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per spective on Cor por ate Gover nance and the Joint Stock Company

Abstract

The legal and political explanations that undetpim contemporary literature on corporate
governance have focused how the prevailing poliicaegal system determines how large
corporations are governed. They imply that in ortdefacilitate good corporate practices,
emerging economies should converge towards goveenagstems that offer strong legal
protection for investors. Distinguishing itself finathis approach, this paper adopts a historical
account of the major political economy factors thiéther impeded or facilitated the evolution
of the Anglo American Joint Stock Company (JSC)isTHustrates how the JSC did not
emerge by blueprint or design as is implied inlitezature. It also describes the implicit costs
associated with the JSC including political rerglseg, the expropriation of small investors,
market crises and monopolies. Under these circurostalegal and political developments
often enhanced corporate power at the expenseegpublic interest. This account suggests
that the JSC is better viewed as an adaptive araVative organisational form that has thrived
in the absence of formal regulations and law, rathen as a nexus of contracts arising from
market failure. The evolution of the JSC and itgpooate governance structures are therefore
best understood within a political economy framdwibiat accounts for market developments,
political and legal interventions and the riselw# tegulatory state. For developing economies
the main lesson is not that they should replicdateethe US or UK, but rather they can draw
on the factors that allowed both countries to ledbe costs of mobilising finance, and adapt
them to suit local market structures.



1. Introduction

The dominant legal and political explanations tnaderpin the contemporary literature on
corporate governance and the emergence of thesmiok company (JSC) have focused on the
relationship between corporate governance and daniestitutions, in particular on how the
legal system determines how large corporationgaverned (LLSV, 2000; Levine, 1999). It
implies that in order to facilitate capital marksvelopment, emerging economies should
converge towards governance systems that offengti@gal protection for investors. Others
have approached the issue from a political persmecirguing that it is the political system
not the law that determines governance structires,(2000; Bebchuk, 1999). Yet, economic
history illustrates how legal and political devetognts often enhanced corporate power at the
expense of the public interest. Adam Smith (177@p wne of the first to point out how
forming a JSC with limited liability effectively ewpted its directors from public
accountability. The exemption from trouble and riskcept for the sum invested, proved a
huge incentive for investors with little knowledge invest. Writing in a similar vein in the
aftermath of the 1929 Wall St. crash, Berle and he@d 932) agued that the logical outcome
of the modern corporation was ownership of wealithout control and control without
appreciable ownership. These warnings appear alasastlevant in the aftermath of the recent
corporate scandals, as they did to the emergintersysf finance in 18 century Europe.
Existing perspectives on the corporation thereforesent an interesting question, namely
‘how, in the absence formal regulations and lawicgiy thought to underpin its existence,
should the evolution of the JSC be viewed, and liogse lessons should be applied in
developing economies?’

In addressing this question, this paper distingssitself from the dominant legal and
political perspectives on the firm by focusing ¢ tevolution of the Anglo American JSC
with limited liability from a historical perspectv The paper argues that the historical ability
of the JSC to eclipse many of the obstacles tdatelopment underscores its adaptive nature.
It argues that these adaptive qualities are mudterb@nderstood in terms of political
economy, by focusing on how legal and politicatitn§ons have both facilitated and limited
the growth of the JSC. Drawing on the approach offée (2001) who questioned the link
between legal origin and governance structure,gapger highlights two major features of the
JSC. The first is that the Anglo-American JSC dat emerge by blueprint or design. In
reviewing the developments that facilitated ownigrdle shift from family ownership/sole
proprietor to the market, the emergence of the éwfgherican system of governance was

characterised by such factors as learning fromrnateonal financial techniques, self-



regulation and the use of financial intermediariBise second is that there exists an implicit
cost to the JSC. Imhe Wealth of Nation®ften regarded as the cornerstondacfsez-faire
Adam Smith pointed out the many defects that chearsed the development of the JSC.
These included political rent seeking, a high degré state influence, the expropriation of
minority investors, and the huge inefficienciesnadnopolies. These events cast doubt upon
the thesis that the US corporate form, with iterggrmanagers and dispersed shareholders is a
“path dependent” political artefact (Cheffins, 2DOhstead they point toward an adaptive
form of organisation, which although influenced kegal and political systems, has also
thrived in their absence.

The historical perspective applied in this papeggests that the relationship between
corporate governance and the systems of legal girateand corporate regulation governing
the JSC are more complex in origin. It describes Hevelopment of the JSC occurred largely
in the absence of formal codes and regulationsglimiore investor protection and regulatory
standards reached the thresholds that are now deepwessary for market development,
active capital markets and competitive marketsgimods and services were well established.
Where formal legal protection or political intertiems did emerge, their effect was often to
legitimise existing, and sometimes corrupt, corppr@actices. As such the formal protection
of property rights was not necessarily a pre-coowlifor forms of economic organisation such
as the JSC. Instead the early development of tkew&s characterised by unorthodox and
adaptive structures, which sought to mitigate tbsts associated with weak property rights
and exploit the absence of enforceable laws andlatgns. In this manner, corporations
themselves became instrumental in shaping thes'roléhe game”. Although the rules of the
game have become more sophisticated and the clsaoheblitical influence become more
standardised, it is also true that the modern catmm has become more adaptive,
incorporating in the most regulatory attractivagdictions, diversifying ownership and further
shifting the boundaries of the traditional firmgeZingales, 2000). This further underscores
the need for a move away from viewing the firm aseaus of contracisowards one that
accounts for how the firm evolves and adapts avees.t

In questioning the idea that the emergence of thgldASaxon JSC is related to specific
legal or political systems, section two establistiesvery different origins that characterised
its development in both the UK and US. Sectionaheeplores the evolution of the JSC in the
UK. It describes how the first JSCs adopted variom®rthodox structures to mitigate
governance problems. Early financial market develept in the UK was dominated by state

securities; a factor that was crucial to fosteraopfidence in what was then a developing



market. In the absence of developed manageriattates and legal protection, family

ownership often represented the best protectiopfivate firms. Section four describes how
in the US, self-regulation was an important feaniréhe early development of the New York
Stock Exchange (NYSE) where financial intermedmnised their reputation to lower the
transaction costs of mobilising capital. Sectiorefevaluates the implications of the historical
perspective for the theory of the firm and for egneg economies. It concludes that for
developing economies the implication is not thalytehould replicate either the US or UK as
is implied by the legal and political perspectivbat rather they should draw on the factors
that allowed both countries to lessen the costadalilising finance, even when the prevailing
legal and political environments appeared to béiprove.

2. Distinctive Patter ns of Development

To begin with it is clear that the Anglo-AmericaBQ have very different starting points
that were related to country specific features. Véaeety in development patterns of both the
US and UK makes it difficult to generalise. In thg" century Britain followed a policy of
reducing the restrictions on trade while the USpaeld protectionism. British companies were
able to rely on internal financing for much of thearly development and as a first mover in
the industrial revolution its industry faced lessmpetitive pressures. American companies
had to rely to a greater extent on external finaand faced a much tougher competitive
environment. Confidence in the public debt prodidgritish investors with a much higher
level of trust in securities markets at an earbgst American investors relied much more on

the reputation of financial intermediaries.

