manifested itself for some of the Oréal
lines (permanent waves, hair dyes, Ambre Solaire, shampoos, etc.). The
Company has announced some cutback measures: reductions in sea-
sonal employments, and a cutback of 20% on the publicity budget but
overhead costs have not been noticeably reduced, the Company con-
tending that the two merged businesses cannot use the same sales repre-
sentatives and that reductions in the advertising budget will take time.
(CL, 5 July 1951)

The analyst was obviously intrigued as to how a company could boil and
filter “tallow (60%), palm oil (20%), the residual elements of pork butcher’s
meat (10%) and horse grease (10%)” into soap and sell it as a quality prod-
uct. He expressed misgivings as to the amount spent on advertising—a sine
qua non of the cosmetics business—commenting on its “flashy publicity”
(“une publicité tapageuse”). He recommended that the bank should be
prudent and lend to L’Oréal on only a short-term rather than a long-term
basis.

Faced with conservative bankers who found it difficult to detect the
growth of a business in this dubiously perceived area of ladies’ fashion (“/a
mode féminine”), the Schueller/Bettencourt family concentrated to a sig-
nificant extent on self-financing to meet its capital expenditure require-
ments. In May 1971 another analyst emphasized the extent of this self-
financing and the company’s low level of indebtedness:

For the period 1971-74 the group 1’Oréal has an important investment
programme amounting to a total of nearly 330 million francs. Its fi-
nancing will be easily assured by the recent borrowing of 75 million
francs and by self-financing (depreciation + retained profits 1970: about
81 million francs). No numerical increase in capital is expected, partic-
ularly because the level of indebtedness is only about 30 per cent of the
group’s permanent capital. (CL Etude 9011/8, 26 May 1971).

The reliance on self-financing provided L’Oréal with a strong balance
sheet that enabled it to borrow long-term from the banking system to fi-
nance new acquisitions. By the 1970s ladies’ fashion had become recog-
nized as a very strong growth market, and L’Oréal was well positioned to
become the global fashion leader that it has since become.

3.9 Peugeot

Peugeot is the leading French constructor of automobiles. It is the sec-
ond largest automobile company in Europe. In 2002 it employed over
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190,000 workers and produced sales of 54.4 billion euro. Peugeot, as a fam-
ily-controlled company, has had a long and fascinating history. The origin
of the Peugeot manufacturing dynasty stretches back to the water mill con-
struction business of Jean Pequignot Peugeot in the eighteenth century. An
ability to adapt to new trends and technologies has always been the hall-
mark of this family. In 1815 the brothers Jean-Pierre and Jean Frédéric
Peugeot teamed up with Jacques Maillard-Salins to run a steelworks and a
saw blade factory in the area of Montbéliard. The establishment of the saw
blade factory was helped by loans from Swiss bankers in Basle; see Lévy-
Leboyer (1964, p. 349). In 1842, Jean-Frédéric invented the pepper mill,
still an essential element of the average kitchen. But this was only one of
many ironmongery objects that the company specialized in. Saws, razors,
sewing machines, clocks, stays, hoops for crinoline skirts, and so on were
produced in the factory. Its ironmongery experience led to its producing
the spokes of bicycle wheels, and this in turn led to its becoming the biggest
bicycle manufacturer in France. Bicycle production in turn led to automo-
bile production.

In 1896 Armand Peugeot established the Sociét¢ Anonyme des Auto-
mobiles Peugeot despite the misgivings of some members of the family,
who refused to allow him to use the Peugeot lion logo for a further fourteen
years. The nominal capital of the company was 800,000 francs divided into
800 shares of 1,000 francs each. Armand Peugeot was granted 350 shares
as a payment for “his contribution in bringing in the factory at Audincourt,
the patents, cars in the process of production, leases, etc.” (Archives du
Crédit Lyonnais November 1908). In 1898 the nominal capital was in-
creased to 2,400,000 francs through the creation of another 1,600 shares of
1,000 francs each.

This increase in capital was to help finance the establishment of a new
factory at Lille. By 1900 Peugeot was producing the Peugeot Phaeton Type
28 with a speed of 35 kilometers an hour. Over its first ten years the com-
pany’s balance sheet showed losses alternating with profits as the technol-
ogy of the automobile industry underwent sizable transformations, as table
3.3, compiled by a Crédit Lyonnais analyst, shows.

The large losses experienced between 1900 and 1902 were due to expen-
diture incurred on outdated models and heavy depreciation of the stock of
spare parts for these models, as well as losses on the hiring of commercial
vehicles. Over the twelve-year period from 1896 to 1907 the company made
profits of 3,547,000 francs, of which 2,104,000 francs (59 percent) were dis-
tributed as profits and 1,443,000 (41 percent) put into reserves. From this
it may be seen that from the very start Peugeot had a policy of reinvesting
a considerable part of its profits. Thus was Peugeot, at the turn of the twen-
tieth century, a company that could be considered as a good lending op-
portunity for the bank. The analysts of the Crédit Lyonnais considered
that the industrial and financial situation of the company was “good and



Corporate Ownership in France 213

Table 3.3 Peugot’s profits and losses, 1896-1907
Time period Francs
1896-1897 -53,000
1897-1898 169,000
1898-1899 360,000
1899-1900 532,000
1900-1901 345,000
1901-1902 -1,001,000
1902-1903 464,000
1903-1904 827,000
1904-1905 315,000
1905-1906 1,164,000
1906-1907 1,585,000

solid.” They then qualified this by noting, “Nevertheless because of the
risks inherent in the automobile industry arising from the intense compe-
tition both from French and international companies, the company is not
guaranteed to produce regular profits in the future” (Archives du Crédit
Lyonnais November 1908, p. 33). They were correct in this assessment be-
cause survival in the automobile industry at this time was difficult due to
technological shocks ranging from changes in engine and chassis types to
transformations in assembly line techniques.

The Peugeot family almost lost control of the company in the late 1920s
due to financing problems. The Crédit Lyonnais blamed this policy on the
arrival of three newcomers to the company between 1923 and 1929: Lucien
Rosengart (1923-28) and Ricardo Gualino and Albert Oustric (1928-30).
Rosengart was first employed by the Peugeot family to assist in the financ-
ing of the company. His financing technique was to set up a separate com-
pany and to use it to borrow against the inventories held by Peugeot. He
drew bills of exchange against these inventories and discounted them at
the Banque de France, an activity that split the management of Peugeot
during Rosengart’s five-year employment at Peugeot—see Loubet (1999,
p- 179). He even briefly took over as managing director from Robert Peu-
geot as a result of the latter’s long illness. Rosengart, described as someone
who “passait pour avoir des idées originales en matiére de construction auto-
mobile” (gave the appearance of someone who had original ideas for auto-
mobile construction), was criticized by the Crédit Lyonnais for changing
the company’s policy to one of expanding dividends at the expense of mak-
ing sufficient provision for depreciation and increasing reserves. The ana-
lyst at the Crédit Lyonnais argued that rapid technological progress cre-
ated the need for continuous retooling of factories, suggesting that annual
depreciations of 20 million francs should have been made rather than the
12 to 13 million francs, as practiced between 1925-26 and 1928-29 at a
time when dividend payments had been annually increased from 10 to 21
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million francs. Rosengart was forced to resign in January 1929. Peugeot, in
need of financial assistance, linked up with Gualino and Oustric. This was
to be a very short arrangement for the bankruptcy of the latter’s bank in
1930 led to considerable losses at Peugeot. The family took back control of
the company, appointing three out of the five board directors—Robert
Peugeot, Jean-Pierre Peugeot, and Jules Peugeot.

The brief association with financial controllers such as Rosengart and
bankers such as Oustric, allied with the temporary move away from a pol-
icy of heavy reliance on self-financing, created a near-catastrophic result
for the Peugeot family in the early 1930s. This experience appears to have
hardened the family to returning to its tried and tested policy of investing
through self-financing. Chadeau (1993) describing how Peugeot emerged
as the market leader between 1932 and 1940 in France, focused on the self-
financing strategy of the company: “Peugeot’s leadership decreed that each
model launched had to be profitable in its own right, rather than as apart
of a range. Whatever the rationale, the strategy made self-financing fea-
sible and left family ownership intact” (p. 195).

Loubet observed that up to 1963 it is clear that Peugeot gave priority to
reducing indebtedness or not taking on debt, quite the contrary to the ap-
proach of state-owned companies Simca and Renault (Loubet [19957],
p- 81). By the 1970s Peugeot was sufficiently large for it to acquire 90 per-
cent of Citroen’s capital, and in 1977 it bought out Chrysler’s European op-
erations. Notwithstanding the acquisitions and mergers of Peugeot, and
the use of dynamic outsiders such as Jacques Calvet and Jean-Pierre Folz
as chief executive officers, the family’s holding in Peugeot currently
amounts to 27 percent. Even more significantly, the Peugeot family con-
trols over 40 percent of the voting rights. The family’s wealth was estimated
at 2.67 billion euro in 2002 by Le Nouvel Economiste.

3.10 Conclusion

This paper has attempted to show that historical phenomena have had a
major impact in the determination of France’s corporate ownership struc-
ture. Corporate finance is generated from three sources—banks, the capi-
tal market, and self-financing. If we consider them as the three channels
leading to corporate investment, then history shows that two of these chan-
nels, the banks and the capital market, were subject to considerable up-
heaval, rendering them inoperable as financing channels for a long period
in France’s corporate history. The major financial shocks arose as a result
of the rise and collapse of John Law’s Mississippi System and the hyperin-
flationary experience generated by the assignats. These events traumatized
the generation that experienced them. Furthermore, the strong oral tradi-
tion that emphasized the failures of Law and the assignats soured further



Corporate Ownership in France 215

generations toward financial innovation. Kindleberger (1989) emphasized
the extent that these episodes traumatized the French:

There [France] the trauma of the Mississippi Bubble and the collapse of
John Law’s System slowed down the development of banking and the ex-
pansion of industry. Together with the collapse of the Directorate in the
1790s, it made the French neurotic, or even paranoid, about banking for
years. (p. 234)

The counterparts of this reaction against financial innovation were the
continued recourse to notaires to fulfill a demi-banking role and the devel-
opment of a strong specie-holding mentality among the French. This in
turn made it difficult for banks to develop fully even after the establishment
of the big multibranch banks, such as the Crédit Lyonnais and the Société
Générale, in the 1860s. Faced with restricted access to the banks and capi-
tal markets, business entrepreneurs had to have recourse to a do-it-yourself
approach, namely reliance on self-financing as a method of growing their
business.? This restricted access, along with the banks’ apparent willing-
ness to invest outside France, may also have been responsible for having
generated an antibanking sentiment on the part of French entrepreneurs.
This antibanking sentiment was forcibly advanced by Louis Renault, the
founder of Renault, when he stated: “Bankers are not philantrophists, they
are money merchants and one should as often as possible not have any
business with them” (Loubet n.d.). Self-financing in turn enabled these en-
trepreneurs and their descendants to retain sizable shareholdings in the
family-controlled business. Hence, from an historical perspective, it is not
surprising to see French families owning such a large proportion of French

2. The question may well be posed: if the thesis of a weak banking and capital market struc-
ture is accepted, what happened to the performance of the French economy? Initial economic
research by scholars at the Research Center in Entrepreneurial History at Harvard, encapsu-
lated in Landes (1969), suggested that the French economy had been backward relative to the
British economy during the eighteenth and nineteenth centuries. Poor French entrepreneur-
ship was put down as a causative factor of the inadequate performance. More recent quanti-
tative research initiated by the Institut de Science Economique Appliquée, under the direc-
tion of Jean Marczewski, has challenged this retardationist approach and provided strong
evidence that this was not the case; for a review of this literature see Cameron and Freedeman
(1983). If this latter revionism is accepted then it may be argued that, because the French
economy on average performed satisfactorily relative to its neighbours, the thesis that the
banking and capital market structures were weak does not hold up. Two alternative interpre-
tations may arise: (a) the French economy would have produced even greater economic
growth if it had been underpinned by a strong financial sector. There is a growing literature
showing the way in which the financial sector has assisted total factor productivity; see, for
example, Levine (1997) and Beck, Levine, and Loayza (2000). This literature would imply that
if France had possessed a more sophisticated financial sector between the eighteenth and
twentieth centuries it would have achieved an even higher rate of growth than that ascribed to
it by economic historians; (b) the reliance on self-financing enabled entrepreneurs to make
long-term investment decisions free from the constraints of a capital market emphasizing
short-term results.



216 Antoin E. Murphy

corporations. Examples of this reliance on self-financing drawn from the
experiences of the Michelin, Bettencourt/Schueller, and Peugeot families
have been shown. Furthermore, this style of ownership ties in with the
French mentality that asset ownership is an intergenerational phenome-
non. The objective of holding wealth is to pass on to the next generation of
the family assets that, hopefully, have risen in value.

Although this does not square with the Berle and Means (1932) approach
as to the way corporations should be owned and controlled, it does not nec-
essarily mean that the French-owned corporations are less efficient than
their American counterparts. Family control can enable companies to take
long-term investment decisions without all the emphasis of short-termism
that widely diffused stock market ownership may necessitate. While Landes
(1949, 1969) was of the view that France was hobbled by family control of
companies, there is a strong counterargument to make that many of these
family-owned companies provided France with dynamic leadership, pro-
moting rather than retarding French economic activity.

This paper has emphasized the importance of history in the evolution of
France’s corporate ownership structure. There are of course other more re-
cent elements that help explain the high degree of concentration of cor-
porate ownership by families in France. The absence of funded pension
schemes has led to a far lower profile by pension funds and assurance com-
panies in the French stock market. In 1997 pension funds and assurance
companies constituted 49 percent of household savings in the United
Kingdom and 30 percent in the United States as against 18 percent in
France. Recent industrial unrest in France has been exactly about this is-
sue, with trade unions arguing that it is the state that should provide long
and generous pensions on a pay-as-you-go basis. The continuation of this
approach to pensions implies, given the demographic structure, that the
percentage of gross domestic product (GDP) devoted to retirement pay-
ments will rise from 12 percent at present to 16 percent by 2040. The con-
sequences of this for taxation are probably unsustainable in the long run.
If so, there will be increasing emphasis on funded pension schemes that
will produce greater investment by pension funds and assurance compa-
nies in the French stock market.

Changes in governments in France produced waves of nationalizations
between 1945 and 1982. More recently this process has been reversed. The
privatizations of the Chirac government in the 1980s increased the number
of French shareholders from 1.7 million in 1982 to 6.2 million in 1987
(Goldstein, 1996, p. 463).

The different corporate ownership structure in France, and, indeed, in
many continental European countries, from that of the Anglo-American
model raises the issue as to why there has not been a universalist conver-
gence to the latter. Has it been due to the inadequate corporate governance
in the civil versus the common-law countries, as La Porta, Lopez-de-
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Silanes, and Shleifer (1998) and La Porta et al. (2000) have stressed? This
paper has tried to show that there have been strong historical factors at
work that help explain France’s current corporate ownership structure.
One of these factors has been the way financial collapses, such as the Mis-
sissippi System, and the assignats have fashioned attitudes toward money,
banks, credit, and financial innovation—the major props of corporate fi-
nance. The Mississippi System—the biggest attempt at corporate restruc-
turing in the eighteenth century—and the assignats both aimed to remove
the Midas fixation on gold in France and replace specie with banknotes
and credit. Ironically, their respective failures actually reinforced the Mi-
das fixation. The result of this was that financial innovation was frowned
upon and the banking sector, from 1720 until the 1930s, was only allowed
to grow within the constraints of a specie-based monetary system. France’s
historical experience generated opposition to external finance that in turn
led to internal finance and concentrated ownership. Another one of the his-
torical factors highlighted in this paper is the different approach to inheri-
tance. In France, even if one wanted to disinherit the “idiot heir” one could
not do so. All one can do is to educate him or her. The French “grandes
écoles” have been intensively used by the large corporate owning families
to ensure that their successors are capable of handling the patrimoine in
an appropriate manner. The continued participation of the Michelins and
Peugeots in the management of the companies created by their ancestors
in the nineteenth century shows the strength of the French family model.

Family control of companies is not necessarily the bad thing that some
Anglo-American commentators make it out to be. Family ownership may
prevent new blood coming into a company, but sometimes the old blood is
able to take a longer-term perspective and to concentrate more resources
on research and development than a young corporate raider whose leit-
motif may be one of asset stripping at the expense of all that has been his-
torically built up by a company. Evidence to support this view for France
has recently emerged in Sraer and Thesmar’s paper (2004). Furthermore,
for the United States Anderson and Reeb (2003) have shown that family-
owned companies in the S&P 500 had a 6.65 percent better return on as-
sets and that their assets were valued 10 percent higher by the stock mar-
ket in the United States. Keeping it in the family may be good for not just
the insiders but also outsider shareholders.
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tems relative to common-law systems lead to relatively more concentrated
ownership structures. This is an example of institutions—at least, certain
sorts of institutions—mattering without history necessarily mattering.
Antoin Murphy’s paper argues that such an argument gets the behavior of
the French economy, in the sweep of its development and at a series of mo-
ments in time—wrong.

The paper begins with some comparative quantitative evidence to suggest
that the ownership structure of French companies is indeed strikingly con-
centrated. But the rest of the paper is devoted to laying out a different sort
of case. Murphy ultimately believes that path dependency is important in
understanding the French history. He argues, in particular, that the conflu-
ence of cultural influences (some resting ultimately, it seems, on the nation’s
long-dominant Catholicism) and a series of shocklike events put the French
private sector onto a course in which concentrated ownership would, at
least for a very extended period, have been a natural outcome holding con-
stant the sort of legal institutions on which the recent literature has focused.
The shocks are the collapse of John Law’s Bank and Mississippi Company,
the episode of the assignats, with its attendant hyperinflation, the crises of
the Crédit Mobilier and the Union Générale, and repeated highly disrup-
tive episodes of war (France having been invaded by Germany three times
between 1870 and the 1940s). The cultural influences are long-enduring
antiusury laws and a concern with family patrimony (the latter exacerbated
by the Napoleonic change in the system of inheritance law). The argument is
that these together undermined the otherwise normal development of bank
and capital market sources of company finance and left firms far more in-
clined to rely upon retained earnings for investment funds.

Three capsule company histories illustrating the basic characterization
of French firm behavior round out the body of the paper. There is a brief
discussion at the end of the development of pensions and the relatively lim-
ited role this has offered to pension and insurance funds, which might have
been a countervailing force, in France.

Evidence from a single country’s (single) history is unlikely to be deci-
sive in such an argument: the reader is inevitably far from the world of large
samples and statistical hypothesis testing. It seems to me a reasonable first
aspiration level for someone putting such an argument forth that the argu-
ment have some internal plausibility and the evidence be supportive, vivid,
and thought provoking. I think the paper succeeds in this on all points. The
one that will be of most interest to economists, but which they may need to
take on faith, will be internal plausibility: might the French decision mak-
ers’ values have been as Murphy described them? A long line of secondary
literature suggests that this is so; and the claim is consistent with my own
limited contact, through archival research and conversations with first-
generation descendants, with the French patronat. 1 do indeed find Mur-
phy’s a plausible historical account as far as it goes.
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The argument is thought provoking in the best way history can for econ-
omists: it leaves one full of questions about how other aspects of firms’ op-
erations and markets worked if these matters were as described and how
one might know if hypotheses about these matters are true. My comment
will focus on the thoughts—mainly though not entirely questions—the pa-
per provoked in me.

