Corporate Governance and stock market performance of German banks during the panic of 1873

by

Carsten Burhop, Max Planck Institute for Research on Collective Goods, Bonn

The law-and-finance-literature has highlighted the relationship between the legal system of a country and financial development. In particular, common law countries have more developed financial sectors than countries with a code-based legal system. Moreover, within a given legal system, corporate governance standards vary substantially between firms. More specifically, firms with high standards of corporate governance outperformed firms with low corporate governance standards during the 1990s in the U.S. The current paper contributes a historical case study from 19th century Germany to this literature.

We employ a new and unique data set containing information collected from more than 200 corporate charters from German joint-stock banks for the census year 1872. The banks covered by our sample can be divided into three groups: banks incorporated before enactment of free incorporation; banks incorporated after enactment of free incorporation; banks organized as associations limited by shares (KGaA). Thus, we can investigate if different legal minimum standards relevant for the three groups are visible in different standards of corporate governance. Moreover, we evaluate if variations in corporate governance influence the stock market performance and firm survival of the banks during and after the panic of 1873.

First, we describe corporate governance standards and calculate a corporate governance index. We focus on three areas of corporate governance: voting rights, cash-flow rights, and vertical power relations between shareholders and corporate boards. It turned out that most firms deviated from the rule of one vote per share. In particular, banks incorporated under the concession system had stronger minority rights, whereas firms incorporated after the introduction of free incorporation had fewer restrictions for block-holders. Second, firms founded after enactment of free incorporation had less conservative rules of profit distribution and distributed larger fractions of the accounting profit to the board members. Third, the separation of executive and monitoring rights of the two boards was stricter before the implementation of free incorporation. Jointly and severally, the corporate governance standards were slightly higher for banks incorporated before the enactment of free incorporation compared to banks established after the legal liberalisation.

However, the difference is statistically insignificant. An econometric analysis shows that only firm size has a weakly negative influence on the quality of corporate governance. In addition, the standard of corporate governance in 1872 did not influence the stock market performance of the firms during the panic year 1873. This indicates that the quality of corporate governance was already fully reflected in the share prices in 1872. Consequently, the German stock market seems to have been weakly information efficient. Moreover, the standard of corporate governance was unrelated to firm survival until 1880. Yet, firms established after the implementation of free incorporation had a significantly lower stock market return in 1873 and a significantly lower survival probability than firms established before the enactment of free incorporation. This could indicate that older firms are more stable or that the enactment of free incorporation influenced the quality of firms beyond the quality of corporate governance.