Very Different Starting Points

Gerschenkron (1962) distinguishes between threestygd countries in terms of their
ability to mobilise capital. The first category eefed to “advanced” countries with lots of
private wealth that could be easily mobilised twafice enterprise growth. Britain during the
17" and 18' centuries would have undoubtedly fitted this catgg The second category
referred to “moderately backward” countries that Hass wealth to draw upon, but had
enough to finance industry, provided a system mdrice was put in place to mobilise private
wealth. The third category referred to “very backiiacountries where private wealth and
resources were insufficient and state interventvas necessary to mobilise capital. America,
at the beginning of the 9century, probably fell somewhere between the sg@om third
categories.



For the UK, economic history tends to paint a pietaf highly innovative and risk taking
entrepreneurs exploiting new opportunities. Yet mot the increases in production in the
early industrial revolution appear to have beemairiby inventions inherited from the Power
Revolution of the middle agésin most instances, it was the general movementhef
economy that dictated change, not technical innornatper se (Lilley, 1976). Important
technical innovations did take place, but only whiem economic conditions were rip&he
emphasis was on deep (revolution) rather than fhahdes, 1999). The technological
advances of the industrial revolution did not tgdace over night. Britain became the
‘workshop of the world’ not necessarily through awation, but rather because of their ability
to apply monopolistic positions to profitably explohe home market (Chambers, 1961).
Manufacturers faced a favourable market for massgiypred moderately priced goods. Intense
competition, where it existed, did not adverselyectf large manufacturers as surplus
production could be exportédRising living standards and an expanding exporiketameant
that making money did not require a huge degreaafagement skill. Alfred Marshall (1920)
observed that rich old firms could survive on mem@mentum, even if they lost the
resourcefulness that was the original source of theccess. The simplicity of production
processes and the modest investment demands of mduogtries meant that firms could
expand through building more units, with continweahtrol by the proprietor, without having
to adopt the joint-stock structuteAs a consequence, there was little pressure tatimi
corporate restructuring.

In the case of America, factors such as its indaldtistory, the course of economic change
and geography, affected its ability to mobiliseita@nd distinguished it from the UK (Davis,
1966). The geographical distance from wealthy Eeaopinvestors made the cost of capital
more expensive (Coffee, 2001). America had alsbguserged from a costly civil war (1861-
1865), one of the consequences of which was a laajenal debt (Sylla, 1967). It faced the

tasks of putting in place a system of public infrasture, almost two centuries after the

! Rapid growth occured in such industries as cotwan before major technical innovations (Lilley76%

2 Lilley (1976) cites the cases of the pioneeringeimions of Hargreaves (the “Spinning Jenny” 1798kwrignt

(the “Water Frame” 1769) and Crompton (the “Mul&79). Although these led to an explosive growtlihie
cotton industry, their invention followed two tar¢fe decades after the first acceleration of growthe industry.
They did however allow expansion to rise to a ratiepneviously possible.

% Landes (1999) cites the example of steam power fifdtadevice using steam to create a vacuum wasnjed
in England in 1698. Sixty years later, after variad®aptations of steam technology, an engine wikparate
steam condenser and efficient enough to be useddeumining was invented. It took another fifteggars
before this was suitable for driving the wheelrafustry and so on.

* Lethal competition did not greatly affect the catgpinning trade until 1830. See Payne (1978:.188)

® Pollard (1964) notes that even in the early cothilfs, coalmines, and iron furnaces, fixed capitak relatively
simple and cheap. As such transformation did reptire installing costly machinery.



chartered joint stock company was used for a sinpilapose in Britain. As a consequence,
much of the early development of securities markethe US was driven by the huge capital
demands of the railroads (Coffee, 200This was later replicated by similar demands for
capital from such other sectors as steel, automaiid telephone. One of the problems for
American industry in the $9century was that it had to deal with a varietglénges in scale,

technology and location in a much shorter timestt@@ the UK. Davis (1966) argues that in
the UK, much of the growth at this time took pldbeough the expansion of industries that
were already in existence. On the other hand, wsvéne end of the ¥9century the US

experienced the rapid growth of such industriepedsleum and iron, industries which it had

no experience of prior to 1850.

The End of the Complete Businessman

The Industrial Revolution in the UK is typicallysaxiated with the gradual transition from
workshop to factory production that occurred in #88 and 14" centuries. From a corporate
governance perspective what is significant aboaetitilustrial revolution is that it signalled
the decline of the “complete businessman” as theeovand manager of large business. The
rise of the multi-partnership and later the joitdek company in economic activity witnessed
a delegation of the proprietor's managerial rolatteam of businessmen (often family) who
were responsible for making strategic decisionsranding the enterprise (Payne, 1978). This
change in the structure of enterprises was accoiegdny a shift in how enterprises were to be
financed. Proprietors no longer expected to finahe& activities solely from such traditional
sources as personal and family wealth, or borrosvibgsed on reputation. Payne (1978)
observes two functional splits that occurred as tinne, which are relevant to governance
arrangements. The first is the emergence of thiéadiapas a separate enterprise function. The
second concerns the split between those who meategt decisions and those who kept the
concern running. Those who made strategic decision&l still be classed as entrepreneurs,
while those who kept the concern running can baidened managers.

The functional changes in organisation were accaomeplaby the emergence of corporate
governance problems. Marshall (1920) highlighted gitoblems facing second and third
generation of owners, many of who were broughtaubdlieve that life was easy. These were
content to let the enterprise be run by salariesise@sits. Enterprises continued to be

® The scale of capital required by the railways isstmevident from a comparison with the canal congmni
Between 1815 and 1860 the canals received US$ 1B8min investment, 73 percent of which was supglby
the state and local government. By 1859, US$1rmlidon had already been invested in the debt saesrof
private railroad companies, most of which was itegén the period 1849-1859 (Chandler, 1977: 90).



profitable, not least because of the general ioflabf prices. Payne (1978) observes the
decline of certain industries in the mid-1800 gtisome examples of poor management
practices, failure to adapt, quality control probse and declining productivity. Some firms

maintained their positions as a result of ineladgmand for their products, however Payne
suggests that many more would have failed had temn subject to greater competition.

Landes (1965) is similarly critical in noting thahile some owners were wise enough to leave
the running of the enterprise to professional manant, others went through the motions of
entrepreneurship.