Some of these fall under the heading of demand-side lacunae. The first
concerns why (and how) founders and controlling families sold shares to
outsiders. Was this entirely a matter of shares to long-term and highly
trusted senior managers and issues in connection with late twentieth-
century mergers? The statistics cited from Bloch and Kremp and from
Sraer and Thesmar make one wonder. Presumably many of the shares held
by outsiders were indeed originally sold to raise capital. One naturally
wonders how such sale transactions were organized and carried out (and
thus how concentrated the original incremental shareholdings were, how
focused the monitoring incentives would have been, etc.), what sorts of in-
formation flows or other assurances potential holders would have had or
sought, and how this sort of detail evolved, not just in the affairs of indi-
vidual companies but in the French economy more broadly, as the econ-
omy developed and the scale of large firms grew. This amounts to testing
Murphy’s characterizations by probing, at least through examples, how the
system responded to routine stresses and to secular change in operating en-
vironments. Such detail might tend to corroborate or to undermine the
larger story.

The second concerns the other demands firms have for money. Day-to-
day operations require finance. Well-known early stages of the develop-
ment of the British banking system were all about institutions for the pro-
vision of trade credit. The paper is silent on French parallels. How was this
managed, and how did the arrangements evolve over time? What did
French business decision makers think about the possibilities? Murphy’s
comments on the notaries and the Crédit Lyonnais records suggest that
light might be shed on these questions in both earlier and more recent
times. As above, answers might help readers weigh the paper’s argument.

Some other thoughts concern supply-side issues. What were, exactly, the
institutions of capital supply in the period covered intensively in the paper?
What controlled their growth? Answers to this are suggested, but the detail
only whets this reader’s appetite. It would also be very interesting to know
what controlled the sources’ investment patterns. Some companies’ ar-
chives contain the background memos to key decision-making commit-
tees, but minutes of the meetings themselves that contain no more infor-
mation than who was in attendance and what the motions and final votes
were. If the Crédit Lyonnais records are more extensive, we could perhaps
learn something about why the pressures on firms to change their behavior
were not stronger.
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In the context of the paper’s main argument, the company vignettes raise
in the economist’s mind the question of how one might assess whether the
paper’s characterization of firm priorities in the period is true. Is it possible
to explore this retaining the potential insights of detailed company-specific
records but obtaining some of the virtues of a larger sample? One incre-
mental approach might be to seek cross-national firm-level comparisons
holding industry and period constant. This could offer the opportunity of
comparing responses to common investment opportunities, new technol-
ogies, and changes in consumer tastes in the context of differing national
institutions and extra-institutional influences on decision making. If there
were essentially national differences, this could make them stand out boldly.

This approach suggests a deeper question. Is there some light to be shed
by trying to reconstruct actual choice situations? To draw inferences, me-
chanically, only from situations in which companies had serious discus-
sions with the Crédit Lyonnais would be to enact sample selection bias. But
perhaps the bank’s records, and the underlying surveillance and planning,
are more extensive than that. Perhaps the bank’s records could themselves
give us some insight into who would come to them and when. This would
be a step toward unambiguous information about what the French case
tells us about the concerns of this volume. I found this paper memorable
and stimulating, but (perhaps this is a compliment) I was left at the end of
it wanting to know much more.



The History of Corporate
Ownership and Control in Germany

Caroline Fohlin

4.1 Introduction

Since World War I1, a general conception about German corporate gov-
ernance has gradually emerged. This consensus view, founded largely on
scant and unrepresentative evidence, contains a number of exaggerated
claims about the German system of corporate ownership and control. The
scholarly literature is replete with historical and theoretical arguments
about the role—either beneficial or detrimental, but almost always signif-
icant—of Germany’s system of close relationships among firms and simi-
larly close relationships between firms and universal banks.! The common
view holds that large and powerful universal banks dominate the financial
landscape today as they have in the past. Early on, economic historians
posited the universal bank as the central player in the industrialization of
Germany, arguing that, from the mid-nineteenth century up to the start of
World War I, these institutions mobilized and then efficiently utilized
prodigious amounts of financial capital. In this traditional view the lynch-
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1. See the reviews in Calomiris (1995) and Fohlin (1999c). Wellhoner’s (1989) detailed work
on a few large companies turns up a wealth of evidence against the idea of bank domination
during the pre-WWI period.
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pin of the German universal banking system was direct bank involvement
in the ownership and control of nonfinancial corporations. In the finance
literature, such bank involvement in equity ownership and corporate gov-
ernance has come to be known as relationship banking.

Despite the general enthusiasm—both popular and academic—for the
German style of finance, and for relationship banking specifically, a
smaller strand of the finance literature has always recognized potential hin-
drances inherent in that system. Even at the height of industrialization,
critics lamented the excessive power of the largest banks and the national
emphasis on heavy industry. Recent corporate finance literature on Ger-
many, particularly since the postreunification downturn, has almost com-
pletely turned to exploring the problems of the German financial system:
the failures of the universal banks and the underdevelopment of the secu-
rities markets. In the “law and finance” literature over the past several
years, the questions have moved toward broader issues of governance: the
concentration of ownership and control, the role of families in building up
corporate dynasties or pyramids, the densely networked cross-ownership
among firms, and the general lack of market mechanisms to efficiently dis-
tribute corporate control. In the 1990s, rather than viewing the relation-
ship-oriented system as advantageous, many critics started to blame these
institutional structures for the disappointing performance of the German
economy.

This paper ties together these historical and contemporary concerns,
examining both the overall evolution of ownership structures and the de-
velopment of relationship banking practices within that framework. The
paper also seeks to explain the patterns of involvement that emerge by
looking to economic, political, legal, and even social factors. It aims to
offer some balance between the two extreme views of German corporate
governance and concludes that the German corporate economy has per-
formed well. To be sure, Germany’s corporate organizations differ in note-
worthy ways from those of other countries, and these areas of divergence
may have had an impact on firms or industries in specific instances. But the
peculiarities of the German system have neither dramatically helped nor
significantly hindered the corporate economy over the very long run.

4.2 Long-Run Patterns of Corporate Ownership and Control

4.2.1 General Patterns of Ownership: Families, Groups, and Pyramids

An ideal analysis would include the precise ownership patterns of Ger-
man corporations dating back to the early industrialization period, but
firm-level equity ownership data are virtually nonexistent for the pre—
World War II era. As German share companies issued mainly bearer
shares and considered the identity of shareholders to be private informa-
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Fig. 4.1 Listed firms versus total stock corporations, 1870-2004

Sources: Deutsche Bundesbank (1976 and various years); Deutsche Borse (1992); Statistis-
ches Bundesamt (1989-95); DAI Factbook (various issues). Data for earliest years come from
multiple sources, described in text.

tion, it is not possible to determine the ownership structure of firms, much
less to categorize the full population of firms by owner type or by levels of
ownership dispersion.? Indeed, it is difficult even to provide comprehensive
examples of individual firms’ ownership structures—other than some fa-
mously family-dominated firms, such as Krupp.

The material that does exist suggests the existence of two principal lines
in the evolution of corporate ownership and control. First, there is the
emergence and expansion of the limited-liability share company (Aktien-
gesellschaft or AG) form with its accompanying managerial control (see
figure 4.1 and table 4.1). Second, there is the increasing cooperation and
integration between and among firms that led to cross-shareholding, com-
munities of interest, corporate groups, and eventually pyramids (an owner-
ship structure that can allow a firm to exert control over far more equity
stakes than it directly owns). Patterns of the first type naturally facilitated
trends of the second type.

Incorporation and the creation of the limited-liability company
(GmbH) comprised the primary means of separating ownership from con-
trol. Not surprisingly, big enterprises took to the AG form of organization
more quickly than average. Private, unincorporated enterprises fell to

2. For certain firms, it may be possible to use protocols from shareholder meetings to mea-
sure the dispersion of voting rights and the extent of proxy voting, and some efforts on that
front are underway. Voting rights, however, may bear a highly variable relationship to owner-
ship rights.




Table 4.1 Number and share capital of joint-stock firms (AGs) and listings in
Berlin, 1800-1914

Number Share capital Officially listed
Year of AGs (millions of marks) in Berlin
1800° 4 387,000 Taler
1830/35° 25 21
1850 63
1870° 200 325
1873/75 1,040 554
1880 612
1886/874 2,143 4,876
1890/91¢ 3,124 5,771 1,005
1896° 3,712 6,846
1900¢ 5,400
1902" 5,186 11,968
1906 5,060 13,848 1,113
1907 5,157
1908 5,194
1909* 5,222 14,723
1910 5,295 2,400
1911 5,340
1912 5,421
1913™ 5,486 17,357
1914 5,505

“Prussia only. Hans-Ulrich Wehler (1987, p. 103).

1835: Manfred Pohl (1982, p. 171). Listed in Berlin, 1830 and 1850: Brockhage (1910, p.
170).

“Number of AGs: 1870 is an approximation for all AGs before 1870 in Prussia only, and 1873
is an approximate figure excluding non-Prussian issues before 1870. Both figures are from
Horn (1979, p. 136). Officially listed in Berlin: 1870, 1875, 1880, and 1890 from Ernst Loeb
(1896, p. 246-47; he estimates 395 listed in 1871). Loeb’s figures are cited in Richard Tilly
(1995).

“Number and share capital from Rainer Gommel (1992, p. 152).

‘Number and share capital for 1891 from Deutsche Bundesbank (1976, p. 294).

"Beckerath (1956, vol. 1, p. 153).

¢Gebhard (1928, p. 103). Loeb (1902, p. 2) estimates 5,500 AGs in the same year.

"Deutsche Bundesbank (1976, p. 294).

INumber and share capital calculated from Statistisches Jahrbuch fuer das Deutsche Reich, 29
(1908, p. 328). Calculating from Handbuch der Deutschen Aktiengesellschaften (1907) yields
an estimated number of AGs of 5,352. Berlin listings are estimated based on data from Hand-
buch der deutschen Aktiengesellschaften (1905-1906).

Number of AGs for 1907-14 calculated from Statistisches Jahrbuch (1908-15).

kShare capital from Beckerath (1956, vol. 1, p. 153). Deutsche Bundesbank (1976, p. 294) es-
timates total share capital at 14,737 marks.

'Number of Berlin-listed firms from Stillich (1909), as cited in Tilly (1995).
mTotal share capital from Deutsche Bundesbank (1976, p. 294).
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minor importance compared to the largest firms well before the end of the
nineteenth century. By 1887, four out of five of the largest companies were
organized as AGs.? According to Pross (1965, p. 75), power struggles be-
tween capital lenders and capital administrators arose early on. The au-
thority to dispose of management was in the hands of majority stockhold-
ers, their representatives, and managers further up the hierarchy. The
record, such as it is, suggests that manager-controlled enterprises com-
prised a minority of firms throughout the nineteenth century. Thus, ma-
jority stockholders and their representatives retained primary control, and
managers held the status of leading employees with important but limited
authority. In this early phase of the history of German corporations, the
generation of owners who had founded, enlarged, and made competitive
the enterprises of the heavy industrialization period still held ultimate
sway. The captains of industry of this era—the likes of Krupp, Thyssen,
Stinnes, Wolff, Stumm, Kloéckner, Siemens, and Bosch—possessed both
the necessary equity and the personal authority to maintain solid control
of their concerns. Professional managers outside the circle of major share-
holders also arose, and a few of them clearly belonged among the economic
elite. These employee managers, such as Emil Rathenau at AEG, Georg
von Siemens, Emil Kirdorf at Gelsenkirchen, and others, wielded formi-
dable influence despite their limited personal stock ownership.

The growing use of the corporate form, and the use of managers to run
operations, led in turn to the second main phenomenon in the history of
German corporate governance: cooperation and concentration among
firms. The first buds of cooperation between enterprises emerged via the
formation of trade and production cartels and the creation of concerns
(Pohl and Treue 1978, p. 7). The process of concern building started quite
late in the century: in 1887, fewer than 20 of the largest 100 industrial enter-
prises took on the form of a concern (Siegrist 1980, p. 86). Most cartels ap-
peared in the economically prosperous years between 1888 and 1891, and
the institution rose to great economic importance in the period between
1895 and 1900. Before 1865 there existed just four cartels, and a decade
later that number was still only eight. By 1885, however, there were 90 car-
tels, and that number was more than doubled, at 210, in 1890. By 1905,
a total of 366 industrial cartels had formed (Sombart 1954, p. 316).

Early Twentieth Century

After the turn of the century, the dual trends in ownership dispersion
and interfirm cooperation continued with new vigor. Before World War I,
the total number of AGs grew, while the share of AGs among the biggest
German enterprises remained stable. In 1902, there were well over 5,000
AGs, with a total nominal capital of twelve billion marks. Those numbers

3. See Siegrist (1980), p. 88 and Wehler (1987), p. 627.
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grew almost continuously in the prewar years (figure 4.2). In 1907, as in
1887, 80 percent of the biggest companies were organized as AGs (Hen-
ning 1992, p. 210). In 1907, the majority of enterprises remained entrepre-
neurial enterprises in the sense that small groups of owners, mostly fami-
lies, owned the majority of the equity and controlled strategic decisions.
Even if managers had begun to take over the more routine work of daily
business, in Ziegler’s (2000) view, the dynastic character of the economic
elite was still “quite pronounced.” Almost all industrial “big linkers”—
more than fourteen mandates in supervisory boards of corporations—still
held the role of owner-entrepreneurs with no manager and typically repre-
senting an industrial dynasty of sorts.

Still, the managerial enterprise, with widely dispersed ownership and
salaried managers, had clearly gained importance and continued to do so
in the prewar years (Siegrist 1980, p. 88). The trends toward concentration,
cooperation, and increased size continued unabated, and the large AGs
grew more and more dominant. In 1904, less than 1 percent of AGs held
nearly a quarter of the corporate capital stock. Fewer than 10 percent (400
of 4,740) owned nearly two-thirds of the capital (Pross 1965).

As active as the concentration process was in the early twentieth century,
World War I gave new impetus to these trends. Government incentives and
intervention spurred the further creation and maintenance of cartels, with
particular emphasis on vertical connections among suppliers and produc-
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Fig. 4.2 Listed firms versus total stock corporations, 1870-1914

Sources: Deutsche Bundesbank (1976 and various years); Deutsche Borse Annual Report
(1992); Statistisches Bundesamt (1989-95); DAI Factbook, May 2003. Data for earliest years
come from multiple sources, described in text.
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ers (Pohl and Treue 1978, p. 20). Meanwhile, smaller and smaller compa-
nies embraced the growing tendency toward incorporation. By 1919, just 6
percent of all German AGs (326 of 5,710) exceeded five million marks of
share capital.

The Weimar Republic

After World War I, centrally managed concerns increased in importance
and expanded their linkages via interfirm agreements. The tendency to-
ward both concentration and oligarchy increased. During the inflation
years between 1919 and 1923, AGs formed at breakneck speed: more than
16,000 AGs appeared by 1923, more than three times the number in exis-
tence in 1919. In 1925, over thirteen thousand AGs were registered with a
total nominal capital of 19.1 billion marks. Nevertheless, many small fam-
ily enterprises remained in the market, and small, unincorporated firms
still accounted for 90 percent of all enterprises in 1925 (Gommel 1992,
p- 35). To some, managerial capitalism took over in this period, when large
concerns often dominated both the markets and the cartels with rationally
organized leadership structures, multiplant enterprises, coordinated man-
agement teams, and ambitious sales strategies (James 1986, p. 166). While
managers clearly emerged as a major force, the underlying ownership
structures remain somewhat mysterious. It is assumed, although it prob-
ably cannot be proven with the data that exist, that the big enterprises gen-
erally came more and more under the control of a small oligarchy of major
stockholders and managers (Pross 1965, p. 76). Both types of control—
that maintained by majority stockholders and that turned over to man-
agers—could be found within the leading enterprises. While manager-
controlled concerns likely remained a minority among the big enterprises,
they emerged as a growing and important minority (Ziegler 2000, p. 42).
Although the data are truly too sparse for certainty, Ziegler hypothesizes
that the share of family dynasties in the German economic elite fell
markedly in the early 1920s and was replaced by “new” families from the
bourgeoisie (p. 42).

Patterns of corporate structure and control also varied with industry sec-
tor and business size. In the financial sector AGs clearly dominated, with
ninety-three banking and insurance companies holding at least ten million
marks of nominal capital each. The mining and steel industry had seventy-
two AGs of this magnitude, and the electrical and machine industry to-
gether had fifty-five. Thirty AGs in transport and eighteen in the chemical
industry held over ten million marks of nominal capital. Another seventy
large-scale AGs were dispersed among different branches of industry. In
some branches, many smaller firms incorporated and remained moderate
in size. A large proportion of all AGs operated in the food and luxury food
industry (in 1919 there were 905), but only seven of these firms held over
ten million marks of share capital at that time.
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In heavy industry as well as the chemical industry the trend toward
horizontal integration quickened after World War I. Thyssen, Rheinische
Stahlwerke, GHH, Krupp, and Hoesch, for example, represent the van-
guard of the trend. In 1925, IG Farbenindustrie AG brought together ma-
jor chemical firms to create the largest German enterprise in terms of stock
capital. Of the 12,392 AGs existing in 1926 with a total nominal capital of
20.4 billion marks, nearly two thousand (1,967 AGs, with a total nominal
capital of 13.3 billion marks) maintained membership in a concern. In
other words, the stock capital bound up in concerns constituted 65 percent
of the total at that time. That figure rose to 69 percent the next year and to
almost three-quarters by 1930 (Laux 1998, p. 129). Overall, concentrated
companies held 85 percent of the total nominal capital of all German AGs.
It is claimed that by 1927 virtually all of the 100 largest industrial enter-
prises had become concerns—many in the form of holding companies
(Siegrist 1980, p. 86). Independent, unlinked AGs had become the excep-
tion, while the concern had emerged as the norm (Pross 1965, p. 50).

Perhaps as a natural by-product of these changes in industrial organiza-
tion, managerial enterprises became prevalent in the mining, iron, and
metal industries and in the chemical industry. Managers dominated in the
biggest industrial enterprises regardless of sector. Of the ten largest indus-
trial enterprises with a nominal capital greater than 100 million marks—
Deutsche Erdol, Harpener, Vereinigte Stahlwerke, Mannesmann, Krupp,
Siemens, AEG, I.G. Farben, Burbach, and Wintershall—only Krupp and
Siemens remained entrepreneurial enterprises. The rest were already man-
agerial enterprises (Siegrist 1980, p. 88).

During the 1930s, implementation of managerial capitalism continued.
More and more, the leaders of enterprises were managers without a dy-
nastical background, and the founders or controlling shareholders re-
treated into the oversight role of supervisory board membership (Ziegler
2000, p. 46). Meanwhile, capital became increasingly concentrated and the
absolute number of AGs fell. In 1930 there were 10,970 AGs with a total
nominal capital of 24.2 billion RM, and in 1932 there were 9,634 AGs with
a total nominal capital of 22.3 billion RM. Fewer than 2 percent of these
AGs held well over half of the total nominal capital.

The Nazi Regime

The Nazi regime reinforced power relationships within concerns. Nazis
encouraged and assisted gentile founder families in retaining control over
their firms (Joly 1998, p. 111). In 1932, on the eve of the Nazis’ ascent to
power, the number of stock corporations stood at 9,634 (see figure 4.1).
With the government incentives instituted under the new regime, many
AGs went private and their numbers quickly dropped to pre-WWTI levels
(about 5,500 in 1938) and dwindled slightly after that. By 1943, 5,359 stock
corporations remained. For this period, data on ownership and control are
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Sources: Deutsche Bundesbank (1976 and various years); Deutsche Borse Annual Report
(1992); Statistisches Bundesamt (1989-95); DAI Factbook, May 2003 and June 2004.

still sorely lacking, and nothing very precise can be said as of yet.* One
thing is clear: the Nazi regime brought great turmoil to the German cor-
porate landscape and permanently altered the patterns of corporate own-
ership and governance. While they promoted private ownership, the Nazis
simultaneously pushed centralization of control in crucial industries. As it
was in so many other ways, the Nazi period was an exception to German
economic, political, and legal traditions, and one that would have contin-
ued ramifications for decades to follow.

