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One of the great institutional innovations of the industrial revolution was the rising importance of joint-stock companies. One feature of such companies is the separation of ownership and management, a classical example of a principal agent relationship between shareholders (principals) and managers (agents). Since the aims of shareholders and managers do not necessarily coincide – for example, mangers might be interested in a high income and low work effort, whereas shareholders are interested in high profits – the owners should motivate and control the managers.

Managers could be motivated via a share in the profits of the managed company. However, only measuring a correlation between firm profits and manager’s income is not sufficient to infer incentive based compensation from firm level data since more able managers should lead to better firm results. Yet, a major reform of Germany’s corporate governance codex in 1884 can be used to differentiate between equilibrium and incentive components of the pay-performance correlation. In a recent paper, Christian Bayer and Carsten Burhop (2004) show for a set of nine large German joint-stock credit banks for the years 1871 to 1910 a decline of the pay-performance sensitivity of about 50 percent after the corporate governance reform of 1884. The reform of the joint-stock companies act, which significantly improved corporate governance institutions in Germany, reduced the necessity of monetary motivation of managers.

In addition, the 1884 reform improved corporate control: before the reform, the relationship between management turnover and firm performance was random, whereas after the reform a significantly negative relationship between management turnover and short-term firm performance emerged in Germany’s banking industry, see Bayer and Burhop (2005).

So far, only Germany’s large joint-stock credit banks were included into the empirical investigation. The current paper extends the research to a set of about 90 industrial and mining firms. We collected balance sheet, profit, stock market, and management turnover data for these firms covering a time period from the late 1870s until World War I. The pay-performance and management turnover-performance relationships are investigated for these firms. Furthermore, the impact of the major reform of the joint-stock companies act in 1884 and the minor reform in 1900 on these relationships are evaluated. 
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