The result was an arrangement that was at besbraspbstitute for interested ownership.
While the move towards the joint stock companyetisbn the stock exchange was well
underway by the end of the %entury, the move towards the professional managem
structures associated with the modern corporatias much slower to develop (Cheffins,
2000). Some owners retired and their firms wereveded into joint stock companies. This
brought with it its own problems. Family considéyat often determined the selection of
management (Landes, 1965). When more of these &tamted to join the stock market, there
was a tendency for the founding entrepreneurs &edt heirs to maintain considerable
ownership stakes, and thereby also retain a sogmifi role in the middle and top-level
management decision-making (Cheffins, 2000).

Competitive Pressures

The pace of development in American industry melaat enterprises faced much greater
competitive pressures than their UK counterpadsfthe Industrial Revolution. Competition
resulted in a quicker adoption of hierarchical oWgational structures. The growth of the
multi-unit firm based on administrative coordinatjcallowed the faster delivery of larger
guantities of goods to consumers (Chandler, 19Z0mpetition in such capital-intensive
industries as the railroads, telecoms and steellteesin a demand for large amounts of
investment. This capital had to come from European investohe demand for international
capital and the inherent risk for investors invegin a developing market produced two basic
innovations that sought to maximise the reputatratue of new stock issuances (Coffee,
2001). The first was a corporate governance systdath a strong role for financial
intermediaries. These originally served the functa protecting investors, and later took

" Ramirez (1995) cites the example of the teleprmmmepany AT&T, which in the early 1900s began to lisse
status as a monopoly power, as more and more caegpantered the industry. To improve its efficieranyd
maintain services, the company was forced to i&dslitional capital.



seats on the board of directors to monitor managem ued protect against predatory raiders
attempting to take control by stealth. The secombvation was the growth of self-regulation

through stock exchange rules.

Reluctance to Change

While both the US and UK experienced varying degreecompetitive pressures at the
early stages to their development, what is simiaboth cases is the reluctance to separate
ownership and control. Although the need to mobifimance is often cited as a reason for
adopting the joint stock company, a much greatestaint on enterprises emerging from the
Industrial Revolution in the UK, appears to haverba lack of management structures and the
general difficulties associated with industrial amégsation in the development cont&xthis is
not to suggest that major fixed investment did taée place or that small enterprises did not
find it difficult to access capital. Fixed investnte in the period can be divided into two
groups: those that were made in public utilitiesovhswallowed up the largest portion of
fixed investment, and those that made in privataufecturing (Pollard, 1964). However, in
the absence of a significant finance constrainifyung ownership and management was an
effective method of mitigating the level of riskcéd by the enterprise. In the US, competitive
pressures acted as a similar constraint. Chand@&r7¢ 489) notes that concentration and
oligopoly emerged in response to rapid growthmprove firm security through limiting the
entrance of new competitors. Complex tasks requgeshter administrative coordination,
while competition created incentives to merge latger structures.

Even though there appeared to be a trend towardptiad the corporate form with
professional management as the Industrial Revaiytimgressed, there remained reluctance
on behalf of businesses to adopt the joint stodkn&. Payne (1978) notes a general
reluctance on behalf of business enterprises toemmadlical changes in company structure.
Company law in the area was seen as giving the aappee of change while in fact
maintaining continuity. Even where limited liability joint stock companiegere formed,
ownership and control typically remained in the d&nof a small few.

Up until the end of the fcentury, family was the dominant form of ownersluip

American industrial enterprise. Belcher (1904) obsé a general preference for

8 See Thompson’s (1967) historical account of theiascand cultural issues, which led to highly iy
working patterns during the early Industrial Reioln.

® A number of “really public” companies were initiaregistered under the companies codifying Actl862.
However a large and increasing proportion of coriggaregistered were noted to be private with a lsmathber
of members, some of whom were dummies. See Pa@18(pages 203-304).



manufacturers at the time towards owning their @hamts. Intense competition had the effect
of lowering the rents available to controlling deolders. American corporations responded
to increasingly competitive domestic market cowdis by adopting cartel-like structures.
Consolidation was regarded as a suitable remedyetgproblems of ruinous competition, the
cost of which would have had to be recouped throhigher prices (Belcher, 1904). The
strength of the trend towards a consolidated catpostructure was evident in the response to
the Sherman Antitrust Aatf 1890. The basic thrust of the Act was to outfawe fixing and
collusion among competitors. Its effect was to lteBua great wave of corporate mergers
between 1895 and 1903. Instead of engaging inlsatege firms engaged in monopoly

forming mergers.

From Family to the Market

From about the 1880s onwards the initial reluctateccedopt the joint stock company
appears to have been cast aside. Payne (1978} poithe significant build up of pressures
by the 1840s in the UK economy that threatenedldhg standing dominance of the non-
corporate enterprise. They included the increasipg of enterprises, the finance requirements
necessitated by the exploitation of new technicuekthe inappropriateness of the partnership
form of organisation to supply this type of financ&he law of partnership had evolved in
such a manner, as to make every partner liabléhotosses of the enterprise (Payne, 1978).
This liability extended down to their last acre awthilling. Understandably, few were willing
to take this risk, as the demands for capital gi@€heffins (2000) provides a number reasons
explaining why the JSC emerged on a significantesgathe last quarter of 1800s and the
early 1900s. These concerned the marked declifending to foreign borrowers; the shift in
assets away from government securities and lardgdémand for an exit option by families
that had built up firms during the industrial revtdbn; and the demand for capital to finance
expansion, the scale of which was too large fatiti@nal sources. The stock market allowed
English industry to draw on the vast wealth ofgeatry and nobility (Gille, 1976).

In the US, the wave of mergers and the anti-trasst that preceded it were crucial to the
eventual emergence of the widely held corporatibwo organisational innovations were
generally adopted as a response to market congpe(i@handler, 1977). The first involved a
horizontal fusion of assets of competing companidge second involved the formation of
holding companies, which exercised tight manager@itrol over subsidiary companies.
These saw the emergence of hierarchical managestrestures, with professional managers,

independent from enterprise owners. It also sgetha process of transferring ownership to



the market. For proprietors of firms, which disag@el in mergers, the logical step was to
unwind their holdings (Cheffins, 2002). This waspeocess in which they engaged in
reluctantly. The expectation was that “direct maamagnt by a manufacturing owner may be
expected to be more efficient than management bstamti financiers representing

stockholders” (Belcher, 1904: 121-122). In this mam although change did not occur
immediately, control of American corporations malde transition from family to market. By

the time Berle and Means (1932) conducted theiweguon the separation of ownership and

control in American corporations, the trend towatdgpersed ownership was well established.

3. The Separation of Owner ship and Control in the UK

It is difficult to identify exactly when the sepéitn of ownership and control occurred in
the U.K. While the process began early in the &tdal revolution, it is fair to say that it did
not gain widespread acceptance until the lattefr dfathe 28" century™® This indicates that
the emergence of what we now know as the widelg hetporation was a product of almost
three centuries of evolution. Central factors ims thvolution included the emergence of
London as a financial centre and its ability to lgppternational financial techniques and the
development of the London Stock Exchange (LSE). Wisa significant is that this
development was characterised by financial crisestupt practices and the influence of
corporate interest on the political system. Moredtiere existed very limited legal protection
of investors or the public interest. While the lag@verning incorporation ensured a high
standard of disclosure, they often had the efféatsiitutionalising the control of directors at
the expense of minority shareholders and the pubbt, despite these problems the long-term
effect was to strengthen rather than weaken puwolididence in the joint stock company. In
response to corrupt practices a political consegsagually emerged that sought to ensure the

JSC operated in the public interest.