The Postwar Years (1945-2004)

After the war, the AG regained favor among large firms. In 1957, 87 of
the 100 biggest companies in terms of business volume were AGs. Another
nine took on the GmbH form, and the remaining four remained in other
forms (Pross 1965, p. 52). More broadly, however, the effects of the war on
incorporation persisted. Whereas in 1943 there were still more than 5,000
stock corporations, the number fell nearly 50 percent to 2,627 by 1960—
approximately the level of the late 1880s.> Moreover, despite the rapid
growth of the German economy, the number of stock corporations contin-
ued to fall until 1983. The decreasing importance of this company form
can also be seen in the falling number of stock market listings over the same
period (figure 4.3).

4. Research efforts with new archival materials are underway and seem promising.
5. See the Deutsches Aktien-Institut (DAI) Factbook.

2004
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Data on share ownership in the direct aftermath of World War II are
scarce for West Germany, and the published figures from the Deutsches
Aktieninstitut go back only to 1960. Still, some broad patterns emerge.
Private households exited the stock markets: The percentage of house-
holds investing in the stock markets steadily declined. In 1950, over 46 per-
cent of all households held shares, but the number declined steadily until
quite recently. By 2000, just over 8 percent of the total German population
held shares. With the mini-boom of 2001, the number had increased to 15
percent of all German households—a level still low compared to the more
than a quarter of the U.S. population that held stocks. Strikingly, the pro-
portion of shareholdings of private households declined by the same pro-
portions: in 1950, private households held nearly half (48.6 percent) of all
shares, but by 1996, the number dropped to only 17 percent. Similarly, the
state decreased its holdings of corporate equity from 12 percent in 1960 to
3.9 percent in 1992.

As families and government decreased equity participation over the pe-
riod, nonfinancial firms became the dominant shareholders in Germany.
The proportion of shares held by nonfinancial firms increased from 18 per-
cent in 1950 to more than 41 percent in 1996. At the same time, financial
firms and foreigners, who held a total of 17 percent of shares in 1960, held
a combined share of 37.1 percent in 1992 (table 4.2).

Similar trends also emerge for unified Germany in the 1990s. Notably,
however, share ownership by nonfinancial firms dropped to 30 percent by
1998. Simultaneously, insurers and foreign shareholders increased their
shareholdings, along with a new group of institutions, investment funds.
Clearly, the importance of financial services firms versus all other types of
shareholders has grown. While in 1990 banks, insurers, and investment
funds held a combined share of 24.43 percent of all outstanding shares in
Germany, by 1998 that group’s share stood at 37 percent—an increase of
more than 50 percent. A closer look, however, reveals that the direct influ-
ence of the financial services sector over the largest companies does not
take the form of majority stakes.

Equity ownership in the 100 largest corporations in Germany has been
remarkably stable and remarkably concentrated in the 1990s. Out of the
100 companies with the highest value added, slightly more than half are
owned by one large shareholder. Another 16 to 21 percent of the sample
has moderately concentrated ownership: that is, there is no majority
owner, but less than half of the shares are dispersed. Less than one-third of
the firms have widely dispersed ownership (table 4.3).¢ In all but four of the
fifty-four firms with concentrated ownership, the majority stakeholders
were foreign investors, public entities, or a private individual, a family, or
an endowment.

6. See Brickwell (2001), p. 52, table 3.8.
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Table 4.2 Share ownership in Germany, 196098 (%)

West Germany, 1960-92

Nonfinancial Private
Year Banks Insurers companies households Public Foreign
1960 8.0 34 40.7 30.3 12.0 5.6
1965 7.5 3.7 39.3 30.6 10.0 8.9
1970 9.1 42 374 313 9.5 8.5
1975 9.7 4.2 42.1 25.1 8.9 9.9
1980 11.7 4.8 42.8 21.2 8.5 11.1
1985 11.0 5.8 38.8 225 7.5 14.4
1990 141 7.8 39.0 19.9 4.4 14.8
1992 149 9.0 41.4 17.6 3.9 13.2

Unified Germany, 1990-98

Private
Investment Nonfinancial (including

Banks funds Insurers companies organizations)  Public ~ Foreign
1990  10.29 433 9.81 41.68 17.23 3.71 12.95
1991  10.27 4.84 10.32 41.36 16.65 3.67 12.89
1992 10.23 5.42 10.41 42.90 15.99 3.66 11.40
1993 9.78 7.27 12.22 38.72 16.66 3.17 12.18
1994 9.40 7.57 11.82 40.87 15.76 3.53 11.04
1995 10.12 7.45 10.93 41.46 15.35 4.39 10.30
1996  11.05 8.96 10.79 37.54 16.00 3.75 11.91
1997 1093 11.28 14.50 30.46 16.61 2.86 13.35
1998  10.32 12.94 13.74 30.50 14.96 1.91 15.64

Source: Adapted from Ernst (2001, p. 18, table 2) and Ernst (2001, p. 19, table 3), citing Deutsches Ak-
tieninstitut (1996, S. FB_08.1-2f), Deutsche Bundesbank (1976), and for 1990-98 (unified Germany)
Deutsche Bundesbank (1999, S. 105).

This picture depends to some extent on the population of firms being ex-
amined, but the high concentration of ownership extends across a broad
size range of companies. Between 1993 and 1997, the largest share block
for large manufacturing firms averaged 81 percent. Even in the case of the
listed AGs, the biggest shareholder held a 53 percent stake on average
(Koke 2001, pp. 284-85). In stark contrast to the largest 100 firms, over 60
percent of manufacturing firms had another nonfinancial enterprise as
their largest shareholder (Koke, p. 285). However, Koke still argues that
cross-ownership is not widespread in the German manufacturing sector
and seems to be of minor relevance in Germany (p. 285).

The continuous downward trend in the AG population is consistent
with a fundamental economic force: the continued concentration of
industrial power. The simultaneous divestment by households and in-
creased investment by firms indicates that companies used stock markets
to accumulate shares in other corporations in order to establish capital
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Table 4.3 Ownership structure for the 100 largest German companies, 1988-98
Majority owner 1988 1990 1992 1994 1996 1998
Other top-100 company 1 2 0 0 1 0
Foreign investors 16 17 16 18 14 17
Public 13 8 11 13 13 13
Single investors, families,

endowments 21 23 19 17 19 18
Other 3 4 5 5 5 9
Companies with majority

ownership 54 54 51 53 52 57
More than 50% dispersed

ownership 28 30 29 29 27 22
No majority 18 16 20 18 21 21
Companies without

majority owner 46 46 49 47 48 43

Source: Adapted from Brickwell (2001, p. 52, table 3.8).

linkages.” This tendency then led to delistings and illiquid capital markets
as companies held on to sizable equity stakes in order to establish long-
term relationships. Attempts at revitalizing the stock markets in Germany
began to some extent in the 1980s and seemed to have some success by the
1990s. But the bursting of the new economy bubble within a decade effec-
tively reversed the positive trend, and the future prospects as of 2005 re-
main uncertain.

Clearly, the deconcentration efforts of the allies in the early aftermath of
World War II—in terms both of equity ownership and of industrial or-
ganization—failed generally over the long run. The capital stock concen-
tration of the AGs was higher than it had been before WWII, though other
organizational forms, especially personal enterprises, retained their im-
portance and position in the postwar economy. In 1950, the average AG
was bigger (average nominal capital in 1925 was 1.5 million RM; in 1957 it
was 10.3 million RM) and employed more people (1925: 307, 1950: 790)
than in former times, but the share of AGs of all German companies stayed
almost the same. For every thousand companies in 1950, just one took the
AG form. In the same year, over 90 percent of all companies—including
unincorporated firms—were owned by one or only a few owners (Pross
1965, p. 53).%

The ongoing concentration process in post—World War II Germany
emerged most prominently among the large, listed AGs. Among these
firms, concentration increased from the 1960s to the 1980s, and family
domination simultaneously declined (Iber 1985). Despite their loosening

7. See also Iber (1985) and monthly reports by the Bundesbank over the period.
8. Unfortunately, Pross does not give exact numbers.
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of ties, families and individuals remained important shareholders. Be-
tween 1963 and 1983, the percentage as measured by number and nominal
capital of corporations with majority shareholders increased at both the 50
percent and 75 percent thresholds. This concentration process slowed
somewhat toward the end of the period and appears to have begun to move
in the opposite direction at the end of the twentieth century.

Still, ownership remains relatively concentrated in Germany, and fami-
lies take prominent roles, particularly for nonfinancial firms, unlisted com-
panies, and smaller firms generally.” Nonfinancial firms also take a primary
role as block holders, and one can see a shift in the importance from fami-
lies as dominant shareholders to enterprises and banks starting by the *60s
and 70s (figure 4.4). There is also strong evidence that controlling owners
tend to be solitary.'

Alook at today’s firms shows the persistence of family ownership in Ger-
many and the impact it has had on accumulated wealth. Seventeen of the
twenty-one biggest German private fortunes (more than three billion DM
in the 1990s) derive from family-founded enterprises (Joly 1998, p. 29).!' Of
the 274,139 enterprises with more than two million DM business volume

9. See Faccio and Lang (2002) for comparisons across countries and Klein and Blondel
(2002) for in-depth evidence on Germany in particular (with comparisons to a parallel French
study).

10. See Faccio and Lang (2002) or Becht and Boehmer (2003).

11. Joly unfortunately does not indicate whether these fortunes derive from family enter-
prise foundations of the pre- or post-WWII period.
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in 1995, 3.1 percent were founded before 1870, and 12 percent between
1871 and 1913." In the first group, 74.5 percent are still family enterprises,
and in the second group, 72.1 percent are family owned. Thus, among pre-
WWI survivors, family ownership is key. Families did lose some impor-
tance in corporate ownership after the Second World War, but they remain
a significant force. Despite the decline in ownership by households gener-
ally, families or individuals are often dominant shareholders. That is, fam-
ilies are central to the ownership of many firms, but equity ownership is un-
usual among the population at large.

A large number of German corporations consistently have average own-
ership blocks well in excess of 50 percent, even in corporations listed on the
stock exchange. Blocks tend to be higher in smaller and unlisted firms. But
even in large and listed companies, large shareholdings are a common fea-
ture (see figure 4.5)."* These stakes are probably held for control purposes,
as stakes are clustered around important control thresholds of 25, 50, and
75 percent (Becht and Boehmer 2003). Because of the right to veto certain

12. It is assumed that during this period, apart from cooperatives (Genossenschaften),
nearly all enterprises were founded as (potential) family enterprises. Evidence comes from the
many personal enterprises cited in Klein (2000), p. 33.

13. See the evidence in Becht and Boehmer (2003), Faccio and Lang (2002), Iber (1985),
Klein and Blondel (2002), Koke (2001, 2003), and Lehmann and Weigand (2000).
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decisions, the 25 percent (blocking minority) and 75 percent thresholds are
crucial. In more than 80 percent of sampled companies, at least one share-
holder held a blocking minority in the years examined. Concentration also
increased during that period—all the more striking given the sampling of
large, listed firms, where one would expect greater ownership dispersion
(Iber 1985).

The estimates of the prevalence of pyramids vary across studies: Koke
(2002) finds that about half of the firms in his sample are controlled
through pyramids, while, for example, Gorton and Schmid (2000) find
much smaller numbers. Faccio and Lang (2002) also find that financial
firms use pyramids to exert control much more often than did private
households. These studies cover varying time periods and samples, making
it difficult to draw conclusions about the trends in the use of pyramids in
German corporate governance. It does appear, however, that the use of
pyramids has been far more common and extensive in the last few decades
of the twentieth century than it was before.

Overall, the patterns of corporate ownership suggest that, while owner-
ship dispersion progressed as expected up to the Nazi era, the tendencies
appeared to reverse from there up to the 1980s. Still, the most recent fig-
ures suggest a possible return to a pattern of gradual diffusion of owner-
ship. Thus, it may turn out that future economists will look back at the mid-
twentieth century as an aberration, rather than as a permanent trend away
from the previous situation.

4.2.2 The Role of Banks in Corporate Ownership

It is difficult to talk about corporate ownership in Germany without
dealing with the issue of control rights. Due to the phenomenon of proxy
voting, the ability of those with ownership rights to cede their control
rights to others, equity ownership is often separated from direct control;
likewise, many institutions that exercise control over nonfinancial firms
have no ownership rights over the resulting revenue streams. Owners of
German corporations very often turn over control rights to financial insti-
tutions in the form of proxy voting rights. Such proxy control over voting
rights grants banks direct participation in the selection of firm supervisory
board members and therefore indirect control over the choice of top man-
agement. Banks may actively pursue close and long-term relationships
with their client firms through direct connections with existing firm man-
agers and supervisory board members. They forge these formal links with
nonfinancial firms by gaining representation on firm supervisory boards
(Aufsichtsrdte) as well as through interlocking directorates more generally.

Historical Debates over the Role of Banks

Jeidels (1905) claims that “the power of the Great Banks is exercised via
the legal institution of the supervisory board, rather than through direct
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influence of financial strength” (p. 145, my translation).'* Gerschenkron
(1962) echoes Jeidels, saying that “through development of the institution
of the supervisory boards to the position of most powerful organs within
corporate organizations, the banks acquired a formidable degree of ascen-
dancy over industrial enterprises, which extended far beyond the sphere of
financial control into that of entrepreneurial and managerial decisions.”!’

According to these standard accounts, bank seats on supervisory boards
permit not just oversight, but also direct control over firms’ strategic deci-
sions. Such involvement arguably reduces uncertainty about borrowers,
mitigates risks of moral hazard or simple bad judgment, and facilitates
long-term lending through rolled-over current account credits.'® From this
perspective, formal relationships also make bankers willing to help firms
solve idiosyncratic difficulties and ride out general downturns. Felden-
kirchen (1991, p. 127) gives the example of Hoerder Bergwerks-und Hiitten-
verein, which, due to what Feldenkirchen argues was an exclusive relation-
ship with the Schaaffthausen’schen Bankverein (and the private banker
Deichmann & Co.), received crucial restructuring and survived a brush
with bankruptcy. There are as well negative interpretations of bank con-
trol, in which the universal banks are seen to have exploited their positions
of power to manipulate industrial firms to the banks’ advantage.!” At the
same time, however, researchers have uncovered convincing firm-level evi-
dence against the bank-power hypothesis for the prewar period.'

Evidence on Bank Ownership before World War 1

While there is no definitive, general evidence on ownership structure for
the pre-World War I period, ownership of nonfinancial firms by universal
banks can be examined. A prevalent notion in the literature on German
corporate finance is that universal banks hold significant equity stakes in

14. The Great Banks were the nine largest of the universal banks: Bank fiir Handel und In-
dustrie, Berliner Handelsgesellschaft, Commerz- und Discontobank, Deutsche Bank, Dis-
contogesellschaft, Dresdner Bank, Mitteldeutsche Creditbank, Nationalbank fiir Deutsch-
land, and A. Schaaffhausen’scheur Bankverein.

15. Wallich (1905), Riesser (1910), Schumpeter (1930), Whale (1930), Chandler (1990),
Tilly (1994), Calomiris (1995), and most others writing on the subject also emphasize this
point.

16. See Lavington (1921), Schumpeter (1930), Gerschenkron (1962, 1968), Kennedy
(1987), and, in the modern context, Mayer (1988). On current account lending, see the dis-
cussion in Pollard and Ziegler (1992), p. 21.

17. Hilferding (1910), a known socialist critic, energetically promoted such an idea. See also
Tilly (1994), p. 4, citing also Cameron (1961), Levy-Leboyer (1964), Tilly (1966), Marz (1968),
Kocka (1978), and Pohl (1982). See also Feldenkirchen (1979) and Kunze (1926).

18. See Wellhoner (1989), pp. 83-87, who, for example, shows that the bank representatives
on Phoenix’s board, yielding to pressure from other firms in the Steelworks Association, acted
as a lever for Phoenix competitors with the powerful industrialist Thyssen in the lead. Wessel
(1990) and Wengenroth (1992) also support the idea that bank power was waning (at least in
the steel industry) and that large firms were mostly independent of the universal banks, well
before 1900.
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firms and use these positions to exert influence over the firms’ decisions.
This idea has persisted for at least a century, probably from the second half
of the nineteenth century. The long-term holding of equities—indeed, any-
thing held at the closing of a fiscal year—will appear in the balance sheets
of banks. The size and variety of such holdings offer one way to assess their
importance relative to the other activities of the banks and to the economy
as a whole.

Although reporting laws were weak and vague in the pre-World War I
era, banks did book their securities holdings if they existed. Naturally,
there are reporting problems, and, according to such contemporaries as
the banker Jacob Riesser, banks did undervalue their securities in their fi-
nancial statements. Underreporting is most severe for industrial securities,
since the banks feared that investors would view large holdings of non-
financial shares as a signal of poor bank performance. Riesser (1911) ex-
plains that

excessive holdings of securities will be interpreted to mean either that the
times have not been propitious for the issue business of the bank, or that
it maintains excessive speculative engagements, or that it is involved to
an excessive extent in speculative transactions on its own account . . . or,
finally, that it has been unable to find sufficiently profitable employment
for its funds. It is for these reasons that a large proportion of the writing
off done by the banks occurs under the head of securities account. (pp.
402-403)

Thus, bank-held equity stakes are probably undervalued relative to
other financial assets in their balance sheets, and the extent of the misre-
porting is uncertain. The very fact that banks attempted to downplay their
stock holdings, along with Riesser’s contention that investors frowned
upon significant stake holding, suggests that the banks did not pursue eq-
uity holdings as part of an active policy of direct control of nonfinancial
enterprises. At least from the 1880s until World War I, banks seem to have
avoided holding large proportions of nongovernment securities over the
long term.

Corporate securities make up a small proportion of universal bank as-
sets. For the great banks, the holdings varied between 7 and 8 percent of
assets but did trend upward toward the end of the period."” For the whole
period, the nongovernment equity holdings of the great banks never ex-
ceeded 11 percent (see figure 4.6). The denominators of these series are
computed in real terms, since securities tended to be posted at book values.
Loans and cash assets turn over frequently within any year and therefore

19. Banks often held significant amounts of government securities as reserves. Because
these assets are unrelated to industrial finance, it is important to compare securities net of
government issues. Data sources aggregate government and nongovernment securities until
1912, so the figures for the years before that are estimated. See Fohlin (2006) for details and
additional results.
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Fig. 4.6 Securities as a share of real total bank assets, 1884-1913
Source: Fohlin (2006).

increase or decrease in nominal value along with the general price level.
Thus, as other assets inflate (deflate), the apparent proportion of securities
to total assets would decline (increase). The low levels of equity holdings
are surprising, especially considering the average contribution of the secu-
rities business to the overall revenues of the universal banks.

Because these figures aggregate all nongovernment securities holdings,
they include many stakes that the banks did not intentionally take as part
of their investment strategy. In fact, a significant portion of the total in-
vestments by universal banks arose out of their involvement in underwrit-
ing consortia (or syndicates). Therefore, some shares remained on the
banks’ books only because the banks did not place the shares or due to the
fact that the underwriting process crossed into the next business year (see
figures 4.7 and 4.8). The subset of nongovernment securities not held as a
result of underwriting syndicates thus gives an approximation of the pro-
portion of assets that universal banks may have held as nongovernment se-

curities, had the universal banks been organized more like specialized
commercial banks.?

20. Nonsyndicate securities were estimated using a method similar to that described for
nongovernment securities. See Fohlin (2005) for further details.
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Fig. 4.7 Securities as a share of real total bank assets, provincial banks,
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Source: Fohlin (2006).

Consortium-related holdings by the great banks increased steadily
throughout the boom in joint-stock founding of the late 1890s and reached
a prewar peak in the years just after the stock market crisis of 1900-1901.%!
Decline continued as the market improved, and holdings increased slightly
after the 1907 stock market crisis. In 1909, syndicate securities holdings
reached their lowest point in the twenty-five years of available data.??
Smaller banks and provincial banks held even fewer total equity stakes
than their Berlin-based counterparts throughout the period, and the
provincial banks steadily lowered those holdings, relative to their other as-
sets, from the early 1890s until sometime around 1905. Relative to other as-
sets, the provincial banks also held far smaller proportions of syndicate

21. The rapid increase in joint-stock share capital following 1901 stemmed from an increase
in the average nominal share capital of firms, while the upward trend of the 1890s related pri-
marily to a rising number of companies.

22. In the run-up to World War I, universal banks markedly increased their holdings of syn-
dicate securities. After the onset of the war, the great banks’ syndicate holdings declined dra-
matically as a share of bank assets—from 8 percent in 1914 to 3 percent in 1919. Perhaps con-
trary to intuition, the decline is not primarily accounted for by crowding out by government
securities. Government securities holdings did increase in the early years of the war, but all se-
curities holdings declined steadily after the war.
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securities than did the great banks. Only in the couple of years before
World War I did the smaller banks substantially raise their syndicate hold-
ings, though it is impossible to say from aggregate data whether the in-
crease stemmed from greater participation in underwriting or simply less
success in placing underwritten securities. Much of the difference likely
stems from the proximity of the largest universal banks to the major secu-
rities markets (particularly Berlin) and the relatively stronger involvement
of the great banks in large, more diffusely held firms. The fact that syndi-
cate holdings crowded out other types of equity holdings suggests that the
corporate relationships of the great banks via equity stakes were often
nonexclusive. By definition, the consortium holdings represented partici-
pation within a larger group of banks. So, while the great banks likely en-
gaged in long-term relationships with many of the firms whose shares they
helped issue through syndicate participations, those relationships were
clearly multilateral.

The data so far also do not reveal anything about the magnitude or du-
ration of individual relationships, since aggregate figures provide no clue
to the identity of the firms, the value of shares, or the length of their inclu-
sion in a bank portfolio. To gain this sort of insight, we would need to look
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at the portfolios of individual banks, and those data are sparse and incom-
plete. When we patch together the available data on two of the largest
Berlin banks, interesting patterns emerge. Between 1852 and 1900, Dis-
contogesellschaft (DG) reported total equity holdings of between zero and
35 percent of assets. While the bank’s holdings fluctuated markedly
throughout the last half of the nineteenth century, the proportion of secu-
rities followed a generally downward trend toward the end of the period.
From its founding in 1852 through 1855, DG held no securities among its
assets. Thereafter, the bank acquired substantial interest in securities, but
a quantitative breakdown of securities 1856 to 1865 indicates that two min-
ing companies accounted for the major share of DG’s industrial holdings.
Shares in the two firms, Heinrichshiitte and Bleialf, amounted to around
11 percent of assets for most of the period in which the bank held the
shares.

Dabritz (1931) provides an account of the bank’s involvement with these
firms and indicates that such direct participation arose out of the bank’s
abortive plan to convert the firms into joint-stock companies. In one case,
the bank bought an iron mining company in 1857 and invested heavily in
the expansion of production capacity, but the firm immediately faced rap-
idly falling iron prices and profits. During the several years of low returns
the bank’s shareholders constantly criticized management for the misstep
(Débritz, p. 105). The other two firms presented similar problems for DG,
and the bank was forced to hold their shares until they could extricate
themselves in the more favorable market of the late 1860s and early 1870s.
Other than these three companies, the bank’s holdings of industry stocks
amounted to between zero and 3 percent of its assets for the years in which
disaggregated data are available (1852-65). Thus, it can hardly be argued
that even the early activities of the great banks involved extensive, direct in-
volvement in industrial companies.

Although the disaggregated data for DG run out before the second wave
of the German industrialization hit its peak, the story can be picked up in
the 1880s using evidence from another of the great banks. Darmstadter
Bank (BHI) published unusually detailed accounts of its securities hold-
ings, and Saling’s reproduced the information in its series on Berlin-listed
companies.? It is clear from the available data that holdings of industrial
shares amounted to less than 1 percent of BHI’s assets for most of the
1880s and *90s and that, even at its peak, the ratio of industrial shares to
assets only reached 1.3 percent, in 1882. Including railway and real estate
shares, the total of nonbank equity shares probably reached only 4 percent

23. Unfortunately, Saling’s only began publishing in 1876, and the volumes before 1882 are
scarce. Also unfortunate for this analysis, they stopped publishing details of securities hold-
ings in 1899.
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of assets. When bank shares are included, the total rises to no more than
6.5 percent. It should be underscored that the earlier numbers are esti-
mated based on the ratio of industrial shares to total securities for the pe-
riod in which both types of data are reported (1896 and 1897). The pro-
portion of assets held in industrial, railway, or bank shares for those years
peaked at 3.7 percent. Thus, only if BHI held a significantly greater part of
its securities in the form of bank shares in the 1880s than in the 1890s (un-
likely, given that the concentration of banking accelerated in the 1890s)
would 6.5 percent be an underestimate. These data provide further support
for the notion that the great banks invested a relatively small portion of
their portfolios in the equity of industrial firms.

Bank Stake Holding in the Postwar Era

Given the often heated discussion about bank power and influence in
Germany, the available evidence on banks’ equity stakes is surprising:
along with the state, financial enterprises hold the fewest large share-
blocks in manufacturing firms.?* Franks and Mayer (2001) report similar
results for a sample of 171 large industrial companies in 1990—neither
banks nor insurance companies held a stake of 50 percent or more in any
of these companies. Moreover, only in 5.8 percent of all cases did a bank
hold a stake that was both larger than 25 percent and at the same time the
largest stake in the respective companies. For insurance companies, this
figure drops to 1.8 percent, compared with 20.5 percent for family groups
and 27.5 percent for domestic (German) companies.?

According to Brickwell (2001), in the 1980s and ’90s, banks and insur-
ance companies only owned stakes larger than 5 percent in those compa-
nies from the “Top 100 that did not have a majority stakeholder. There
were forty-three companies that fell into this category in 1998 (table 4.3),
and banks and insurance companies held stakes in twenty-eight of those
(65 percent). In 1980, banks and insurance companies held stakes in 23 of
the 100 major companies. This figure rose to 35 in 1996, before falling back
to 25 in 2000. Nearly 90 percent of those investments in equity stakes are
made for the long run, with one-third being older than twenty years. Fi-
nally, approximately 85 percent of all investments in the “Top 100” are
stakes between 5 and 25 percent, and holdings larger than 25 percent have
been scaled back since the mid-1980s (table 4.4). In 1990, the thirty main
banking institutions—the ten largest private banks, the public banks, and
credit cooperatives—held a total of 202 direct stakes (172 firms) and 276
indirect stakes (236 firms) among all capital companies (AG and GmbH

24. Data are from Koke (2001). See Adams (1994, 1999), Baums and Fraune (1995), and
Kaserer and Wenger (1998) on the power of banks.

25. Yet Santucci (2002, p. 513) asserts: “In sum, due to their unique position as equity hold-
ers, banks and financial institutions are in a position to substantially control German com-
panies.”
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Table 4.4 Shareholder structure by type and legal form: Largest share block (%)

GmbH  Nonlisted AG  Listed AG ~ Weighted average®

1 Dispersed shares (%) 14.75 19.21 37.70 20.65
2 Individuals (%) 2.83 11.78 10.60 6.39
3 Nonfinancial firms (%) 67.92 58.81 41.18 60.25
4 State (%) 2.80 1.59 0.83 2.13
5 Financial enterprises (%) 0.18 0.42 3.81 0.98
6 Foreigners (%) 11.53 8.19 5.88 9.61
Total 100.00 100.00 100.00 100.00
No. of observations® 3,357 1,197 1,207 5,788

Source: Koke (2001, p. 276 table).

Notes: Type refers to the largest shareholder that is classified as having voting power using the
Cubbin and Leech index. All firms with no large shareholder (just dispersed shares) or those
having no large shareholder with voting power using the Cubbin and Leech index are classi-
fied as dispersed.

Including KGaA.

*The KGaA is not reported here as a separate category because the number of observations
is only 27.

form; Haas 1994, pp. 32-33). Averaged over the thirty banks, this sum
amounts to fewer than sixteen stakes (fourteen firms) per bank. Moreover,
the affected firms represent a small portion of the overall population of
firms, since there were 2,682 AGs and 433,731 GmbHs in Germany at the
time (Haas, p. 38).%¢ From this study, one can also see that banks have held
a handful of majority stakes, but only in smaller companies: 21.1 percent
of all stakes of these thirty banks were larger than 50 percent, while nearly
13 percent were higher than 75 percent, but the target companies were not
the large, listed share corporations (Haas, pp. 32-33).

The current level of bank shareholdings in nonfinancial firms remains
comparatively low. In 2002, the German government abolished capital
gains taxes in a widely publicized effort to encourage banks to divest them-
selves of equity stakes. Given the lack of major holdings, it should come as
no surprise that banks have not sold large amounts of shares. More
broadly, the trend toward disentangling the dense business webs in Ger-
many began before the tax changes took effect. Wojcik (2001), for example,
finds that ownership became more dispersed between 1997 and 2001. At
the same time, firms started to dissolve cross-holdings, and financial insti-
tutions reduced their block holdings. The decline of bank involvement ap-
pears particularly pronounced compared to that of individuals and fami-
lies as well as nonfinancial corporations (Wojcik, p. 15).%7

26. The affected firms represent 3.62 percent of all AGs and KGaAs and 0.06 percent of all
GmbHs. Since there are other banks not considered in the sample, the total proportion of
companies with bank-held stakes is likely somewhat higher.

27. See also Beyer (2002), who finds similar patterns.
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A look at the latest annual reports of the leading German banks con-
firms this general notion: even though all banks have myriad stakes in
other, often unrelated companies, these are rarely significant, and overall
the participation makes up much less than 5 percent of respective assets. In
1998, the ratios of stakes (market value) to total assets were 4.20 percent
for Dresdner Bank, 3.92 percent for Deutsche Bank, 2.65 percent for Hypo-
Vereinsbank, and 0.49 percent for Commerzbank (Brickwell 2001, table
3.9).2 The figures on equity shareholding for the last few decades mirror
those of the largest banks a century ago. Taken together, the empirical ev-
idence seriously undermines the claim that big finance currently runs Ger-
many’s economy via its equity stakes. Contrary to commonly held beliefs,
and excepting an active presence in a few firms, banks tend not to hold
dominant stakes. Thus, the domination of corporate ownership by banks
is just as much a myth for present-day Germany as it was for the industri-
alization period.”

4.2.3 Patterns of Corporate Control

The available evidence on corporate ownership suggests that bank
stakes in German firms are generally small and have been significant only
during unusual episodes. The scant evidence available for the pre—World
War I period indicates that firms did not own large stakes in other firms,
but such stakes are quite common in recent experience. With or without
ownership stakes, banks and firms may still wield substantial control over
corporations, either through proxy voting of shares or through seats on su-
pervisory boards (Aufsichtrat).

Interlocking Directorates

Evidence on Interlocking Directorates before World War I. As with the idea
of bank equity stakes, the practice of interlocking directorates—the place-
ment of individuals on multiple boards of directors—has always played
a prominent role in the historical accounts of the German industrializa-
tion. The institution arose to a substantial extent in the last quarter of the
nineteenth century. Before mid-century, when few share companies ex-
isted, there were too few firms with formal boards of directors to permit
substantial interlocking. As restrictions on chartering stock companies
relaxed around 1870, however, and after the 1884 promulgation of regu-
lations requiring stock companies to form supervisory boards, the

28. These are the four leading banks in Germany.

29. There is some evidence, however, that banks largely control themselves through cross-
shareholdings and have thus effectively managed to shield themselves from outside influ-
ences. See Brickwell (2001), pp. 60-65 and Adams (1994), p. 151. See also Boehmer (2000),
p. 117 for a critical view on the role of banks in corporate takeovers; Jenkinson and
Ljungqvist (2001), pp. 430-31, for a more favorable view of banks aiding nonfinancial firms
in equity stakebuilding; and Koke (2002) for related arguments and a more extensive discus-
sion of block trading in Germany.
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foundation was set for formalized relations among firms and between
banks and firms.

Using data on share companies listed on the Berlin stock exchange,
Fohlin (1999b) shows that German corporate governance forms changed
considerably during the German industrialization period—particularly
during the last twenty years of the nineteenth century. The data demon-
strate marked growth in the formalized interaction between banks and in-
dustrial firms between 1882 and 1898, indicating that interlocking direc-
torates grew along with industrial enterprises and became widespread
among Berlin-listed companies only during the last stages of industrializa-
tion. These interactions involved many third-party relationships, in which
one individual sat on the supervisory board of both a bank and a firm. The
placement of bank directors on industrial firm supervisory boards was
considerably less common and likely did not grow substantially over the
period.

The historical evidence shows that some of the apparent relationships
between banks and firms may have been merely coincidental, suggesting
the importance of interlocking directorates between and among nonfinan-
cial firms. Indeed, over half of joint-stock firms in existence in 1904 had at
least one board member (either supervisory or executive) in common with
a Berlin-listed nonfinancial firm.3® Nearly 22 percent of these firm-linked
companies had no board interlocks, either direct or indirect, with a bank,
and one-third had no banker sitting on their supervisory boards. Of those
with bankers on their boards, almost half had only a private banker—not
one of the joint-stock universal banks. In other words, the practice of in-
terlocking directorates extended well beyond the placement of bank direc-
tors on company supervisory boards. Many firms intertwined their gov-
ernance structures with one another, making the involvement of the
universal banks just one part of an overall system of shared corporate gov-
ernance.

Table 4.5 gives a breakdown of the various types of board relationships
in a group of nonfinancial share companies from 1895 to 1912, the subset
of the industrialization period in which formal banking relationships were
most widespread. Even in this later part of industrialization, only two-
thirds of the sampled firms fall into the attached category, combining all
types of bank relationships.?' Closer to half of the firms had a bank direc-
tor sitting on their supervisory boards, and 40 percent of these positions

30. See Fohlin (1997). The firms were randomly sampled from all joint-stock firms in exis-
tence in 1904, and their supervisory board members were compared with a list of all board
members of all Berlin-listed corporations (Adressbuch der Direktoren und Aufsichtsratmit-
glieder).

31. The three main types are bank director on firm supervisory board, firm director on
bank supervisory board, and concurrent membership of one person in both a bank and firm
supervisory board. Occasionally, we see a fourth type, in which one individual sits concur-
rently in the directorates of a bank and a firm.
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Table 4.5 Interlocking directorates by type, 1895-1912

Variable Definition Number  Mean (%)
ATT Any type of attachment 3,347 67.07
V2AR Bank director sits on firm supervisory board 2,684 52.56
GBV2AR Great bank director sits on firm supervisory board 612 11.98
ARAR Joint member of bank and firm supervisory boards 2,268 44.41
ARARonly  Joint supervisory board member; no V2ZAR 584 11.40
AR2V Firm director sits on a bank supervisory board 265 5.19
V2v Firm director is also bank director 107 2.10

Source: Fohlin (2005).
Note: There are 5,107 observations (firm-years).

Table 4.6 Firms with bank directors as supervisory board chair or vice-chair
Bank chair
Chair Vice-chair Chair or vice-chair  OF vice-chair
(% of firms
Frequency Percent Frequency Percent Frequency Percent with V2AR)
No bank 5,050 86.31 5,258 89.86 4,582 78.31
Private bank 253 4.32 178 3.04 410 7.01 36.5
Provincial bank 414 7.08 264 4.51 603 10.31 48.3
Great bank 48 0.82 54 0.92 100 1.71 259
Provincial and
great bank 86 1.47 97 1.66 156 2.67 49.6
Total 5,851 100 5,851 100 5,851 100

Source: Fohlin (2005).

(19 percent of the sample overall) were held solely by private bankers. A
similar number of firms had provincial bank directors, and no other
bankers, on their supervisory boards. Only 12 percent of joint-stock firms
received representation from a great bank—one of the top nine banks—
and that number is even smaller among the top four banks, the so-called
D-banks: Deutsche, Dresdner, Darmstadter, and Disconto. In his 1911
treatise on the German universal banks, Jacob Riesser gave a list of all
joint-stock companies with great bank directors on their boards. That list
contained 171 industrial firms (that is, not counting railroads and com-
merce), which would have amounted to less than 5 percent of all joint stock
firms in the relevant sectors.

The numbers decline further when considering bank control of the lead-
ing positions in nonfinancial firm supervisory boards. The chair (Vorsitzen-
der) and vice-chair (stellvertretender Vorsitzender) of the supervisory board
typically maintained the most control over the policy agenda of a firm.
Thus, a banker in such a post might have wielded more power than he could
as an ordinary member. Table 4.6 tabulates the frequency of such positions
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in the current sample and indicates that less than 22 percent of firms had a
bank director as chair or vice-chair of their supervisory boards. That figure
drops to less than 14 percent of firms when considering only chairmanships.
In other words, in fewer than half of the cases in which a banker sat on a firm
supervisory board was the banker in one of the top two posts. The provin-
cial banks naturally held the most chair- or vice-chairmanships (10 percent
of the sample), but the private bankers were close behind (7 percent of the
sample). The great banks held relatively few chair or vice-chair positions,
amounting to less than 5 percent of the full sample and less than 2.5 percent
when considering only chairmanships. Compared to the smaller banks, the
great banks were also less likely to hold the top positions among the firms
on whose boards they sat: 26 percent of board seats for the great banks,
compared with 48 and 37 percent of board seats for provincial and private
bankers, respectively. In the cases of dual provincial and great bank direc-
tors, the figures fall in line with the provincial banks (50 percent of such
board members were chairs or vice-chairs). Extrapolating to the full popu-
lation of German industrial firms, these figures indicate that directors of the
nine great banks chaired the supervisory boards of fewer than 100 German
nonfinancial firms in the last two decades before World War L.

Although historians and contemporaries clearly underscore the perva-
siveness of bank-firm relationships through interlocking directorates, the
older literature does not explicitly reveal how or why these relationships
emerged. Still, several hypotheses can and have been used to explain the de-
velopment of formalized banking relationships and how these links may
have benefited the German economy during the later stages of industrial-
ization. Most of these hypotheses emphasize the amelioration of informa-
tion problems for banks by screening firms before providing finance (ex
ante monitoring), keeping watch over the firm’s activities and results (in-
terim and ex post monitoring), or affixing a seal of approval to signal in-
vestment-worthiness. Positions on firm supervisory boards are thought to
have allowed banks access to and influence over strategic planning and in-
vestment decision making, thus facilitating the transfer of entrepreneurial
expertise to firms. Theoretically, then, the intervention of bankers leads to
better decisions by firms and outside investors, less incentive for credit ra-
tioning, and larger potential markets for new securities, especially equity,
issues.*

The evidence on bank board seats clearly shows that firm characteristics

32. See Aoki (1988) on various types of monitoring and Diamond (1984) for a theoretical
model of delegated monitoring. On credit rationing, see Stiglitz and Weiss (1981). In the
framework of asymmetric information theory, all bank relationships are essentially the same;
there is no a priori reason to assume that smaller, provincial universal banks resolve infor-
mation problems better or worse than their Berlin counterparts. But since the data allow
differentiation among the types of banks represented on firm boards, Fohlin (2006) uses a cat-
egorical variable to investigate possible systematic differences among private bank, provincial
bank, great bank, and joint provincial and great bank attachments.
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vary markedly depending on the type of bank considered.** This finding, in
itself, indicates a lack of generality of the hypotheses laid out. Differences
in bank size and location help determine relationships with industrial
firms. Even within specific bank categories, the results demonstrate little
support for the traditional hypotheses: investment, profits, and income
growth should all positively predict bank board memberships, but in fact
they do not. Among listed firms, dividend-adjusted stock returns are also
statistically insignificant.>* The insignificance of investment and income
growth casts doubt on all three hypotheses, while the results for profitabil-
ity undermine the consultancy hypotheses most specifically. At least, it is
safe to conclude that, if universal banks were providing advising, their im-
pact in the areas one would consider most important (such as profits) was
small. Certain other variables are significant in some cases but not others.
For example, financial asset level (normalized by total assets) negatively
predicts board participation by private banks and provincial banks as an-
ticipated but provides no statistical power for great bank or combined at-
tachment. Age, also expected to relate negatively to attachment, is only sig-
nificant and negative for provincial banks.