Learning from Abroad

London was not always the dominant financial cenfrEurope. At the end of the 1600s,
Amsterdam dominated Europe’s financial market.dd lalready developed large markets in
securities, commodities and foreign exchange, endtock market was the busiest and most
technologically advanced in the world (Schubert88)9 Schubert (1988) identifies three

91n 1936, the median proportion of voting sharekl ly the 20 largest shareholders in the 82 largest
financial UK corporations was approximately 40 petc Similar data for 1977 showed that the 20dstg
shareholders held between 20 and 29 percent afg/istock. Source Coffee (2001: 40).
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significant catalysts in the emergence of Londom dmancial centre. The first concerns the
taking control by parliament, of funding the naabrdebt. This improved the standing of
England as a borrower. The national debt enabldthpeent to borrow from the public pool
of savings, but it also bound investors in natiahetbt to the stability of the regime (Hoppit,
1986). The second concerns the importation of Degchniques of finance by William IlI.
The techniques used by William to raise credit werdact very similar to those he had
employed in the Netherlands, the difference belmgglocation (Neal, 1987). The third deals
with the founding of the Bank of England in 1694értkby providing the London market with a
more credible and stable source of credit. Accwydio Schubert (1988:300) these
modernisations “gave London the opportunity to digyénto a major financial centre on a par
with Amsterdam.”

A crucial element of the financial practices thatldm brought to England was the resale
of shares in joint stock corporations (Neal, 198Mis was effectively the modern stock
exchange. Although Neal (1987) notes that chartel®@s existed in England prior to
William’s arrival, trades in their shares and themiers of such companies increased
considerably in the 1690s. To aid him in his pugodd/illiam brought with him from the
Netherlands numerous financial advisors “who wexgee to apply in a relatively backward
England, the financial techniques and institutisghat had been developed over the past
century in Amsterdam” (Neal, 1987:98). Their adies resulted in the founding of such well-
known banks and companies as the Bank of Englaed\éw East India Company (1698), the
United East India Company (1702) and the South@Gmapany (1711). They were traded on
both the London and Amsterdam markets.

Despite the fact that the LSE was mainly a marketgbvernment securities, it had little
difficulty in attracting large numbers of investoi&ven in the lead up to the collapse of the
South Sea Bubble, and despite the scepticism okdeading members of parliament, the
sceptics “were a small minority compared with tlugér number of investors who at least until
the summer of 1720, crowded Exchange Alley from mlaw dusk and made fortunes by
investing in anything from the smallest bubble bares of the monied companies” (Harris,
1994: 619). The confidence attached to the goventimmdebt conversion scheme meant that
even when the South Sea Bubble Act was introduned720 to control speculation, the
immediate reaction of investors was not panic.

Corrupt Paliticians and the Joint Stock Company
The bursting of the South Sea Bubble in 1720 arusesguent revelation of improper

political practices provided the setting for theeetual separation of politics and business. Of
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particular significance was the passing in 172thef South Sea Bubble Act. The commonly
held view is that the act was a response to thstingrof a speculative bubble (bull market), or
as a legislative response to the abuse of inve@atserson and Reiffen, 1990). The sequence
of events suggests that neither was the case. Tbbl®8 Act was passed in June 1720; the
South Sea Bubble burst in September 1720. Sto¢kernSouth Sea Company continued to
increase in value after the passing of the actdidchot collapse for another two montfis.
Patterson and Reiffen (1990) present a convincirguraent that the bubble act was
specifically intended to prevent non-chartered éirfmom using the formal market, an
objective that it achieved quite brilliantly. Siily, Harris (1994) argues that the Bubble Act
had all the characteristics of a piece of speata@rest legislation. In this regard Harris favours
an explanation based on the South Sea Companyiitgglting the act, “because it believed
that the wave of small bubbles competed with thegamny’s conversion scheme” (Harris,
1994: 612).

The Bubble Act had important implications for thevdlopment of financial markets and
the JSC. Prior to the 1720 bubble, public configeimcthe stability of the regime had grown.
The uncertainty surrounding the public finance eystintroduced by William into the UK
gave way to certainty (Hoppit, 1986). This confidemid not grow unchecked and crises were
an inevitable feature of market growth. Howevewnds not a catastrophe. The bursting of the
bubble represented the ending of a period of spgealmomentum. The wider consequences
of the ending of speculative bubble were less pnaned, with the greatest sufferers being the
inexperienced investors who sold too late (Hopp®86). More significant was the Bubble
Act’s effect on the system of finance. The acpbdlto ensure that the speculative element in
the formation of non-state companies was keptrtoreamum (Hoppit, 1986).

Financial implications aside, the South Sea Bulblalé important political repercussions.
Those who opposed the Bubble Act on the groundsithencouraged speculative trading
found themselves isolated in terms of strong S&eh interests who had no objection so
seeing the companies stock become a bubble (H4984). However the financial chaos
following the collapse of the bubble and the pulb&action to the revelations of the corrupt
political involvement provided a catalyst for thasiing together of disparate opposition
movements in parliament (Jones, 1993). This resuitea backlash against perceived corrupt
business practices leading to what Jones (1993jrides as transparent efforts by the

1 Sock in the South Sea Company was priced at £7%@uily June 1720 after the passing of the Bublue A
almost five times its price in January 1920. Thareh peaked at £1050 on th&'@4 June before beginning their
decline in August. By the end of September theydwlidpsed to £300. Source: Harris (1994: 613).
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responsible ministry to “save their skins” and pmsge the directors of the South Sea
Company. These events indicate that even when3@ewhs still largely a state entity, it had
already gained considerable corporate power arideinée over the political system. Only
after the emergence of financial crises and thelation of corrupt practices did a credible

political check on the JSC operation emergence.

Financial Crises and Political Retreat

The collapse of the South Sea Bubble can be vieageohe of a series of crisis to hit the
development of the UK’s stock markets in the 1700sppit (1986:44) lists no less than 13
possible years between 1700 and 1800 where a falacrisis could be considered to have
occurred. In the aftermath of the South Sea Bultbée] SE remained essentially a market for
government securities. Even as late as 1840, bhlpercent of the securities traded on the
LSE were not issued by the government, and evesettemded to be attributable to such quasi
government organisations as the East India Comfaoyth Sea Company and the Bank of
England (Michie, 1987). Yet the ®entury also witnessed the emergence of the LSE as
preferred market for securities, despite the domiraof the state. The Bubble Act was
unexpectedly repealed in 1825. Government issues wereasingly replaced by corporate
stocks and bonds and the LSE began to attrachatienal listings from the US and France
(Michie, 1987).