Debt-equity ratios are more difficult to forecast due to conflicting impli-
cations of the hypotheses. Curiously, high levels of debt finance positively
predict supervisory board membership by a provincial bank or a great
bank, but not for private banks alone. The coefficient of debt-equity ratio
is positive for combined bank affiliation, and the level of significance only
falls slightly short of 10 percent. Thus, while it is not a strong predictor of
combined attachment, debt finance is clearly at least a weak factor. Size is
included as a control variable, and it strongly predicts board membership
by all but the provincial banks. Even for provincial bank affiliation, size ob-
tains a positive coefficient—but it is statistically weak. It is not surprising
that the largest banks should attract the largest customers, so one would
expect that among attached firms, the largest ones would affiliate with the
great banks and the smaller ones with the provincial banks. It is less clear,
however, that size should be closely tied to attachment in general or at-
tachment to the private banks (in most cases much smaller than their joint-
stock counterparts) in particular.

This finding does point up the connection between many of the private
bankers appearing on corporate boards and the great banks. As the fore-
runners and often founders of the universal banks, an important subset of
private banks was intimately tied to various joint-stock universal banks.
Some clearly maintained those links, often sitting on incorporated bank
supervisory boards for many years. The most powerful of the private

33. Fohlin (2006) reports multinomial logit coefficient estimates, where the dependent vari-
able is V2AR —the direct measure of bank attachment.

34. The inclusion of stock returns obviously limits the sample to listed firms and therefore
reduces the number of observations by about two-thirds to three-quarters.
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bankers were likely those associated with the largest banks, primarily the
Berlin-centered great banks. Such an explanation for the connection be-
tween size and private bank board memberships therefore hints at the im-
portance of location and prestige, in addition to bank size, in determining
board memberships. So, for example, though private banks on their own
were too small to fully underwrite securities issues for the largest firms,
they participated in underwriting syndicates with other banks and gained
access to corporate boards in this manner. The findings on size therefore
lead naturally to the question of stock market listings and the role of uni-
versal banks in the securities markets.

Stock market listing is the only variable that provides consistent and sig-
nificant prediction of board membership for all types of bank affiliations,
though the magnitude of the effect varies depending on the type of bank
involved. The probability of the various sorts of bank board membership
differs markedly depending on whether or not a firm is listed on a stock ex-
change, even controlling for all the other factors that relate to bank rela-
tionships. For example, unattached firms comprise nearly half (48 percent)
of the overall sample of firms, but among unlisted firms that share is 61
percent. After controlling for the other relevant factors, however, the ad-
justed probability of being independent given that the firm is unlisted is 53
percent. In contrast, listed firms have a 30 percent adjusted probability of
being unattached, compared to a 26 percent unadjusted probability. These
figures mean that, even when controlling for other firm characteristics, the
chance of being unattached is 23 percentage points lower assuming a stock
market listing than not (about a 75 percent reduction in the likelihood of
independent status). In contrast, the probability of attachment rises be-
tween 3 and 9 percentage points, depending on bank type, when a hypo-
thetical firm changes from unlisted to listed. Given the relatively low like-
lihood of having a great bank on an unlisted firm’s board (about 9 percent,
controlling for other factors and including those with combined attach-
ment), the increase due to stock market listing represents a doubling of the
probability. In comparison, the adjusted probabilities of private bank or
provincial bank board membership rise less with listing status, but still in-
crease by over one-third (17 to 25 percent for private bank attachment and
20 to 27 percent for provincial bank attachment).

The strong significance of listing suggests that bank board memberships
were at least partly related to securities issues and trading. Such an expla-
nation is very plausible for a number of reasons. By the end of the nine-
teenth century, companies wishing to gain admission to a German stock
market were subject to several preliminary requirements, not least of which
was the stipulation that the firm’s share capital be fully paid up.* This reg-

35. See chapter 8 in Fohlin (2006) on the stock markets and their place in the overall cor-
porate financial system in Germany.
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ulation alone likely necessitated the engagement of a universal bank, and,
having underwritten the new securities, that bank would have acquired
some portion of the issued shares, and sometimes more than the bank
could place with investors. Banks often joined forces to underwrite large is-
sues, and larger firms naturally would have required a greater number of
banks in order to keep each individual stake constant. Under such cir-
cumstances, the firms with the highest share capitals would be the most
likely to end up with supervisory board representation from multiple
banks.

In addition to their underwriting and placement activities, universal
banks were actively engaged in the brokerage business. The extensive trad-
ing of securities through the banking system likely provided further op-
portunities for banks to hold firm shares. Furthermore, since the universal
banks maintained extensive networks of commercial clients, retaining a
universal bank may have allowed firms to reap the benefits of network ex-
ternalities. Bankers not only created their own secondary markets in listed
shares, but they also became fully ensconced in the governing bodies of the
stock exchanges. As the gatekeepers of the German capital market, there-
fore, the universal banks gained easy access to a broad range of securi-
ties—particularly those that were listed.

Finally, it is also possible that firms made their way into bank networks
because they were already listed or about to become so. Since the Reichs-
bank accepted as collateral only securities listed at a German bourse, such
issues may have been in turn more likely to be accepted as collateral by uni-
versal banks.’® A bank may have then exercised influence in the choice of su-
pervisory board members of the firms whose shares the bank held as collat-
eral, particularly when shares were owned by small, outside stakeholders.

Modern Patterns of Interlocking Directorates. In the past few decades, de-
bates have continued over the placement of bank employees in the supervi-
sory boards of nonfinancial firms. Some argue that bank employees were
considered able monitors and that it was merely coincidental that bank em-
ployees were appointed to supervisory boards; others claim that banks sent
employees to supervisory boards in order to better monitor their credit en-
gagements and to position themselves to sell additional financial services
and perhaps to influence corporate policy in favor of other companies in
which the bank held a stake.’” Contradicting the more activist theories of
board membership, Hopt (1996a) argues that banks already had any neces-
sary access to customer financial information by virtue of disclosure re-
quirements stemming from the credit relationship itself, as well as from par-
ticipation in the firms. A similar perspective sees these personal linkages as

36. See Engberg (1981).
37. See Bohm (1992), p. 186.
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ways to build cooperation among firms in order to minimize risk and un-
certainty (Schreyogg and Papenheim-Tockhorn 1995, p. 205).3®

Twenty years ago, the view predominated that banks actively pursued
board seats in an effort to exert control over corporations in which they were
interested. One study, covering the 1960s and ’70s, found that the banks held
seats (mandates) in all branches of industry and had gradually shifted focus
to mandates in larger corporations by 1978 (Albach and Kless 1982, p. 977).
This move arguably demonstrated a new strategy of quality over quantity:
gaining power in the most important firms rather than via a large number
of mandates with smaller industry players (Albach and Kless, p. 977).

More generally, board members usually hold only one mandate at a
time, at least among the relatively large German firms. In a 1989 sample of
492 such companies, having a total of 7,778 members in their management
(2,061) and supervisory (5,717) boards, the vast majority of representatives
(86 percent) had only one mandate.* Still, there was a substantial share of
representatives who did hold multiple seats and therefore created inter-
locking directorates. Indeed, in this particular sample, 14 percent of the
people holding seats in these firms accounted for one-third of all mandates
in the companies, and a small handful held upward of ten to twelve seats
apiece (Pfannschmidt 1995).

It also appears that bank relationships last, or they did at least in the
1970s and ’80s. Banks at that time seem to have maintained purposeful and
stable linkages with firms. For example, out of a sample of 56 of the largest
500 Kapitalgesellschaften in 1987, almost all of the bank board positions
between 1969 and 1988 exceeded personal ties held by one individual bank
employee and appeared to represent intentional moves to build lasting
relationships (Schreyogg and Papenheim-Tockhorn 1995, p. 223).4° Once
again, though, the big-three banks were the main participants in these
partnerships, holding forty-nine out of sixty-six stable linkages maintained
by the top fifteen banks (Schreydgg and Papenheim-Tockhorn, p. 223).

Even among the largest 100 firms, the proportion of mandates held by
bankers has fallen gradually since the late seventies—from 8.6 percent in
1978 to 6.4 percent in 1996 (Bokelmann 2000). Still, even among these
large companies, the banks held relatively few board seats—never more
than 15 percent of any board (Béhm 1992, pp. 194-95).4' And most banks
do not engage actively in these relationships. Half of the bank-held posi-

38. Tradition might also explain the reappointment of the same bank to a vacated seat.

39. Pfannschmidt (1995), whose sample includes 492 big German companies as of Decem-
ber 31, 1989 (consisting of the FAZ-list of the hundred biggest companies and companies out
of the Bonner Stichprobe database).

40. Intent is evidenced by the new appointment of individuals from a given bank when a
previous representative from that bank left a firm’s supervisory board.

41. Size is measured by revenue as of 1986. Half of the mandates are elected by labor, which
automatically halves the number of seats available to bankers. At the same time, this power-
sharing arrangement may lessen the banks’ influence via the supervisory board seats.
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tions traced back to just two banks—Deutsche and Dresdner—with
Deutsche holding twice as many as Dresdner.

Banks have also decreased the number of firms on whose supervisory
boards they sit. In 1986, over two-thirds of the top 100 firms, and 43 of the
top 50, had bankers on their boards. The Deutsche Bank alone sent repre-
sentatives to 40 of the top 100 (in 1980). By 1990, that figure was down to
35 firms, while in 1998, it had dropped to 17 of the top 100 firms. Deutsche
Bank and Allianz, two of the primary participants in board representation,
have enacted clear plans to dissolve their formerly strong and thick ties
with German companies— Deutsche, in particular, announced in March
2001 that members of the bank would no longer take up supervisory board
chairmanships (Aufsichtsratsvorsitze; Beyer 2002).

If we constrain the pre-World War I sample to the largest firms—taking
the top 10 percent by total assets, for example—the results are quite simi-
lar to those for the 1990s: approximately one-third to one-half of these
large and mostly listed firms had one or more of the great banks repre-
sented on their supervisory boards, depending on the year in question.
Thus, it is clear that banks, most noticeably the largest ones, have always
taken an active interest in corporate control, especially of the largest firms.
The latest swing away from board representation can also be placed in this
much longer perspective and thereby be seen as a historical low point.

Proxy Voting

Direct ownership of shares accounts for only part of the networking
between universal banks and industrial firms. As the first part of this chap-
ter indicates, universal banks owned significant stakes in relatively few
firms—quite clearly a smaller set of firms than those on whose supervisory
boards they held seats. Bankers must have entered boards by other means,
and one important avenue for such bank access is proxy votes—votes en-
trusted to the bank by the actual owner of the share.

Proxy Voting before WWI. Given their involvement with the placement of
new issues, their provision of safe deposit services, and their lending se-
cured by stocks, the universal banks would have been the logical parties to
take an investor’s proxy votes. Indeed, many investors would have seen
proxy voting by banks as a valuable service. Having acquired voting power
in the general assembly (Generalversammliung), the bank could directly in-
fluence the selection of supervisory board members and thereby indirectly
influence firm management and strategy.

Unfortunately, it is difficult to test this hypothesis. As with direct own-
ership data, hardly any data exist on proxy voting in Germany before 1913,
though qualitative evidence and descriptive accounts suggest that it was
common.* It may be possible to provide additional insight into the matter

42. Some new efforts are underway and could clarify some of these issues.



The History of Corporate Ownership and Control in Germany 255

with the current data, but several assumptions must be made. For example,
if small stakeholders felt less compelled to vote their own shares than did
those with large stakes, then small shareholders would have been more
likely to deposit their shares and turn over their voting rights to a univer-
sal bank. According to this reasoning, closely held firms—firms whose cap-
ital was held by a small number of large shareholders—would experience
less proxy voting than would widely held firms. As a result, the dispersion
of capital ownership would increase the likelihood of accumulation of
board seats by universal bankers.** The same customers who facilitated
securities issues by a firm, therefore, may have been the main suppliers of
proxy votes to universal banks.

Based on this reasoning and on data availability, figures on the number
of shares issued substitute for dispersion of ownership. While it is hardly a
perfect measure of dispersion, the number of shares outstanding does offer
valuable information. For a given share, as the number of shares declines,
the value of each share relative to total capital increases. If shares are indi-
visible, the number of shares outstanding represents the maximum number
of shareholders in a firm.* Clearly, it is possible that firms with large num-
bers of shares were closely held, yet firms with relatively few shares out-
standing are more likely to have been closely held. In the sample assembled
by Fohlin (2006), share prices fall in a narrow range, regardless of attach-
ment status, and therefore the number of shares issued is highly correlated
with total assets, share capital, and net worth (96 to 98 percent). The stock
of fixed assets is slightly less highly correlated with the number of shares
(90 percent), making it the best available control for firm size.

The number of shares outstanding is the only variable that strongly pre-
dicts broadly defined bank affiliations of all types.** Several other variables
(size, stock market listing, debt-equity ratio, age, and financial assets) also
help explain multiple broad attachments. Beyond the industry sector, how-
ever, only number of shares helps predict broad attachment with a single
category of bank (either a provincial or a great bank). The strong, positive
relationship between the number of shares in circulation and broadly de-
fined bank affiliation suggests that ownership dispersion is positively asso-
ciated with at least loose involvement in a joint-stock bank network. Given
the limitations on the data, this is the most compelling evidence available
that proxy voting was an important factor in the involvement of firms in in-
terlocking directorates with banks.

In contrast, the number of shares outstanding provides no strong pre-

43. See Chirinko and Elston (1998), in which the authors show that bank-influenced firms
tend to have a more dispersed ownership structure than independent firms.

44. It may have been possible for several people to own a single share, but I have no evi-
dence for or against such a practice.

45. The models repeat the multinomial logit model of narrow attachment (Fohlin 2005).
Private bankers are considered unattached, since private banks do not generally have super-
visory boards whose members can concurrently sit on firms’ supervisory boards.
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dictive power of narrowly defined bank attachment.*® To the extent that the
number of shares captures the dispersion of capital ownership, the change
in the coefficients from those in the models using the broad definition of at-
tachment suggests that proxy voting was relatively unimportant for the di-
rect involvement of bank directors in supervisory boards. A hypothesis
that can explain why the number of firm shares is a strong, positive indica-
tor of broadly defined affiliation but is of no predictive value for narrowly
defined attachment runs as follows. Bankers would have sought the closest
oversight of firms in which the bank invested directly. Membership by bank
directors on firm supervisory boards therefore may have stemmed from
bank holding of a firm’s securities or debt. Given the physical limits on a
bank director’s ability to monitor them, firms in which a bank held proxy
votes but minimal securities or debt may have reasonably fallen to a lower
priority for bank oversight. Proxy votes, therefore, may have simply repre-
sented a means by which banks could vote into office bank-friendly super-
visory board members—in particular, individuals who already sat on their
own supervisory boards or whom they might know from other business
dealings. Clearly, these arguments about proxy voting and ownership
structure are largely hypothetical. All that can be said from the analysis is
that the importance of proxy voting cannot be rejected on the basis of the
currently available data. It is unlikely that we will definitively resolve the
uncertainty about the historical importance of proxy voting.*’

Modern Patterns of Proxy Voting. The representation of banks on supervi-
sory boards relates closely to the voting of ownership shares in these firms.
Available figures on the voters present at annual shareholder meetings sug-
gest that shareholders do not exercise the right to vote their shares. The at-
tendance of small shareholders is extremely low, and rates decreased, at
least at the largest German firms, from the mid-1970s to the early 1990s.4
As they were in the pre-World War I era, these small share owners are still
often represented via proxy votes turned over to institutions, largely banks.
Data on proxy voting by banks continue to elude researchers, since there is
no central database about general annual meetings. The list of participants
(Teilnehmerverzeichnisse) is required to be recorded only in the commercial

46. Number of shares is significant in the narrow attachment logit model only when sector
controls are excluded, clustering is not assumed, and normal (as opposed to robust) standard
errors are used. Number of shares is also positive and significant in a panel probit model com-
paring all attached firms to independents, but the estimation technique appears to be rather
unstable. In particular, different assumptions on the model provide significantly different re-
sults. Thus, the coefficients of such a model should be viewed with caution.

47. Despite some new efforts to gather proxy voting data, I remain pessimistic about the
possibility of finding sufficient data to statistically test the proxy voting hypothesis in any di-
rect or conclusive manner for the prewar period.

48. Adams (1994, p. 156) reports data for five of the largest German companies for 1975
and 1992, while Brickwell (2001, p. 62) provides an overview of turnout at the general meet-
ing of shareholders of four financial services companies in 1998 and 1999.
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registers of the city where the company has its seat. Moreover, banks may
remain silent on whether or not they cast instructed proxy votes. These
data limitations hamper the investigation of proxy voting, and past studies
have often exacerbated the interpretation problems by constraining their
samples to firms with dispersed ownership, in which proxy voting by banks
is particularly important.

In one such study, for 1986, financial institutions, particularly the big-
three universal banks, proxy votes played a decisive role in the representa-
tion of shares at annual general meetings of shareholders. In the thirty-two
largest corporate firms with dispersed ownership, on average, 64.5 percent
of shares received representation at the annual general meeting of share-
holders.* While it was very rare that one bank alone dominated the general
annual meeting, taken together, the big-three banks often held a majority
of votes cast (45 percent share on average), and, with the notable exception
of the meetings held by Volkswagen, banks as a group always held a ma-
jority of represented votes (83 percent share on average; Gottschalk
1988).>° The big-three banks also held one-third to one-half of the votes
present at their own general annual meeting (Deutsche Bank: 47.17 per-
cent, Dresdner Bank: 47.08 percent, Commerzbank: 34.58 percent). Al-
though it is unwise to infer any kind of trend, the data for 1990 show a
slight reduction (to 72 percent) in the average share of votes held by the
banks in the top 100 firms (Baums and Fraune 1995).5! The big-three banks
continued to hold substantial voting percentages at their own meetings.

A finer breakdown indicates that only ten of these firms had truly highly
dispersed share ownership (less than 25 percent of shares held in blocks),
whereas seventeen had some bank-held stake and thirteen had significant
(nonbank) block holders (Béhm 1992).>2 Proxy voting by banks was great-
est among the first group, giving the big-three banks 44 percent of votes
cast at the annual meeting (versus 25 percent of all possible votes). Inter-
estingly, when banks owned their own stakes in firms, they also held proxy
votes, but they averaged lower total vote percentages (for the big-three
alone, 25 percent of the total or 33 percent of votes present at the meeting)

49. See Gottschalk (1988). He started with the 100 biggest companies (as measured by
value added in 1984) and selected those firms whose shares were more than half controlled
by dispersed owners or by banks. He based his calculations on the index of participants
(Teilnehmerverzeichnisse) of the general annual meetings of these companies in 1986 (1987
for some companies).

50. The big-three banks are Deutsche, Dresdner, and Commerzbank; he also included the
Bayrische Vereinsbank, Bayrische Hypo, the state banks (Landesbanken) and savings banks
(Sparkassen), the credit cooperatives (Genossenschaftsbanken), and other financial institu-
tions.

51. Their sample contains only twenty-four companies, so it’s possible that fewer firms had
dispersed ownership, though data availability could also explain part of the difference in
sample sizes.

52. Only thirty-two of forty attendance lists for annual meetings (Hauptversammlung-
sprisenzlisten) were available.
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compared to widely held firms. Not surprisingly, the banks held the fewest
proxy votes in firms with dominating block holders: the big three held only
6 percent of votes (7 percent present at the annual meeting), and all banks
together held 13 percent (15 percent of those cast at the meeting).

Broadening the sample to include smaller firms, those with more con-
centrated share ownership, and unlisted companies, the findings show sig-
nificantly less bank control, especially when instructed proxy votes are
excluded.** For the Edwards and Nibler (2000) sample from 1992, proxy
votes accounted for a greater share of total bank votes than did actual
equity ownership, and the figures are far lower than for the more restricted
samples used in other studies: banks as a group averaged an 8.5 percent
share of firm voting rights in the form of proxy votes, compared to 6.7 per-
cent from equity ownership.>* The banks rarely held any proxy votes in un-
listed firms but held at least some in the majority of the listed firms. As with
previous studies, the big-three banks played the dominant role in proxy
voting.>

Given the paucity of proxy voting data before the 1980s, it is difficult to
compare these more recent patterns with those of previous periods. It is
safe to say, however, that proxy voting by banks, especially by the largest
banks, has been a key feature of the connection of banks to corporate own-
ership in Germany since the industrialization period. Moreover, that link
has apparently always been the tightest among large firms with stock mar-
ket listings and dispersed ownership structures.

4.3 The Underlying Political and Legal Factors

4.3.1 Roots in the Industrialization Period, 1870-1913

Incorporating Firms and Issuing Equity Shares

The majority of German corporations are organized as Aktiengesell-
schaften (AG), literally “share companies.”*® Share companies are required

53. While customers turning over voting rights are explicitly offered the chance to instruct
banks on their voting, only about 2-3 percent of them take this opportunity (Baums 1996).

54. Their sample is based on 156 of the 200 largest nonfinancial firms as measured by in
terms of turnover as of 1992.

55. See also Perlitz and Seger (1994), whose sample consists of 110 (large, listed) industrial
companies of which only 57 could be evaluated for proxy voting and only for 1990. They
found total proxy voting by banks of less than 10 percent in over one-third of the firms, but
also found 30 percent of firms (17/57) had at least a majority of represented votes held in
proxy by banks. Also, 83 percent of the 110 firms had at least one banker on its supervisory
board. Bohm (1992) has similar findings. See also the earlier study by Cable (1985) on bank
involvement through proxy voting in the 1970s.

56. See Whale (1930), pp. 331-33, for a discussion of different company forms in Germany
up to that point (which remain essentially unchanged). But regulations and de facto rights of
shareholders in AGs are very similar to those of the other major type of corporation, the
Kommanditgesellschaften (auf Aktien).
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to have a general meeting of shareholders (Generalversammlung) and a su-
pervisory board (Aufsichtsrat) to represent shareholders.>” The supervi-
sory board of an AG selects the executive board, a group composed of
high-level firm managers.

Although the AG form predates the industrialization period, it took
hold only after the liberalization of incorporation laws around 1870. These
legal changes coincided with a rapid development of large-scale industry.
Certain types of industries—particularly the railroads in the late 1830s and
1840s and then the banks in the late 1840s and 1850s—did avail themselves
of the AG form. But the numbers remained low until 1870, when amend-
ments to the 1861 company code (Handelsgestzbuch) replaced state con-
cessions with objective criteria.

In the early years, the importance of the AG grew slowly in comparison
with the personal enterprise. Very few AGs appeared before 1850: esti-
mates put the numbers at only 16 in Prussia between 1800 and 1825, and
112 between 1825 and 1850. In the Bavarian Kingdom, just 6 existed be-
tween 1838 and 1848, and 44 more came in the following decade. The ranks
of AGs expanded faster after 1850, with 336 AGs founded in Prussia up to
1870 and 57 in Saxony, where just 10 existed in the year 1850.%® The real
boom in formation came between 1870 and 1873, with the liberalization of
company laws and the establishment of the German Empire: 928 new AGs
were founded, with a total nominal capital of 2.81 billion marks (Henning
1992, p. 210). Yet, even by 1882, private firms still accounted for nearly 95
percent of all enterprises in Germany (table 4.1; Gommel 1992, p. 35). The
numbers exceeded 3,000 by 1890 and stayed well over 5,000 from the late
1890s until at least World War L.

The boom of the early 1870s ended in a prolonged crisis from 1873 to
1879, the effects of which prompted immediate political pressure for re-
structuring the economy and particularly for addressing the state of share-
holder laws. The ensuing ups and downs in the markets and the broader
economy spurred periodic revisions to the law, most of which had relatively
minor impact in an era of overall prosperity and, given the context, liberal
political thinking.>®

The first of these efforts resulted in the company law of 1884—a revision
to the unified national regulation of share companies of 1870. The new law
added two important provisions: first, it required new corporations to cre-
ate a prospectus, specifying a time period within which the subscriptions
would take place, and, second, it stipulated that the opening general meet-

57. Most other types of companies, and particularly small ones, are not required to have a
supervisory board.

58. Laux (1998) mentions 454 AGs for Prussia up to 1870. See Pross (1965).

59. See Fohlin (2002b, 2006) for a review of the pre-WWI laws and regulations concerning
the stock exchanges and corporations as well as the imposition of taxes on exchange listing
and transactions starting in 1882.
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ing of shareholders must attract a minimum percentage attendance.® Un-
derwriting issues on the basis of subscriptions could cause long delays and
put new issues at risk for failure to meet regulations and deadlines. To in-
sure success, companies therefore turned to informed intermediaries—the
universal banks—who would purchase the new capital and subsequently
sell individual equity shares to the public.

A second round of political and legal debates followed the financial cri-
sis of the early 1890s (Wiener 1905; Buss 1913; Meier 1993; Schulz 1994).
The resulting stock exchange law in 1896 contained a number of provisions
regarding the issuing and listing of securities, and the revised company law
of 1897 added further stipulations.®' The new regulations—mostly making
it more difficult to issue and list stock shares—added to the difficulties in
attracting outside investors for firms and, it is commonly believed, created
a need for greater bank credit, while pushing more securities trading from
the exchanges to the banks. The new law may well have solidified simulta-
neous founding, and the central position of the universal banks, for stock
issuance. Indeed, Robert Liefmann (1921, p. 476) attributed the form of
the German universal banks partly to the regulations imposed on company
promotions (cited in Whale 1930, p. 40).

The Supervisory Board and Corporate Control

In the first half of the nineteenth century, while the government still
maintained tight control over incorporation, it imposed little regulation on
corporate governance. The voting rights of shareholders and their repre-
sentation by supervisory boards evolved over time. In the 1840s and ’50s,
scholars wrote on the distribution of voting rights according to share own-
ership.®> Many were concerned about the ability of the smallest sharehold-
ers to be heard and the potential for excessive control by a small number of
large shareholders. As the regulatory stance on incorporation liberalized,
and as vast numbers of firms began to take advantage of limited liability,
the clear need arose for legal guidelines for corporate control. Of particu-
lar concern were the smallest shareholders, who were often disenfran-
chised and also unable to access information about the firms in which they
invested. Thus, in promulgating the 1870 company law, the government de-
manded, in return for free incorporation, greater uniformity and consis-
tency in corporate accounting, reporting, and governance (Hopt 1998). In

60. Text of share company law of 1884 (Gesetz, betreffend die Kommanditgesellschaft auf
Aktien und die Aktiengesellschaften), articles 209¢e and 210. The 1870 company code had al-
ready required the full amount of an issue to be subscribed and at least 25 percent to be paid
up before a new joint-stock company could be founded; for shares issued at higher than nom-
inal value, 50 percent payment was required.

61. See Nussbaum (1910).

62. See Dunlavy (1998).
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particular, the law stipulated the creation of the dual board structure, in
part as a means of protecting shareholder and public interest, independent
of the management of the company.

The 1884 law added new regulations on corporate governance; among
other stipulations, it prohibited simultaneous positions on the supervi-
sory and executive boards of any one firm. Former company directors
could, and often did, take seats on the supervisory board, as long as they
had been officially discharged from the executive board (Handelsgesetz-
buch art. 225a). The 1884 law also explicitly raised the level of responsi-
bility inherent in supervisory board positions. Whereas the 1870 law
granted supervisory board members the right to obtain information
about the company, the 1884 law made such oversight a duty. At the same
time, though the 1870 law stipulated that supervisory board members
must own shares of the firm on whose board they sat, the 1884 law made
such equity stakes optional.

Shareholder representation also grew more democratic as the nine-
teenth century wore on. The use of proxy voting may have partially allevi-
ated the disenfranchisement problem, since small shareholders—or large
ones—could deposit their shares with a bank and protect their stakes
both literally and figuratively. That is, they found safe storage of easily lost
or stolen bearer shares along with representation of their votes in the gen-
eral meetings of shareholders. Bankers could hypothetically build up sig-
nificant stakes from many disparate small shareholders and thereby attain
far greater standing at the general meeting than could any one small stake-
holder could. As long as the banker could be trusted to vote in the inter-
est of the small shareholders, the system improved their position. This
point leads naturally to questions of corporate control: Who really con-
trolled or controls German corporations—the owners or their proxy
holders?

4.3.2 Postindustrialization Developments

The early post-World War I period brought a wave of company founda-
tions, and the hyperinflation of the early 1920s brought an even larger
swelling of the corporate ranks. Financial crisis in 1931 and the ensuing de-
pression of that decade reversed the trend. The Great Depression of the
1930s hit German corporations hard and sent large numbers of them into
insolvency. The wave of corporate failures prompted new calls for reform
to the corporation laws (Handelsgesetzbuch or HGB) as well as the desire
to create a code (Aktiengesetz) specifically addressing shareholding and
attendant rights and restrictions. Ultimately, the debates led to an “emer-
gency order” (Notverordnung or NotVO) on stock companies. The act, set
into force by the Nazi regime, without parliamentary action, included a tax
credit, stronger regulation of banks, stronger disclosure rules, and several
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other stipulations. The legal changes, and their underlying political moti-
vations, played a major role in the patterns of corporate control that
evolved over the rest of the twentieth century.®

The Relationship Between Share Ownership and Voting Rights

Democratic intuition, liberal traditions, and today’s market-orientation
trends suggest that one share should be associated with one vote. Devia-
tions from a one-share-one-vote system, the most important of which ap-
peared in the interwar years, greatly affected patterns of ownership and
control in Germany. Because the disassociation of ownership and control
allowed founders to control their firms longer than they would have other-
wise, these legal changes altered the fates of families and their firms.

Multiple-Vote Shares ( Mehrstimmrechtsaktien). Mehrstimmrechtsaktien
are quite literally shares that are associated with multiple votes. This means
that a few shares and little capital investment can lead to a lot of voting
power. In the interwar years, this instrument was used extensively and was
usually justified as means of fighting dilution of family control. Multiple
voting rights helped solve the need for capital after WWI, while allowing
founding families to keep their grip on their firms (Pross 1965, p. 84).
Based on a large sample of AGs studied by the national statistics office
(Statistisches Reichsamt), 842 out of 1,595 AGs in 1925, and close to 40
percent out of 913 in 1934, used shares with multiple voting rights. The
votes per share ranged between 20 and 250 times higher than the normal
voting right. These shares, usually associated with just a small fraction of
the overall capital, were loaded with as many votes as necessary for the
domination of the general meeting of shareholders. Usually, these privi-
leged shares were given to members of the Aufsichtsrat or to banks that
committed themselves to vote according to the controlling group. The re-
maining shareholders and any future shareholders effectively lost all
power. According to the Statistisches Reichsamt study, ownership of 10
percent of the shares was sufficient to control more than 40 percent of the
votes in 388 companies in 1925. Due to the generally poor attendance at the
general meetings of shareholders, 40 percent of the available votes usually
meant the majority of the votes present (Pross 1965, p. 86).

Multiple-vote shares were prohibited by the reform in 1937; however, the
Nazis apparently made exceptions favoring family enterprises—a topic
that appears again in the next section. The new AktG of 1965 allows
Mehrfachstimmrechte, but only after a special concession to be issued by a

63. The discussion here sticks to the primary focus of political and legal influences on cor-
porate governance institutions. That approach is not intended to minimize the human tragedy
of the Nazi regime.
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federal minister (AktG para. 12).% Today they are of little importance,
and, in fact, the new law on control and transparency in the business sphere
(KonTraG 1998) explicitly prohibits the issuing of Mehrstimmrechtsaktien.

Vorratsaktien and Vorzugsaktien. Vorratsaktien (“depot shares”) were
another instrument heavily used in the time of the Weimar Republic. Ac-
cording to Menke (1988), these shares were issued without granting stock-
holders a right to buy them. Officially, they were created to help the com-
pany react quickly when needed for mergers or acquisitions, and, pending
their use, were not eligible for trade. Their actual purpose was different,
though: Menke argues that the shares were loaded with multiple voting
rights in order to keep the control over the company in the hands of the
controlling group or an associated shareholder without having to invest
huge amounts of capital.®* This misuse led to legal changes in 1937, and
they vanished thereafter.

Vorzugsaktien (“preferential shares”) were created for the purpose of
financing corporations in trouble. These shares granted holders preferen-
tial rights to dividend payments. This right was offered as an additional in-
centive for investors to buy into a poorly performing company. The shares
came without voting rights, so as to raise substantial infusions of capi-
tal without diluting control of the firm. The 1937 reform of the AktG
strengthened the right of holders of Vorzugsaktien: not more than 50 per-
cent of the capital could be issued in these preferred shares, they had to
have all other rights associated with shares except for voting, and they re-
gained their voting right if the corporation was one year late with the pay-
ment of the preferential dividend.

Hoéchststimmrechte and Other Restrictions. Hochststimmrechte (maximum-
voting rights) were rules that prescribed a limit to the number of votes a
shareholder might hold. This could be achieved either directly by allowing
fewer votes than the number of shares of an important shareholder or in-
directly by prohibiting the purchase of more than a certain fraction of the
shares.®® While voting limitations have a long tradition in Germany—
many of the corporations of the early nineteenth century had them—the
rules proved generally ineffective, since it was not difficult for a determined
investor to have someone else own the stocks and for that investor to still
control their votes. This instrument could be used to limit the power of ma-

64. It would also be interesting to examine the cases in which Mehrstimmrechtsaktien were
used after the war: with the influx of “oil dollars” from Near Eastern countries in the 1970s,
these shares may have been used to prevent control losses to governmental investors from
Near Eastern countries.

65. See Menke (1988), p. 98.

66. This section is based on Emmerich (2000) and Fey (2000).
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jority shareholders, but it also worked as an effective threat against hostile
takeovers. Heavy criticism of this restriction of the market for corporate
control led to legal changes, and in the 1998 reforms Hdéchststimmrechte
were phased out. The capital market actually rewarded this change: the
prices for stocks from companies with Hdochsstimmrechts clauses jumped
when the legal changes were announced. The AktG 1965 had still allowed
them, and even today corporations whose shares are not traded at stock ex-
changes are not subject to the prohibition of Hdéchststimmrechten. The ra-
tionale is to preserve control of founders—in many cases families—who
are still involved, albeit with reduced ownership stakes, in smaller AGs. Of
course, there are other related restrictions on voting shares, such as mini-
mum stake requirements, and even on attending the general meeting of
shareholders.®’

Codetermination. The idea that the management of a stock corporation
should be responsible not only to the shareholders but also to other stake-
holders can also be seen in the codetermination laws. Employees send rep-
resentatives to the supervisory boards in stock corporations. By giving
employees voice without actual ownership, these rules cause a major
deviation from the one-share-one-vote rule. Of course, codetermination
was introduced in order to represent employee interests in the supervisory
boards, regardless of the implications for shareholder rights. Codetermi-
nation may have limited ownership dispersion, because shareholders at-
tempt to counterbalance the power of the employees and prevent the dam-
ages that could occur if management and employees collude.®® Roe argues
that, due to codetermination, managers and large block holders circum-
vented the supervisory board by making decisions outside the board-
room—Ilargely obviating the supervisory board as a governance device. In
addition, he argues that codetermination and block holding are comple-
mentary. That is, dispersed ownership fits poorly with codetermination,
because it prevents block holders from selling their blocks to the public and
also scares off potential minority investors. Codetermination evolved over
two postwar regulatory episodes in 1951 and 1952 and then in 1972 and
1976. While theoretically appealing, studies that examine the effect on the
shareholders of employees in the supervisory board find little or no effect
of codetermination.®

Block Holding and Other Forms of Monitoring. Given this background,
shareholders are left with only one possibility to effectively control man-
agement: block holding as a monitoring device. Dispersed ownership cre-

67. See Emmerich (2000) and Pross (1965).

68. See Roe (2003).

69. See Becht, Bolton, and Roéll (2003) for a review, including Svejnar (1981, 1982), Benelli,
Loderer, and Lys (1987), and Baums and Frick (1999).
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ates managerial agency problems, such as conflicts of interest between in-
vestors and managers.”® There are several mechanisms that can mitigate
these costs. Roe (1999) argues that there are four main monitoring mecha-
nisms: market competition, takeovers, good boards of directors, and block
holding. In his view, Germany has few takeovers, is weak at competition,
and does not have strong boards. Hence, he argues, large block holders are
the only control device for monitoring managers. If there is diffusion of
ownership, no internal or external control device for the management will
exist. When taken into account with the agency costs in corporate gover-
nance, the different mechanisms of monitoring are plausible. As effective
as block holding may be, it is far from clear that it remains the only way of
monitoring in Germany. Based on his empirical study, for example, Koke
(2002, p. 128) argues that lenders use financial pressure to exert influence
on management decisions and thereby positively impact productivity
growth.

Legal Influences on Bank Control

The Shareholder Law of 1937. Legitimized by an overriding principle of
acting for the good of the whole (known as the Fiihrerprinzip), the 1937
shareholder law weakened the position of the shareholders—in particular,
the general assembly—in favor of the management board (Vorstand ). The
management was no longer responsible specifically for shareholder inter-
ests but for all groups having a stake—figuratively—in the company, in-
cluding the Reich (AktG para. 701, p. 37).”! The new laws eased the process
of transforming stock corporations into partnerships (Umwandlungsge-
setz), while a higher minimum share capital of 500,000 RM impeded the
founding of new stock corporations. While the law did tend to undermine
the use of the AG form, it also simultaneously provided for greater disclo-
sure of information to the public.”?

Although both the HGB and the AktG saw registered shares (Namen-
saktien) as the norm, in practice the market was dominated by bearer
shares, because they allowed shareholders to stay anonymous.” Under the
shareholder law of 1937, votes could not be cast by mail, making it even
more likely that shareholders, especially small stakeholders, would be un-
able or unwilling to exercise their ownership rights directly. As an accom-
modation, the law provided two ways for shareholders to cast their votes by
proxy. First, a shareholder could give his bank a Stimmrechtsvollmacht, al-

70. Again, see Becht, Bolton, and Roéll (2003) for a more thorough review.

71. It is easy to assume that the law represented standard Nazi thinking, given the date of
its promulgation. Yet the president of the commission for preparing the new Aktiengesetz in
1965, Wilhelmini (1965, p. 153), argued that the 1937 law was not a piece of Nazi work. It
seems that the main components of the law were actually articulated under the previous ad-
ministration, the Weimar Republic.