The period after 1720 witnessed the end of the tgp@ous incorporation of joint stock
companies and a return to strict government caqwoer the granting of joint stock charters.
As a consequence many enterprises were forcedofat dsks formal financing structures that
were not unlike those witnessed in the early peoibtthe industrial revolution. These included
“family firms, closed partnerships, or unincorp@dicompanies of doubtful legality” (Harris,
1997: 675). In any event the 1720 act proved diffito enforce, with only one instance in the
18" century where a persecution occurred (Harris, 19@apital hungry entrepreneurs
routinely disregarded restrictions on the formatioh JSCs. Large numbers of JSCs in
existence were not incorporated by the state, reithe royal charter or special act of
parliament? In addition a speculative bubble emerged durirg early 1820s, which was
partly driven by the floating of loans by Latin Armmean countries. These were followed by

Latin American mining companies whose promises iofhaes were well received on the

2|n the early 1820s before the repeal of the Bublole Harris (1997: 577) notes that there were jbiitt stock
companies in England, many of which were not incoafeal in accordance with the 1720 act.
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London market. The result was an increase in tehers of companies seeking special acts
to allow them form joint stock companies.

The first political reaction was that the specwiatirenzy would eventually run it course.
JSCs could form if they wished so long as theyrditlinterfere with parliamerif. Companies
that went to parliament seeking legislative apprémalistings were subject to much lobbying
between the public and private interf's€onsequently during the period 1824-1825, Harris
(1997:687) notes, “a considerable number of memtigparliament were manipulating for, or
being manipulated by, powerful private interestup®” This situation eventually proved
unworkable and in 1825 the initial bubble act wapealed on the basis that its legal
implications were unclear. Moreover it was acknalgled that many of the unincorporated
companies served a useful purpose and were inutbiicpoenefit. Interestingly, the repeal of
the Bubble Act was followed in 1826 by a crash tock market values and a run on the
banking system. By 1827, only 15 of 624 companeméd between 1824 and 1825 traded
above their paid up price, and almost 500 had gisaged altogether (Harris, 1997: 692).

What is significant is that despite the existentehe JSC since early in the Industrial
Revolution, legislation regulating their free formoa did not come into being until 1844. In
the mean time, they existed both in a formal mafmechartered companies and an informal
manner for those who did or would not have sucogeadaetting a charter of special act of
parliament. The repeal of the Bubble Act can tlweefbe interpreted as critical in the
emergence of the JSC as it signalled an end tdigadlinference in the granting of charters
and the beginning of a more impartial style of cogbe regulation. Although a general
incorporation act did not come into being until 28&ere was little doubt that by the latter
half of the 18' century, a reasonably active market for industidurities existed (Davis,
1966).

The Emergence of the Dispersed Ownership with Limited Liability

The corporate governance practices of larger Britisrporations towards the end of the
1800s were still a long way from the “best practitet we expect of the modern corporation.
The Joint Stock Companies Act, enacted in 1856, ipuplace the legislative framework

governing the modern corporation with limited ligtigi Yet it is clear the JSC enjoyed all the

13 At the time, parliament was much more concernet siich issues as food supply (Harris, 1997).

4 On such case was that of the new Liverpool and Kester Railway Line. Its promoters and bankersyels

as those in other parts of the kingdom who woukkhzenefited from the line’s construction suppottee line.
Two major interest groups opposed the company: Bbliters of canals that already served the route and
landowners concerned with land value and the laspdopriation power of the company. Parliamentegiamere
lobbied and lobbied on behalf of these variouségts. See Harris (1997: 685).
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benefits of the JSC structure with limited lialyillong before this date. The 1856 Act at most
resulted in technical changes in the details of enaimip, but control did not shift from the
founding entrepreneurs and families. Cheffins (308@ues that Family control remained a
complicating factor right up to the mid 2@entury. The boards of directors were still enjbye
considerable discretion in the governance of tbempanies (Payne, 1978). Indeed consistent
with Adam Smith’s concerns on the freedoms attacteethe JSC structure one director
remarked to the 1886 Committee on Trade and Ingutat ‘it has been an advantage to my
Company to be a Limited Liability Company — becdusave as much power as a director of
this company as | had as a partner and the resauafethis company are greater than the
resources of the old partnershi’ Even in the early 1900s, the rights of minority
shareholders were still subject to the ability afger shareholders to ratify any conflict of
interest transaction, thereby placing it beyonddiadl review (Coffee, 2001). Despite these
limitations investors were increasingly investing shares and diversifying their holdings
across different companies. This indicates thathattime, trust in the system was more
important than the lack of specific legislation g@iiing minority shareholders. Coffee (2001)
argues that such factors as a strong normative @operceived exposure to loss of reputation
may have restrained UK managers in the absencawof $uch trust had been a long-term
feature of market development in the UK.

Similar to previous legislative reforms in the™and 18' centuries, the legal protection of
shareholders’ rights only emerged as a responsedis. As such its emergence can neither
be regarded as intended nor planned. In the atbrof a series of stock market scandals in
the 1870s, parliament overruled a judicial decision1890 that narrowly construed the
meaning of fraud by enacting tBerectors Liability Act of 189FCoffee, 2001). This allowed
investors to recover damages if (1) they suffeosd khrough misleading claims in the issuing
prospectus, and (2) those responsible could noteptbat they had reasonable grounds to
believe the statement was true (Coffee. 2001:42)is was followed by numerous pieces of
legislation, each leading towards mandatory discks which culminated in 1929 with
legislation that required companies to disclosenaome statement and other data on earnings.
A similar change was also evident in the listinggadures of the LSE. Up to the early 1900s
the LSE had been content to adopt a laissez-fagipeoach to the companies that it listed.
However, Coffee (2001) notes that following anotbpeculative boom in new issues during
the 1920s, a major scandal hit the LSE in 1929is Tdrced the LSE to tighten its listing

15 See Payne, 1978: 204.
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requirements and place a greater focus more oguhkty of the shares it listed. In effect it
had taken the first steps towards self-regulation.

4. Institutional Innovations and the Emer gence of the US Cor poration

An important difference between the financial cestof London and New York at the end
of the 19" century was the level of investor confidence. Whatdon had, New York lacked.
The NYSE was located far from the wealthy Europé&arestors. America was then a
developing nation and as such, investors would Head good reason to be cautious. Such
practices as price manipulation by controlling kibolders, judicial corruption, asset
stripping, and arbitrary regulatory enforcementevefe in America’s securities markets in the
late 19" century. Even the legislative protection affordedshareholders could be nullified
through bribery and judicial corruption. Similar how legislation in the UK often had the
effect of strengthening the hand of corporationd #eir directors, instead of being used to
protect minority shareholders the US legal systeas wsed as a method for legitimising
corrupt practice$® Seligman (1983) notes the prevalence of “watetecks during the period
between 1897 and 1910, where 79 cases in all vadematified. Promoters would buy up
competing plants and sell to the public stock, Whexceeded the value against which the
stock was issued. In this manner, the agency prokhat emerged in America was somewhat
different to that which emerged in the first jogtbck companies in the UK. Instead of fear of
expropriation by management, US investors were ragp®sed to expropriation by incoming
controlling shareholders (Coffee: 2001). How the¥Yovercame such constraints to become
the “guardian of investors” is therefore highly refgcant to developing economies seeking
finance abroad. Towards the end of th& t8ntury European investors were quite willing to
purchase the stocks of US companies, particulailyvays that were listed on such major
international markets as London, Paris or Amstertfalfor these companies the combination
of efficiency and liquidity made London particulardttractive. The question was therefore
how to give the investors confidence in the NYSE®Tnnovations were crucial to this. The
first was the use of financial intermediaries sashJ.P. Morgan. The second was the self-

regulatory role adopted by the NYSE.

The J.P. Morgan Effect

16 Coffee (2001:27-28) provides a concise accouthese problems for shareholders in Erie Railroad.

" The Atchison, Topeka and Santa Fe Railroad Compssued 4 percent mortgage bonds on the Amsterdam
and London Stock Exchange in 1896. 22.7 percenh®fbonds were issued in Amsterdam, 29.5 pereent i
London and the remainder on the NYSE (Mitchie 1987).
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From the mid-1800s, US investment banks playednapoitant intermediary function
between American companies and European investdtsMorgan, an American investment
banker, found that in the poorly organised markéthe US substantial profits could be made
by securing finance for large well-known domestienpanies (Davis, 1966). Consequently it
was in the interests of companies to form close tMth investment banks. In return,
investment banks took seats on the boards of tb@sganies. The relationship was not an
arm’s length one. “Informal ties and quid-pro-qypds of obligations abounded” (Ramirez,
1995: 661). Having a representative of J.P. Morgifting on the board of directors, added
approximately thirty percent to the value of thenpany’s ordinary stock (De Long, 1991).
For minority shareholders, the presence of a répeitanvestment bank also lessened the
transparency problems. It achieved this by resghtire information and incentive problems
between shareholders and management by havinghkstinent bank act as an intermediary
(Ramirez, 1995).

A second and related feature of financial intenaeels was the way in which they
assisted the transfer of control from families tarket. Financial intermediaries such as
investment banks took a leading role in the wavandistry consolidation that occurred
towards the end of the $@entury. In the first instance their role providedestor confidence
in the new corporations. A second crucial role pthpy financial intermediaries was the way
in which they helped overcome owners’ reluctanceftioad their holdings. Where leadership
was lacking or conflict existed, promoters toolkeading role and retained a block of shares as
consideration (Cheffins, 2002).

The NYSE and Self-Regulation

The emergence of the NYSE was also significantvercoming the information problems
faced by potential foreign investors. “From wellfdre 1900, the NYSE saw itself as the
guardian of the financial quality of the issuerstdd on it” (Coffee, 2001:37). Later this
became evident in a number of ways including itefgrence for low risk companies, and its
decision, albeit reluctantly, to refuse to list rgsting shares in the 1920s. On the other hand,
as noted earlier, the LSE tended to adopt a rasssez-faireapproach to the companies it
listed. The difference in approaches may have ntaatho with America’s position as a late
starter and the much more competitive environmadeuwhich the NYSE operated.

At the end of the 1 century the NYSE was not the main stock markehénUS. The
first canal companies tended to raise finance @ir thwn states. The capital demands of the

railroads changed this. Private railroad operatoese the first companies to raise capital
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outside of their own states (Chandler, 1977). Masked to the advantage of New York.
Similar to London in the 8and 19" centuries, railway bond issuers gravitated towates
York from the 1850s, because it was the only fim@ncentre that could supply the scale of
finance necessary.As a result the American capital market becamgtini®nalised in New
York (Chandler, 1977). Although it may have domaththe market for debt securities, it
ranked well behind other exchanges in terms otridwding of equities. However, unlike other
exchanges, it did not attempt to compete for bgsiresed on low commissions or by luring
as many new issuers as possible. Instead it coohpetguality. Consequently its focus was on
the needs of the “substantial investor” (CoffeeQ2(B6).

One issue highlighted by Coffee (2001) referretidav the NYSE dealt with the problem
of non-voting shares. Prior to the beginning of 18€0s, there existed little restriction on the
voting rights of shareholders (Stevens, 1926). Bmtimmon and preference stock in railroad
companies appeared to have full voting rights. HeweStevens (1926) noted an increasing
trend towards restricting of the voting rights drtain classes of shareholders. This was
accompanied by a move towards concentrated vobnga. The response of the NYSE was
to adopt a policy of refusing to list non-voting nemon stock. This was followed by
regulations that prevented listed companies frauimg a block of stock of sufficient size to
transfer control, without first seeking the apprlowh shareholders. The issue has particular
significance given the findings of Classegisal (2000) that the separation of residual and
voting rights was one of the main forms of minostyareholder expropriation that occurred in
Asia during the 1990s.

The proactive self-regulatory approach adoptedHgy NYSE allowed it to distinguish
itself from its competitors. By presenting itsedf @ reputable exchange, it was able to establish
the trust of investors and issuers. Long beforeSeurities Acts of 1933 and 1934 introduced
mandatory disclosure, the NYSE already had in ptastrict set of listing requirements. It is
doubtful that this was put in place solely for fhéblic good. Coffee (2001) argues that there
was an element of self-interest in the NYSE'’s esiohe listing criteria. Its ability to turn away
companies with poor trading histories helped dggtish it in terms of quality from other

exchanges.

18 As capital became scarcer in Boston, many issmergasingly turned to New York where capital weassl
scarce and money rates were lower (Chandler, 1977).
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5. Distinctive Patter ns of Development: Implicationsfor Theory and Practice

The sequence of these events described in thisr,paleag with recent developments,
indicate that the legal and political explanatioegd to be put in the context of the economic
history before their implications for developingpeaomies and the theory of the firm can be
fully assessed. The JSC with limited liability hasdoubtedly prospered from what Adam
Smith described as an exemption from trouble asid except for the sum invested. It has also
benefited from adaptive and innovative qualitiebjol have to a large degree allowed it to
prosper in the absence of formal regulatory andllegforcement. This is not to lessen the
significant of legal and political developments.ridas regulatory actions by both the UK and
US governments were crucial in standardising thegtiomship between political and business
interests at various stages in history. More rdge¢he Sarbanes—Oxley Act of 2002 mandated
much corporate governance including the structdreoardroom committees (Roe, 2005).
This created what has arguably been one of the stosgent set of corporate regulations in
history, and emerged to protect the integrity of fil#ancial markets in the aftermath of
serious corporate scandals at both Enron and WondCIn accounting for these
developments, this section argues that the evaoluiothe JSC and its corporate governance
structures are best understood within a politicainemy framework that accounts for effects
of market developments, political and legal intetiens and the rise of the regulatory state on
the JSC. It also briefly assesses these implicationthe theory of the firm and developing

economies.