72. See Kiibler (1994), p. 12.

73. See von Falkenhausen (1967), p. 69.
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lowing the bank to cast the votes in the shareholder’s name but also forc-
ing shareholders to reveal their identity. Second, and more important in
practice, the Stimmrechtsermdchtigung ceded the shareholder’s voting
rights to the bank.”™ A Stimmrechtsermdchtigung had to be given in written
form and, while valid for up to fifteen months, could be revoked at any
time. This form of proxy voting was later called Bankenstimmrecht or De-
potstimmrecht, due to the heavy use of banks as the proxy holder.” Inter-
estingly, this new regulation actually weakened the banks’ position, since
some banks had required customers to turn over Stimmrechtsermdchtigun-
gen automatically upon opening securities accounts. Even with the new
regulations, banks could still do more or less whatever they wished with the
voting rights that continued to be ceded to them.’®

Reforms of 1965. After World War 11, American overseers, wanting to in-
troduce shareholder democracy and to limit excessive concentration of
power, began to initiate reforms in the German corporate sector.”” These
reforms, directed largely at the mining industry, included returning to
registered shares, restricting proxy voting by banks to Stimmrechtsvoll-
machten (the weaker form) for every individual general assembly of share-
holders, and outlawing all anonymous voting. The law enacted specifically
for the privatization of Volkswagen in 1960 (Gesetz zur Privatisierung des
Volkswagenwerkes vom 22.7.1960) contained similar provisions, and the
Schuman plan likewise imposed restrictions on proxy voting by banks in-
volved with mining firms. Along the way, smaller reforms, called “kleine
Aktienrechtsreform,” tightened accounting standards and rules for build-
ing reserves.

The Aktiengesetz of 1937 was not seen as a major problem by many
politicians in Germany after World War II, and even modern scholars sug-
gest that arguments for reform stemmed from a desire to improve the lot of
small shareholders and to promote a society based on democracy and cap-
italism, rather than to somehow right a wrong that was imposed under the
Nazi regime.”® The general atmosphere of reform that emerged during the
reconstruction period favored a number of alterations to the status quo.
Significantly, the 1965 reform bill abolished the Fiihrerprinzip and, while
retaining important powers for the management board, imposed a norm of
majority rule for that body. Other elements of this new law included at-
tempts to eliminate the practice of “silent reserves” that allowed corpora-

74. See Hiffer (2002), p. 694. Though similar, the Stimmrechtsermdchtigung gave banks
much more power. See also von Falkenhausen (1967), p. 69.

75. Hopt (1996a) calls the Depotstimmrecht a misnomer for that reason. The correct word
is Vollmachtsstimmrecht, but at the moment these words are used synonymously.

76. See von Falkenhausen (1966), p. 71.

77. See von Falkenhausen (1966), p. 70.

78. See Kiibler (1994), p. 13 and Gessler (1965), p. 344.



The History of Corporate Ownership and Control in Germany 267

tions to hide their true returns, strengthen the general assembly of share-
holders vis-a-vis the management board—especially its director. The law
also mandated greater oversight and control of management by the super-
visory board, greater dispersion of share ownership, improved access to
company information for small shareholders, and even regulation of in-
dustrial groups (Konzern).”

One of the major changes of the 1965 law (AktG 65) concerned the pro-
cess of proxy voting via banks. Under the new law, banks were allowed to
cast votes as a proxy only when they received a written authorization
(schriftliche Vollmacht) (§ 135 1 AktG 65). Valid for up to fifteen months,
the authorization could be given for all or only part of a customer’s port-
folio and could be revoked anytime (§ 135 II AktG 65). The shareholder
could now stay anonymous, and banks offering to perform proxy voting
had to offer customers the opportunity to provide specific instructions on
how to vote (§ 128 II AktG). Likewise, the banks also had to inform their
customers how the bank intended to vote. In the absence of customer in-
structions, the bank could vote according to its own plan (§ 135 V AktG,
§ 128 11 AktG).

Recent Reforms. Asimportant as the 1965 reform was, it left the banks with
widespread and easy access to corporate control rights. Pressure for re-
form began to build anew as Germany’s postwar economic miracle waned.
By the 1990s, not long after reunification with the East, Germany slid into
recession, and political debates focused once again on the power of banks
in Germany’s corporations. As a result, the government enacted three new
laws to modify the existing shareholder law (AktG): specifically, the 1998
law on control and transparency in corporations (KonTraG 98), the law on
registered shares and facilitation of voting rights (NaStraG 01), and the
law on transparency and publicity (TransPubG 02). Political and public
debates continue over further legislative changes in these areas.

The new laws stipulated some important alterations of corporate own-
ership and control, especially regarding the use of registered shares and
the exercising of proxy voting rights. In the latter case, current law allows
banks to take proxy voting authorization for an unlimited time but requires
the proxy holder to inform shareholders yearly both of their option to re-
voke the authorization and of the opportunity for alternative representa-
tion. In an effort to avoid conflicts of interests, banks now also must create
an organizational division of managers who prepare voting plans separate
from other divisions of the bank—in particular, lending divisions. As fur-
ther safeguards against conflicts of interest, banks must also inform their
customers about personal linkages, such as bank employee membership
on supervisory boards or major equity holdings in pertinent companies.

79. See Hopt (1996b), p. 210.
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Furthermore, banks must also inform shareholders if the bank is a mem-
ber of a consortium that prepared an initial public offering (IPO) or any
issue of shares for a company in question. Notably, banks are not obliged
to provide these services at all—but if they offer to cast votes in general,
they are now required to offer the services to all customers (Kon-
trahierungszwang). This last provision aims to prevent banks from avoid-
ing instructed votes in favor of only unrestricted voting rights.

The most recent regulations to be set in place (TransPubG 02) require
corporations to declare whether they comply with the so-called “Corpo-
rate Governance Codex.” They strengthen the supervisory board by in-
creasing the information provision to that body; strengthen the general as-
sembly of shareholders, among other things, by granting greater control
over the distribution of profits; and specifically identify new ways for com-
panies to communicate with shareholders and the market, for example, by
broadcasting major meetings on television or via the internet. The under-
lying intent of this law was to bring the German corporate system into line
with international standards and thereby increase the attractiveness of
German firms in world markets. As further recommendations of the com-
mission on corporate governance (chaired by T. Baums) remain under dis-
cussion, the situation bears continued monitoring.’® Whether Germany
will retain a relationship-oriented system of corporate ownership and gov-
ernance remains to be seen. Whether such a system is desirable, or has in
fact been widespread in Germany, is another question.

4.4 Consequences of German Patterns of
Corporate Ownership and Control

Many have argued that poor legal protection of minority stockholders
has led to the concentrated ownership found in Germany. Such concentra-
tion can affect firms in a variety of ways, though the theoretical issues are
less than clear-cut. One possible benefit from concentrated ownership is
better monitoring of management and improved performance. But owner-
ship concentration could also permit block holders to reap private benefits
at the costs of minority shareholders. Private benefits of control, as noted
by Leuz, Nanda, and Wyoscki (2003), range from perquisite consumption
to the transfer of firm assets to other firms owned by insiders or their fam-
ilies. Block holders seek to protect their private benefits, benefits that ap-
pear to be enjoyed only by insiders.

The available empirical evidence casts some doubt on these interpreta-

80. Proposals include measures to increase supervisory and management board liability
and more generally to strengthen disclosure rules and informational rights of shareholders.
Other possible adjustments include restricting supervisory board members to a maximum of
five supervisory board positions and establishing a central database of information on all
corporations (see Bundesregierung 2001).
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tions. Dyck and Zingales (2002) find a relatively small private benefit in
Germany as compared to other countries. And, while there does seem to
have been an ongoing concentration process from the end of World War I1
until the 1980s, but for the codetermination laws, there was no weakening
in minority shareholder protection. Thus, the German pattern is not ex-
plained well by changes in shareholder protection. The civil law tradition
also provides a weak explanation at best because the German legal tradi-
tion remains fundamentally one of civil law throughout. History suggests
a wide range of political movements that seem to go much farther in ex-
plaining the German case.

Despite the obvious pattern of ownership concentration in Germany, it
is difficult to conclude much about the effects of this structure on corporate
performance. Koke (2002) finds that ownership concentration in combi-
nation with fierce product market competition increases productivity
growth. Other authors, including Cable (1985), find a clear relationship be-
tween ownership concentration and corporate performance. Lehmann
and Weigand (2000) argue that the relationship depends on the type of
owner. Gorton and Schmid (2000) also find a clear relationship. Edwards
and Nibler (2000) argue that minority shareholders gain benefits from an
increase in ownership concentration, though this, however, does not hold
for nonbank firms and public-sector bodies. They also find that the pres-
ence of second and third large shareholders is generally beneficial, except,
again, for nonbank firms. This could point to a conflict of interests that
Iber (1985) also describes.

Another question is of a more dynamic nature: Audretsch and Elston
(1997) pose the question as to whether the German system is capable of fi-
nancing new and innovative firms. The question remains—is there truly a
negative impact on the firm or economy level, even though the stock mar-
kets have clearly lost considerable ground since the interwar years? Franks
and Mayer hold that while patterns of ownership do differ markedly be-
tween German companies on the one hand and U.K. and U.S. firms on the
other, corporate control is similar. They also find little relation between
concentration of ownership and the disciplining of management in poorly
performing firms, and between the type of concentrated owner and board
turnover (Franks and Mayer 2001, p. 974).

These findings for the recent period echo the historical findings for Ger-
many overall: in the two decades before World War I, when the German
economy combined large-scale, universal banking with active markets,
managerial turnover was highly sensitive to the performance of firms.®!

81. See Fohlin (2006). These findings stem from the regression of managerial board
turnover on various indicators of firm performance (return on assets [ROA], dividends, and
dividend-adjusted stock returns) plus a series of control variables and indicator variables for
various subpopulations, such as firms with and without stock market listings and firms with
and without bank directors on their boards.
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Moreover, firms with listings on the Berlin stock exchange—that is, those
that were most likely to be owned by external shareholders rather than
founding families or other block holders—changed management even
more in response to poor performance. In general, listed firms performed
better, earning higher ROA and paying far higher dividends.

4.5 Concluding Remarks

This paper patches together the sometimes-spotty evidence on the struc-
ture of corporate ownership and control in Germany since the beginning
of free incorporation (1870) and demonstrates several ups and downs that
correspond largely to manifold political, legal, and economic events and
crises. The discussion raises several particularly important points, summa-
rized here.

4.5.1 Historical Patterns

e Corporate governance institutions—executive and supervisory
boards—remained quite underdeveloped in Germany until the last
quarter of the nineteenth century. Boards were generally small and
grew little over the pre-World War I period.

e Universal banks had significant but not overwhelming presence in the
governance of German corporations during this period of rapid heavy
industrialization and economic expansion (roughly 1895-1912). Sim-
ilarly, industrial firms played only a small role in the ownership and
governance of other nonfinancial firms. Notably, financial firms, es-
pecially the large banks, did own shares in other banks and subsidi-
aries and did sit on the boards of those banks.

e Bank involvement in corporate ownership appears to have arisen
largely out of active bank involvement with securities issues, particu-
larly of listed firms. Substantial holdings were rare, though earlier uni-
versal banks (e.g., Discontogesellschaft in the 1850s) did sometimes
unwillingly hold large stakes that could not be sold off for a period of
time.

e Bank involvement in corporate control through interlocking direc-
torates is closely related to firm size, sector, securities issue, and stock
market listing. Control rights appear to have been granted largely via
proxy voting for customers who deposited bearer shares with the bank.

e The combination of commercial, investment, and brokerage services
within individual banking institutions may have facilitated the net-
working of bank and firm supervisory boards.

 Traditional explanations of German bank-firm relationships that fo-
cus on bank intervention in investment decisions and direct monitor-
ing of debt contracts find little support in the available empirical anal-
ysis.
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4.5.2 Comparisons with Modern Germany

e German corporate ownership continues to be often very concen-
trated, but nonfinancial firms appear to be more heavily involved in
ownership of other nonfinancial firms than they were before WWI.

e Modern patterns of bank involvement in corporate ownership and
control are remarkably similar to those of the late industrialization pe-
riod. The war period, roughly 1915-1945, was probably an aberration
from long-run patterns. Contrary to popular myth, banks do not—
and never did—control most of the corporate economy. But they do
participate actively—as they always have—in the ownership and con-
trol of a notable minority of corporations. Bank involvement contin-
ues to relate significantly to dispersion of corporate ownership, firm
size, securities issue, and stock market listing—all pointing at proxy
voting for customers depositing shares with the bank.

In light of these patterns, I argue that political, social, and economic fac-
tors constitute the proximate causes of change. Moreover, combining recent
evidence offered in the corporate control literature with my own study of an
extensive range of German corporations from the pre-WW!I period, I argue
that German ownership structures have not, in times of stability, produced
the negative consequences predicted in much of the “law and finance” liter-
ature.®? Indeed, the long-run perspective on Germany—particularly the
wide swings in corporate and industrial concentration, along with positive
findings on corporate performance in the pre-WWI and post-WWII eras—
casts doubt on the notion that civil law traditions per se consistently un-
dermine market functioning. In the German case, the string of disastrous
political institutions and movements in the aftermath of World War I, cul-
minating in the Nazi regime, dismantled the rich, highly functioning, hybrid
financial system of the Second Empire. The postwar political and legal cli-
mate, one that continues to suppress the liberal tradition of the pre-~World
War I era, seemingly prevents the old dual system from reemerging.
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Comment Alexander Dyck

The German economic system has performed remarkably well since in-
dustrialization. Firms and entrepreneurs have benefited from access to
deep financial markets. Combining together the private sector’s borrowing
from banks and the capitalization in equity markets, Rajan and Zingales
(1998) estimate that Germany has the second-deepest market for provid-
ing external finance to firms among forty-one countries in the world. Ap-
parently, these financial resources have been deployed efficiently. Wurgler
(2000) estimates that Germany has the highest efficiency of investment in
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the world (proxied by sensitivity of industry investment to value added).
And such efficiency is reflected in high rates of per capita GDP growth and
the maintenance of a high level of income per capita since the 1870s (e.g.,
Maddison 1991).

It is worthwhile repeating these numbers, because if we were told just
about the features of the German corporate sector, such outcomes are not
what most of us would predict. Here, the traditional characterization goes,
is a country dominated by very concentrated ownership structures, with
weak protections for investors (one out of six, according to LaPorta et al.
1998), very limited equity markets, an almost complete absence of takeovers,
and an overwhelming influence of the banking sector, among both listed and
unlisted firms. Is this traditional characterization accurate, and, if so, why
didn’t this change over time, as it did in countries like the United States and
Britain, and how could such corporate structures not lead to significant in-
efficiency rather than the positive indicators described above?

Caroline Fohlin, in this chapter on the history of corporate ownership
and control in Germany, provides some new evidence and a new perspec-
tive on some of these questions. Fohlin sidesteps questions of economic
performance and links between ownership and performance to focus on
the evolution of corporate ownership and the role of relationship banking.
She concentrates, in particular, on increasing our understanding of the
growth of the corporate sector prior to World War I. And she brings to
bear a wealth of data and a determination to rely on data-led conclusions.

The paper’s first contribution is to provide some additional information
on the origin and evolution of concentrated ownership structures in Ger-
many. Fohlin reports that the entrepreneurs who founded many German
corporations in the latter half of the nineteenth century retained signifi-
cant corporate stakes for themselves and families. The story, interestingly,
is then one of gradual dispersion of ownership and professionalization of
management. But this dispersion halts rather abruptly at a high level of
concentrated ownership in the interwar period. Perhaps more surprising is
that in the postwar period, including when the Allies were in control, con-
centration persists and is stable until the most recent years.

Fohlin provides some evidence as to the driving forces behind these
changes, for example, pointing to the emergence and wholesale endorse-
ment of shares with multiple voting rights—whereby more than 50 percent
of AGs in 1925 and 40 percent in 1934 had such voting rights—as an in-
gredient in maintaining concentrated control, as well as political changes
in the Nazi era. But, unfortunately, other factors escape examination. Why
didn’t the founding families sell out? Why didn’t those with significant mi-
nority stakeholders (like banks) sell out? Was it fear of tax implications of
sales, or was it something else? These questions remain for the future.

The real heart of the paper, though, is not about concentrated ownership
but about banks. Here Fohlin, step by step, asks the reader to reevaluate
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the notion that German banks controlled German corporations, through
their direct equity stakes, their seats on supervisory boards, or the addi-
tional voting power arising from their holding of proxy voting rights for
small shareholders. The target in this discussion is clearly a view in some of
the literature that suggests overwhelming power of the great banks in cor-
porate decision making.

Fohlin correctly asks us to center our attention on the voting power of
banks. This is important, as certain major decisions are put to a vote at the
general assembly as well as being the forum to appoint members of the
managing board and the supervisory board. On the basis of extensive data
collection efforts in the pre-World War I period she concludes that the
great banks had 7-11 percent of their assets in the form of corporate equi-
ties, with provincial banks having slightly lower levels. And she points to
more detailed studies of specific great banks to show that these levels likely
are based on more significant stakes in a small number of firms. Fohlin in-
cidentally tells a fascinating story of how in the latter half of the nineteenth
century banks acquired equity stakes, almost incidentally, as a result of
their investment banking arms and their lending operations. Here under-
writing operations led firms to accumulate stakes, and these stakes multi-
plied in times of crisis when debt was exchanged for equity.

But her analysis does little to convince those without any vested interest
in the debate about the power of banks to change their prior estimate that
banks play an important role in corporate decision making. Focusing on
equity stakes is likely to dramatically understate voting power. The most
important reason for this is the traditional story of the free-rider problem
faced by small shareholders. They cannot get sufficient reward, given their
small stakes, to go through the effort to get informed and vote on corpo-
rate decisions, so anyone with a larger stake with a lower cost of getting in-
formed (e.g., banks) is more likely to vote and have more effective voting
power than is suggested by their stakes. In addition, in Germany there is
the important fact that shareholders held bearer shares and that overtime
banks offered services of holding those shares, and when they did so they
held the proxy voting rights attached to these shares. This dramatically in-
creased their voting power both in firms where they held equity stakes and
in firms where they held no stakes.

The evidence on the composition of supervisory boards, which is where
Fohlin directs our attention next, is a well-chosen sample to use to test for
the power of banks, for it is a decision where votes will matter, and it is a
decision where it is possible with effort to see whether banks get what they
want, as measured by the identity of the board members. Again, Fohlin
does an impressive job of accumulating and organizing data on board
memberships in the pre-World War I period. And again, Fohlin’s charac-
terization of the data as revealing the weakness of the banks doesn’t fit with
my reading of the evidence.
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To her, it is a reflection of weakness that “only two-thirds of the sampled
firms fall into the attached category,” meaning that in two-thirds of firms
there is a board representative who shares a position on a firm and repre-
sentation in a bank, that “half of the firms had a bank director sitting on
their supervisory boards” and that “less than 22 percent of firms had a
bank director as chair or vice chair.” I guess my prior is just different from
hers, as two-thirds with a connection, half with a direct member, and one-
fifth with a commanding position suggests that the banks could use their
voting power to protect their interests. This is significant bank involve-
ment, and one suspects that if firms were ranked based on economic im-
portance (e.g., just the top 100 companies) these percentages would in-
crease, as the numbers do in the post-World War II period when Fohlin
focuses on larger firms.

Also somewhat surprising since the discussion is of bank power is the
lack of attention played to banks as providers of external finance to com-
panies, and the relative importance of the vast stable of middle-sized com-
panies, collectively called the mittelstand. Of course, through the provision
of working capital and longer-term loans, banks have influence over com-
panies. And this is only enhanced by the stable banking relationships where
firms often established a near exclusive relationship with a specific bank,
often called a hausbank. This influence of banks through their provision of
external finance will of course be more important for the mittelstand, who
lack the ability to raise finance through issuing equity, as well as finding it
challenging to raise any bond financing.

So, to summarize, Fohlin successfully dislodges an extreme view of a
domination of the corporate sector by the great banks, but based on this
evidence a careful reader should do little to update prior estimates of the
important role played by German banks in corporate life. While clearly not
in absolute control, the evidence suggests a significant role indeed.

To finish, it is useful to return once again to the question of performance.
While the evidence in this paper enriches our understanding, it also essen-
tially confirms the traditional wisdom of the importance of concentrated
ownership and banks in the German corporate sector. We are left with
Fohlin’s conclusion that “German ownership structures have not, in times
of stability, produced the negative consequences predicted in much of the
‘law and finance’ literature.” But we do not know why these structures
weren’t associated with worse performance. What, if anything, reduced the
extent of pyramid structures that we associated with the worst corporate
abuses? Did firms avoid the “stupid heir” problem of an incompetent next
generation, and how did they do so? Why didn’t banks use their dominant
position on boards to protect their interests as debt holders or use this
position to loot firms? What role has extensive product market competi-
tion (and an export orientation) played in limiting the potential extent of



The History of Corporate Ownership and Control in Germany 281

private benefits and agency costs for firms? And what role has bank com-
petition played in avoiding the development of bad incentives in firms?
There is clearly room for more research here, to enrich our understand-
ing and to alert us to gaps in our models and in our thinking. And good,
careful historical research like this will be an important complement to the
cross-sectional evidence that is the focus of much research today.
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The Evolution of Concentrated
Ownership in India

Broad Patterns and a History of
the Indian Software Industry

Tarun Khanna and Krishna G. Palepu

5.1 Introduction

Concentrated ownership has been an important feature of the Indian
private sector for the past seven decades. In this respect, India is no differ-
ent from several other countries, including Canada, France, Germany,
Japan, Italy, and Sweden. However, we show that, unlike in these countries,
the identity of the primary families responsible for the concentrated owner-
ship changes dramatically over time. In fact, by some measures the changes
are even more dramatic than in a comparable set of U.S. data.

Concentrated ownership exists at any point in time because of institu-
tional voids, the absence of specialized intermediaries in capital markets
(Khanna and Palepu 1997, 2000c). However, if these concentrated owners
are not exclusively, or even primarily, engaged in rent-seeking and entry-
deterring behavior, there is no intrinsic reason why concentrated owner-
ship is inimical to competition. Indeed, as a response to competition, we
argue that at least some Indian families—the concentrated owners in ques-
tion—have consistently tried to use their business group structures to
launch new ventures. In the process they have either failed—hence the
turnover in identity—or reinvented themselves.
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Further, family-owned business groups, typically diversified over several
industries, can coexist with specialist firms focused on a particular indus-
try. We demonstrate this through an examination of the history of India’s
globally competitive software industry. This is an intriguing setting in
which to explore the role of concentrated ownership since it is the setting
least hospitable to the advantages that groups might have. We argue that
groups’ generally advantageous access to capital and talent through inter-
nal markets—when external markets do not work as well—offers less of an
advantage, if any, in this setting. Here groups are also least able to influence
regulations, since the sector is one of the few left untouched by vestiges of
India’s famed regulatory miasma, the License Raj. Yet it turns out that
concentrated ownership, in the guise of business groups, plays a defining
and prominent role even in this inhospitable setting, and does so in a way
that is not inimical to entry from de novo entrepreneurs. We interpret the
privately successful and socially useful persistence of groups in the soft-
ware industry as a lower bound on the persistence of concentrated owner-
ship in the economy writ large.

The rest of the paper is organized as follows. Section 5.2 begins with a
sweeping overview of dominant business groups in India over the past cen-
tury. We show that, while particular families have acted as concentrated
owners at each of three points in time in the past seven decades, the iden-
tity of these families has changed drastically over this time period. We then
consider two, not mutually exclusive, explanations for the persistence of
concentrated ownership. The first (section 5.3) is political relationships be-
tween dominant families and the power structure. The second (section 5.4)
is a process of entrepreneurship by the dominant families. From these sec-
tions we conclude that it is difficult to tell a story of concentrated owner-
ship resulting purely in stasis and rent seeking. Section 5.5 characterizes
changes in India during the last decade as moving toward less regulation
and government intervention and toward freer markets. Even in this set-
ting, we point out that family-based business groups continue to thrive. Fi-
nally, in section 5.6, we study the software industry.

5.2 A Brief History of Corporate Ownership in India

While there has been organized economic activity in India for hundreds
of years, it was relatively fragmented until the advent of the British Raj.
Under the Mughals, from approximately 1100 AD to 1650 AD, there was
only a semblance of a “national market.” The Mughals were content with
tax revenues and tributes that they received as a result of their power and
therefore did not rely on the merchant classes. The fragmentation and de-
mise of the Mughal empire marked the advent and coexistence of dozens
of smaller principalities, each of whom came to rely on local merchants
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Table 5.1 Origin of concentrated ownership over the years
1900s 1950s 1960s 1990s
Period Preindependence Postindependence  License Raj Liberalization
Representative Tata, Birla Goenka, Khaitan ~ Ambani Wipro/Infosys
business group Ranbaxy/DRL
Factor underlying  Ethnic community  Transfer of assets ~ Playing the license =~ Advent of
rise game markets

and local financiers to sustain their princely states. Thus were created the
nuclei of several prominent family businesses.

The British empire gradually filled the void left by the Mughals. And
British merchants set up trading businesses in India after the East India
Company lost its monopoly on trade with India, giving rise to the creation
of several large trading houses.

Table 5.1 offers a bird’s-eye view of the different factors underlying the
emergence of family-based business groups over the past century. We list
representative business groups that arose in each of four different time pe-
riods (though the Tata and Birla groups predate 1900), as well as a generic
factor that described the rise of that type of group at that time.

By the early 1900s, in addition to the British trading houses, a number of
indigenous business groups had come into prominence. Whether this hap-
pened in an atmosphere inimical to the rise of indigenous enterprise
(Swamy 1979), indifferent to it (Das 2000, chap. 5), or supportive of it (Fer-
guson 2002) is a matter of continuing controversy.

Subsequently, the Indian economy underwent several phases of major
structural changes after India achieved independence from Britain in 1947.
In the first phase, in the 1950s, the assets controlled by the British trading
houses were transferred to Indian owners. In the second phase, from the
late 1950s through the 1970s, the Indian government intervened in the
economy through a variety of measures, which collectively came to be
known as the “Licence Raj.” Finally, there was an economic reform era,
which began with small steps of deregulation in the 1980s and picked up
speed in the 1990s following a major economic crisis in 1991.

The next two subsections show that concentrated ownership persisted in
India over several decades but that the identity of the concentrated owners
changed over time quite drastically.

5.2.1 The Persistence of Concentrated Ownership

Remarkably, while the economy was governed by these significantly
different regimes over time, family business groups continued to dominate
the Indian corporate landscape. Table 5.2 shows comparative statistics on
the Indian state-owned enterprises (SOEs, or public-sector companies)
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Table 5.2 Comparison of Indian public sector, private sector, and multinational
corporations, 1993

Private sector vs. Indian private sector vs.
Expressed in ratio public sector® all foreign companies®
No. of corporations 16.92 17.18
Sales 1.53 4.32
Profits 2.22 3.87
Assets 1.21 9.07
Equity 0.51 6.71

Source: Author’s calculations from a database maintained by the Center for Monitoring the
Indian Economy (CMIE), Bombay, India. Found in Tarun Khanna, “Modern India,” HBS
Case No. 979-108 (Boston: Harvard Business School Publishing, 1997, p. 7).

2The private sector is composed of Indian group-affiliated firms (IG) and Indian nongroup
affiliated firms (IN). The public sector is composed of central and state government owned
firms (P). This column depicts, for each category, the ratio (IG + IN)/P (i.e., there are 16.92
times as many companies in the private sector as there are in the public sector, but total sec-
tor sales are only 1.53 times greater than total public-sector sales).

*This column depicts the Indian private sector relative to foreign firms (F), i.e., the ratio (IG +
IN)/E,

and exchange-listed private-sector companies, and multinational compa-
nies (MNCs) operating in India, as of 1993.! The ratio of number of traded
private-sector companies to state-owned companies was approximately
seventeen to one. Thus, there were far more traded private-sector compa-
nies than public-sector companies. However, public-sector companies
were on average significantly larger than traded private-sector companies.
Revenues of all traded private-sector companies were only 1.5 times the
revenues of state-owned companies; similarly, assets of traded private-
sector companies were only 1.2 times the assets held by the public-sector
companies. More strikingly, the total amount of equity capital in traded
private-sector companies was only 0.51 times the equity in public-sector
companies. Thus, private-sector companies, while large in number, were
more fragmented and relied on far less equity investment relative to the
public-sector companies.

Table 5.2 also compares the traded Indian private-sector companies with
multinational companies operating in India as of 1993. For each MNC
operating in India, there were approximately seventeen exchange-listed
private-sector companies. Domestic private companies were 4.3 times
larger than MNCs in sales, 9 times in terms of assets, and 6.7 times in terms
of equity. Thus, MNCs played a relatively minor role in the Indian corpo-
rate sector as of 1993.

Within the indigenous private sector, a distinction should be drawn be-
tween group-affiliated companies and unaffiliated companies. The term

1. This date is drawn from Khanna (1997).
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group deserves discussion. Hazari (1966), in a classic study of Indian busi-
ness groups, defined a group as the “area over which a decision-making au-
thority holds sway” (p. 7). The decision-making authority in question was
almost always a family, though it could be a close-knit ethnic community
as well. The area of control in effect was almost always a very diversified
range of businesses. Hazari started his work by saying that it was “based on
the proposition that the business group, not the individual joint stock com-
pany, is the unit of decision and, therefore, of economic power” (see his
preface). Earlier work concurred. For example, another influential study
opined that the study of concentration of economy power is “unreal if di-
vorced from a study of communities” (Gadgil 1951, p. 29; the reference is
to ethnic communities).? Hazari’s study provided an influential evaluation
of the extent to which business groups had exercised monopoly power (he
concluded that they had). Subsequent regulators and policymakers (e.g.,
Dutt Report 1969) built on this work to demonstrate that the control that
Hazari used as the defining feature of groups was often exercised through
nonequity channels—for example, through family ties or through manip-
ulation of the boards of directors.

In 1993, a total of 1,113 group companies were publicly listed on one of
India’s several stock exchanges. Postindependent India also gave birth to
a large number of new companies that went on to become publicly listed
on the country’s stock exchanges. In 1993, there were 1,539 publicly listed
nongroup companies. These companies were in part a result of the govern-
ment’s policy of restricting existing companies from expanding their ca-
pacity. Promoters of these companies were also able to launch these busi-
nesses with relatively small amounts of own equity, thanks to the access to
capital from state-owned financial institutions and public capital markets.

Table 5.3 compares group and nongroup companies listed on the Bom-
bay Stock Exchange (BSE) as of 1993.° The sample consists of 567 group
firms and 437 nongroup firms for which the necessary data were available.
The group affiliates are members of 252 different groups. Ninety-five per-
cent of the groups have five or fewer affiliates traded on the BSE, and the
largest group (the Tata group) has twenty-one affiliated companies traded
on the BSE. The mean (median) sales of group affiliates is 1,411 (666) mil-
lion Indian rupees. This is significantly larger than the mean (median) sales
of unaffiliated firms, which is 366 (217) million rupees. The mean (median)
age of group firms, which is 28.3 (22) years, is also significantly larger than
mean (median) age of unaffiliated firms. The mean (median) Tobin’s ¢ for

2. In recent work, Khanna and Rivkin (2002) have demonstrated econometrically that
business groups in Chile can, at best, be identified only partially on the basis of equity inter-
locks. Director ties and common owner ties play an important role in delineating what
Chileans (regulators and participants in financial markets) deem to meaningfully be part of a
business group. Thus control is exercised, de facto, in ways very similar to India.

3. These data are from Khanna and Palepu (2000).
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Table 5.3 Comparison of group and nongroup firms listed on the Bombay Stock
Exchange in 1993
Group firms Nongroup firms

Variable Mean Median Mean Median
Sales (millions of rupees) 1,411 666 366 217
Age (years) 28.3 22 19.8 14
Tobin’s ¢ 1.39 1.14 1.37 1.06
Ownership by foreign

institutional investors (%) 10.1 2.3 7.4 0.9
Ownership by Indian

institutional investors (%) 15.6 13.3 11.3 6.5
Ownership by insiders (%) 319 31.3 20.8 17.1
Directors’ ownership (%) 5.7 1.1 14.2 10.7
Top fifty owners excluding

the above categories (%) 4.9 32 7.6 5
No. of firms 567 567 437 437

Source: Khanna and Palepu 2000a, p. 276. Data obtained from the Center for Monitoring the
Indian Economy (CMIE) for 567 affiliates of 252 different groups and for 437 unaffiliated
firms traded on the BSE.

Notes: The summary statistics in this table are based on 1993 values. Tobin’s ¢ is defined as
(market value of equity + book value of preferred stock + book value of debt)/(book value
of assets). Sales are measured in millions of rupees, with an approximate exchange rate at this
time of U.S. $1.00 = Rs 30.00. Age measures number of years since incorporation. Foreign
institutional ownership aggregates ownership of foreign corporations as well as that of for-
eign financial intermediaries. Domestic institutional ownership aggregates ownership in the
hands of all state-run financial intermediaries. Insider ownership includes the stakes held by
group family members and by other group firms and measures stakes held by insiders for
nongroup firms. Directors” ownership captures the ownership of nonfamily directors. Top
fifty ownership captures the largest shareholders not included in the aforementioned cate-
gories. Group membership is based on definitions of groups from CMIE (see text of paper for
comments). The mean and median values for all the variables except for the mean value of To-
bin’s ¢ and change in Tobin’s ¢ are significantly different between the group and nongroup
firms at the 5 percent significance level.

group firms was 1.39 (1.14), insignificantly different from the mean (me-
dian) value of 1.37 (1.06) for the nongroup firms.

The total sample has the following mean (median) ownership structure:
foreign institutions, 8.9 (1.6) percent; domestic institutions, 13.9 (10.2) per-
cent; insiders, 27.1 (26.5) percent; directors, 9.4 (3.4) percent; top fifty
owners excluding the above categories, 6.21 (4.0) percent. The remainder
is held by dispersed shareholders. Relative to unaffiliated firms, group
firms, on average, have significantly higher percentages of foreign and do-
mestic institutional ownership, and higher insider ownership.

In summary, the Indian corporate sector as of the early 1990s had the
following profile: a little more than 100 relatively large state-owned enter-
prises and more than 2,500 smaller publicly traded private-sector compa-
nies, roughly equally split between group affiliated and nongroup compa-
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nies. In the private sector, companies affiliated with business groups, with
concentrated family ownership, accounted for a substantial proportion of
assets.

5.2.2 The Lack of Persistence of the Identity of Concentrated Owners

While there has been a significant persistence in the phenomenon of
concentrated family ownership in India over much of the twentieth cen-
tury, there was less persistence in the actual composition of the top busi-
ness groups themselves. The Tata group remained the largest Indian group
during the entire sixty-year period on which we present data below. But
other leading groups from the pre-Independence era (e.g., British groups
such as Martin Burn, Andrew Yule, Inchcape) did not persist in the form
they then had. Several new business houses rose to prominence during this
period, including the Thapar group in the 1950s and 1960s, the Ambani
group in the 1970s and 1980s, and the Wipro and Munjal groups in the
1980s and 1990s. Thus, the history of the modern Indian corporate sector
is characterized by both a persistence of concentrated ownership at the ag-
gregate level and a significant lack of persistence of dominance at the indi-
vidual business group level.

To demonstrate this point more formally, we analyzed the persistence of
dominance for Indian business groups over the past sixty years. This is
based on size rankings (assets) for the fifty largest business groups com-
piled by Dr. Gita Piramal of Mumbai, India, for the years 1939, 1969, and
1999 (table 5.4). Her rankings have themselves been compiled from mis-
cellaneous historical sources, including, but not limited to, various gov-
ernment reports commissioned by the government of India at various
points in time. Note that the rankings are not of firms but of groups. That
is, all firms controlled by a single entity, typically a family, are treated as a
single economic unit. As a benchmark against which to compare our anal-
ysis of the persistence of Indian groups, we also amass market value-based
rankings of the fifty largest U.S. firms at identical time periods. These data
are compiled from Compustat and are provided in table 5.5.

Consult table 5.6 for some summary statistics. Our first observation is
that the Indian data show considerable turnover in ranks. Thirty-two out
of fifty of the top groups in 1969 were not in the top-fifty list in 1939. Forty-
three of the top groups in 1999 were not in the top-fifty list in 1969. This
flux in the list of largest entities is greater than that in the United States in
comparable time periods, where twenty-eight and thirty-seven firms enter
the top-fifty U.S. list in 1969 and 1999, respectively. The comparison is all
the more dramatic because the Indian data measure groups, which are col-
lections of firms, while the U.S. data measure firms. (In other words, indi-
vidual firms within Indian groups almost certainly would have greater
turnover than that suggested by the data on groups.)

Of the eighteen groups that remain in the top-fifty list in the 1939-69



Table 5.4

Top 50 Indian business groups over the years

1939 1969 1997

Ranking Group Assets Group Assets Group Assets

1 Tata 62.42 Tata 505.36 Tata 37,510.80
2 Martin Burn 18.02 Birla 456.40 B.K.-K.M. Birla 19,497.94
3 Bird 12.40 Martin Burn 153.06 Reliance 19,345.59
4 Andrew Yule 12.38 Bangur 104.31 RPG 9,664.12
5 Inchcape 10.70  Thapar 98.80 Essar 9,593.78
6 E.D. Sassoon 9.56 S. Nagarmull 95.61 O.P.Jindal 5,456.10
7 ACC 8.68 Mafatlal 92.70 MAC 4,782.10
8 Begg 5.75 ACC 89.80 L.M. Thapar 4,434.09
9 Oriental Tel. & Elec.  5.60 Walchand 81.11 Ispat 4,425.35
10 Dalmia 5.51 Shriram 74.13 Group USHA 4,210.87
11 Jardine 5.33 Bird Heilgers 68.62 Lalbhai 4,112.44
12 Wallace Bros. 5.33 JK. Singhania 66.84 Videocon 3,737.87
13 Birla 4.85 Goenka 65.34 Lloyd Steel 3,705.27
14 Wadia 4.70  Sahu Jain 58.75 Bajaj Group 3,415.87
15 Duncan 4.54 Macneill & Barry  57.28 Williamson Magor 3,351.62
16 Finlay 3.84 Sarabhai 56.72 HariS. Singhania 3,275.80
17 Scindia 3.66 Scindia 55.99 K.K.Birla 3,094.90
18 Killick 3.51 Lalbhai 51.20 Torrent 3,077.23
19 Kilburn 3.23  Killick 51.08 Hinduja 2,967.20
20 Sarabhai 3.00 ICI 50.06 Arvind Mafatlal 2,862.94
21 Brady 2.82  Andrew Yule 46.75 Murugappa Chettiar  2,840