A Poalitical Economy Perspective on the Evolution of the JSC

The implications of this paper are consistent wébent political economy approaches to
market development (e.g. Pagano and Volpin, 200djarR and Zingales, 2003), which
emphasise how incumbents can either impede ortédeiimarket growth. The evolution of the
JSC illustrates how the extent to which legal aalitipal institutions have been able to both
limit and facilitate the powerful corporate interggoups has to a large degree affected the
extent to which JSCs are accountable for theioastiThe political economy perspective also
captures the important role of the state. In the thi€ actions of the government were crucial
at various stages in removing the obstacles toldpreent. In the US, where the state has
traditionally taken a lesser role in economic attiand where individual states enjoy a high
degree of discretion in corporate law making, RB@06) points out that in almost every
decade of the #Dcentury the major corporate issue either wenthoeatened to go federal.

Indeed Rajan and Zingales (2003) argue that ithes dtate that possesses the ability to
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coordinate standards and aid enforcement; henaetidn is necessary the political desire to
carry out this is crucial. It is therefore cructal understand the rise of the state’s role as a
regulator of the JSC and how this role has evobrest time.

Probably of most significance is the fact that acle instance, developments in the market
tended to be legitimised by legal and political elepments, rather than the other way around.
The political power and lobbying of the South SeamPany in 1720 prompted the Bubble
Act, making it one of the first examples of spedrakrest legislation. Its repeal only came
about, over a century later when the act was ngdoeconomically and politically practical.
The 1856 Joint Stock Companies Act, which put acplthe legislative framework for limited
liability, in many respects enhanced the corpopateer of private co-partneries. The overall
effect of corporate laws such as the 1862 Compdaaekfying Act was to give the impression
of change, when in fact none occurred.

In the early 19 century, politicians in the UK gained consideratsiats for lobbying for
charters on behalf of enterprises. In the US, jedged politicians could be bribed, with the
effect of legitimising corrupt practices. Compulgalisclosure was not legislated for until the
consistent failure of issuing prospectuses to dggimaterial investment risks were identified
by Congress as a factor in the losses sufferedibgstors in the late 19285 Similarly, the
rise of holding companies and trusts, which usest pgramiding structures to concentrate
control, was not legislated against until after Wall Street Crash in 1929. The demand for
public utility regulation, in particular that oféfrailroads, only emerged after a large number
of railroad companies collapsed and went into reaehip (Dillion, 1925). Even in anti-trust,
the decision to break up monopolists often folloves@nts that had already been decided in
the market place. In the case of Standard Oil,t Ri®80) notes that historical accounts of
developments in America’s oil industry suggest that Supreme Court merely accelerated an
ongoing economic process.

The emergence of a political commitmentidssez fairein the UK also appears to have
significantly benefited the JSC. This commitmert dot emerge spontaneously, but rather in
response to specific economic and political develepts. Fay (1948) argues that the
important reforms at the time tended to follow gatern of reform and repeal. One example
is that of the Royal Charter which granted the Grdie sole right to grant JSC status. The
Statute of Monopolies 1623 reversed this situation by stating thatranopolies, however

9 Prior to the Securities Acts of 1933 and 1934, ib&stors purchased large quantities of foreigndson
particularly from Latin America. The collapse of therld economy in the late 1920s led to a substhntia
depreciation of these bonds. A Senate Finance Ctieaidentified significant disclosure problemstticalarly
their failure to state material investment risksli@nan (1983: 24-27).
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they were granted, were void (Patterson and Reiff6080). Similarly the repeal of the 1720
Bubble Act, largely removed the Crown’s control owie incorporation of the JSC. Such
political reforms went hand-in-hand with a shifttire balance of power from state to market.
What is significant in the move toward@issez faireis that although mercantile interests
initially predominated, Lilley (1976) notes thatdurstry was given the room to manoeuvre,
allowing it to eventually take the major share ofical power. Britain’s approach was in

stark contrast to the continent where the govermnsepported the development of large
industry as a direct extension of mercantilist pcas (Gille, 1976). Although other European
nations imported the Industrial Revolution, thed diot on the whole adopt the official (or

lack of official) policy (Supple, 1976). One coulderefore argue that the political power of
the JSC was therefore enhanced by the legislatpeals associated with laissez faire.

The above is not to diminish the important politiead legal reforms that did occur.
Britain pursued a policy of the “continued dismanglof the structural, fiscal, and economic
barriers to the mobility of men and resources” (8ep1976: 320). The repeal of the Corn
Laws in 1846 is cited as one of the most known giasof innovative decisions making by
political agents designed to curb the power ofesliand remove the barriers to free trade
(Lusztig, 1995). Its effect was that the politicedgemony could no longer exercise control
over both policy and economic activity. Similarlthe tolerance of corruption gradually
became incompatible with economic development. d@ldsot occur immediately. The repeal
of the Bubble Act was in part due to the sheer stasnable nature of political corruption.

How then do we interpret the role of legal and tordi institutions from the historical
perspective? In the first instance it is clear thasiness interests played a significant role in
shaping corporate norms, but that these were tatéified in law. Clay and Wright (2005)
describe how self-regulatory mining codes providegeaceful solution to property rights
disputes during the Californian Gold Rush in theeaize of federal mining laws. However
they point out that these codes are best understgonhstitutions for managing access to
resources whose location is uncertain, rather #smenforcers of property rights. Similarly
Coffee (2001:66) argues that while financial maskééveloped in the absence of a strong
mandatory legal framework “they neither functiortiopally nor develop to their potential in
the absence of mandatory law that seeks to mitifpateisks of crashes”. In this regard, a more
plausible explanation is that the cost of influeggustice did not increase as fast as the size of
business as argued by Glaeser and Shleifer (200@)rise of the regulatory state therefore
occurred at the backdrop of the failure of priiittgation to adequately protect individuals in

the market place.
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Implications for Firm Theory

Taking the shareholder as the principal suppliecapital to the firm, many seminal
contributions to the literature on corporate goaexe have focused on how the supplier of
equity can limit the discretionary behaviour of ragament through market contracting. This
market-based paradigm views the firm agsexus of contractslts central focus is on the
separation of ownership and control. An examplthéslegal approach, which has sought to
investigate the relationship between the legalgutatin of investors and ownership structure.
The concern with ownership has its origins in tharé expressed by Adam Smith (1776) and
Berle and Means (1932) that the emergence of thaelwiheld corporation created
opportunities for the appropriation of investors2aith. The search for new paradigms has
been underpinned by the recognition that investenesship does not necessarily dominate
other ownership forms (Hansman, 1996), and thabthendaries of the traditional firm have
shifted (Zingales, 2000). The emerging dominancensiitutional investors, the widespread
nature of employee ownership, the increasing popylaf employee stock ownership,
producer-owned cooperatives in the agriculturatseand the prevalence of state ownership
all challenge the conventional assumption of thpremacy of investor-ownership (Sun,
2003). Their existence challenge conventional tlesdpased on transaction costs as the sole
explanation for governance structure.

Economic history provides a similar challenge towhthe JSC is viewed. Initially
economic thought focused on the adversarial natmck the constraints faced by the JSC,
particularly its implication for transaction coséscentral feature of Adam Smith’s writings is
his concerns on the problem of disinterested ovinersf land and capital. The JSC resulted
in a transfer of capital from persons immediatelieiested in its good condition, to a set of
persons, such as creditors of the public, who mavsuch interest leads in the long run to the
possibility of the running down of the capital ¥o&mith argued that the proprietors of these
companies rarely knew much about the nature of thesinesses but were content to receive
the dividend. Similarly Marshall (1920) pointed dhat at the end of the $@entury, many
firms inherited from the industrial revolution, ke the creative entrepreneurship of their
founders and as such tended to stagnate.

Yet the emergence of the JSC also signalled a ehemthe boundaries of the traditional
firm. The beginning of the 0century witnessed a shift in the concept of prpfrom the
physical corporeal and incorporeal property, tcamgible property taking the form of a

transaction (Commons, 1934). Schumpeter (1928)rbte the transition from competitive to
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“trustified” or regulated capitalism at the begimgiof the twentieth century resulted in a shift
in the source of entrepreneurship (Schumpeter, )192Bider competitive capitalism
innovation was embodied in the foundation of newn§. Under “trustified capitalism”
innovation was instead embodied in large units tiedady existed and occurred largely
independent of individual persons. Schumpeter wascal (1942) of the mainstream
economic orthodoxy of the time for failing to reaithese creative and destructive features of
capitalism. It was this evolutionary process thaehuBnpeter viewed as the source of large-
scale enterprises innovation.

The transaction cost approach in associating léirges with shirking and increasing
monitoring costs arising out of market failureg(€oase, 1937; Alchian and Demsetz, 1972),
therefore only explains part of the evolution af 16C. Lazonick (1991) criticises thexus of
contractsapproach on the grounds that it assumes the pséeage of markets. The firm is
essentially a passive player that arises out ofketafailure as opposed to organisational
success (Lazonick, 1991). The emergence of largesfdescribed in this paper suggests that
they were far from passive actors. These adaptleenents within the JSC are better
understood with theories that view the firm asexiibn of investments built around a critical
resource (Rajan and Zingales, 1999), or as a tlieof growth opportunities (Myres, 1977).
The latter approach is particularly relevant foveleping economies, where the existence of

fully functioning markets cannot be assumed.

I mplications for Developing Economies

The challenge for many developing economies isundke that faced by UK and the US
in the 18" and 18' centuries. “What had to be found was a way of engithe stability of the
investment from the industrialist’'s point of viewhile enabling the investor, if needs be, to
mobilise his investment” (Supple: 1976:261). Depéalg economies need capital to finance
development. Yet, just like the developing finahcentres in the UK and the US described in
this paper, they often lack the financial instbug and standards of corporate governance
present in developed countries that could provideestors with confidence to invest. The
experiences of both the UK and US raise an inteiggjuestion for developing economies
regarding the extent they should follow the JSC ehadopted in the UK and US?

It is commonly assumed that the only way for depilg countries to converge with
western best practice is to privatise and libegali¥et the development of governance
structures in developed nations has been a mucé coonplex process. In the absence of legal

institutions, new property rights tended to benmdédised in the firm rather then the market. As
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a consequence, centralised control structures, podies and corporate malpractice were
common features of early corporate governance.rBedotive capital markets could develop,
a professional management class was required.dlibation of many state restrictions often
only occurred after economic developments made gxestence impractical. Where the costs
of market transactions were high, such as it &ntury America, alternative, non-market
governance solutions often based on reputatiost and self-regulation, were necessary to
raise finance.

For developing economies, these developments itaditet a more immediate concern
may be to put in place the managerial incentivet #ncourage the adoption of better
governance practices. Economic history illustraties value of developing professional
managerial structures through reducing the reginston entrepreneurship, even for state
enterprises. At the macro level, it illustrates hadapting international financial techniques to
domestic conditions, as opposed to the wholesatesplanting and implementation of western
standards, can improve the mobilisation of finadesnterprise level, the history of financial
development indicates that enterprises can befrefit the oversight functions of financial
intermediaries and international financial marketswever in the absence of enforceable laws
or established business norms, these developmeuwt toebe carefully weighed against the
costs attached. The history of the JSC has shoannttarket crises and the revelation of
corrupt practices may be an inevitable part of fniscess. It should therefore be of little
surprise if in the short term state ownership amatralised control structures persist as a best
means to limit the expropriation assets. Overallvéner, the lessons of financial market
development indicate that while the developmentstobng legal and political institutions
undoubtedly matter, they are not a preconditiordfarelopment.

6. Conclusion

Although it is difficult to sum up precise conclass on the many events outlined in this
brief history of the JSC, the main implication lmt the JSC is not a passive economic actor,
but rather an adaptive organisational form. Theeefalthough legal and political structures
are relevant for explaining governance configuratiof JSCs in developed economies, how
they are relevant is better understood from aipalieconomy perspective. In the absence of
formal codes and regulations, strong corporate@stecan gain considerable influence over
legal and political institutions and therefore udghce the rules of the game. Under such
conditions, the paper described the prevalencenoftbodox ownership structures, adaptive

behaviour and self-regulation in the developmenttled Anglo American JSC. It also
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described how legal and political interventionsenfserved to legitimise events in the market
place. Legal initiatives often gave an impressibolange, when in reality they often merely
legitimised changes that had already occurred. tigbaegulation tended to emerge only
when corrupt practices became so numerous thaththegme unsustainable. However, just as
codes represented an important means of managorgtehm access to resources during the
Californian gold rush, the long-term security obperty rights is ultimately dependent on
strong legal and political institutions.

From an analytical perspective, the historical etioh of the JSC indicates that in order to
account for the many changes in that underpinnedethergence of the JSC with limited
liability, a more rewarding approach is to focustlba dynamic political economy changes that
occur and the factors underpinning their initiatiéior developing economies, where many of
the institutions of a market economy are eitheeabsr at an early stage of development, this
approach has greater explanatory validity. Wheménty rights are unclear, or the legal
system can be manipulated, what may matter mdaheiability of innovative agents to initiate
growth by credibly committing to respect properights and adopt better governance
practices. Identifying these innovations and thieiitations requires an approach to analysis

that looks beyond the conventional theories of aglme and legal origin.
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