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Bankers and Corporate Governance 
Financial frictions arising from asymmetric information may deter access to external 
finance and, consequently, economic growth  
 
To address this problem, firms often form relationships with intermediaries 
 
Theoretical models suggest potential benefits, but also costs 

 -Enable bank to obtain information, monitor management 
 -May also give bank informational monopoly that they can exploit (Sharpe 
 1990; Rajan 1992) 

 
Empirical research analyzing effects of bank-firm affiliations produced mixed 
findings 

 -Germany, Japan: (Gorton & Schmid 2000, Agarwal & Elston 2001, Weinstein & 
 Yafeh 1998, Morck & Nackamura 1999) 
 -Modern US (Kroszner & Strahan 2001, Guner, Malmedier & Tate 2007) 
 -Historical US (Delong 1991, Ramirez 1995, Cantillo Simon 1998) 

 
Fundamental problem for empirical analysis: endogeneity of bank-firm 
relationships 



Using history to estimate the effects of 
relationships with financial intermediaries 

Bankers were once commonly represented on boards of American public 
companies – particularly railroads 
 
Political concerns regarding the power of financiers in the economy, and the 
conflicts of interest inherent in their positions as directors, led to a backlash 
 
Section 10 of the Clayton Antitrust of 1914 (implemented 1921) prohibited 
securities underwriters from holding board seats with their client railroads 
 
In this paper: we use the implementation of Section 10 to address the 
endogeneity problem and estimate the effects of underwriters on firm boards 
 
We present a simple theoretical framework of bankers as monitors to generate 
specific predictions we can take to the data 
 
Use new data on board composition, debt underwriting, stock prices, and firm 
balance sheets & income statements in empirical tests 



Contributions 
Evidence that prohibition of bank-firm affiliations can be 
harmful, at least within context with acute asymmetries 
of information 

 Addresses endogeneity problem faced by most earlier work 

 
Evidence of the significance of board composition for 
firm outcomes 

 Endogenous board formation only addressed by looking at gender  quotas in 
 Norway, or using regulations (Sarbanes-Oxley) that mandated outside 
 directors on certain committees 

 

Implication that rules intended to address conflicts of 
interest may impede valuable flows of information 
 
Beginnings of an analysis of forces that led to departure 
of bankers from American firms’ boards generally 
 



Preview of Results 
Empirical framework uses the pre-existing variation in the strength of 
RRs’ relationships with underwriters represented on their boards 
 
Among the RRs with stronger relationships with their underwriters 
(who were therefore more affected by the regulation): 

 -Valuations, investment rates, and leverage fell, while interest 
 rates rose 
 -Most magnitudes modest (2%-5%), but effect on investment 
 larger (28%) 

 
Consistent with banker-directors acting as monitors, resolving frictions 

  
Falsification test: perform same analysis on industrial firms, which 
were not bound by the terms of Section 10.  The industrials with 
stronger relationships with their underwriters experienced no changes 
in the years after Section 10 was implemented.  



Railroads, Bankers and Politics 

Late 19th c.: major problems in governance of RRs 
 
Financed mostly by mortgage bonds; small number of firms capable of 
underwriting major issues 
 
Gradually, and particularly following reorganizations following 1893, 
bankers assert greater role in their client firms’ governance (Carosso, 
1970) 
 
By early 20th century, banker representation on the boards of major 
railroads nearly universal  
 
Populist hostility towards “money trust” becomes stronger in years 
following Panic of 1907; Pujo Committee investigations held in 1912-13 



Top 25 Underwriters, 1905-29 



Clayton Antitrust Act (1914) 
Section 10: No common carrier engaged in commerce shall have any 
dealings in securities…to the amount of $50,000, in the aggregate, in 
any year, with another firm, partnership, or association, when the said 
common carrier shall have upon its board of directors or as its 
president, manager or as its purchasing or selling officer… any person 
who is at the same time a director, manager, or purchasing or selling 
officer of, or who has any substantial interest in, such other 
corporation, firm, partnership or association… 
 
Intended to eliminate conflicts of interest in banker-directors’ role, 
prevent them from profiting from self-dealing at expense of RRs 
 
Fundamentally changed role of investment bankers:   

 -could remain as directors, but stop underwriting 
 -could resign from board, continue underwriting 

 
 



Implementation of Section 10 
Repeatedly postponed by Congress; Wilson vetoes additional 
postponement at end of 1920—goes into effect in 1921 
 
Firms with stronger ties to bankers on their boards more severely 
affected; but after 1914 ultimate implementation likely anticipated 
 
In empirical analysis, we define “treatment” in 1913: 
 
 
 
 

1913 1914 1921 

Clayton Act Passed Section 10 Implemented 



Implementation of Section 10 
Repeatedly postponed by Congress; Wilson vetoes additional 
postponement at end of 1920—goes into effect in 1921 
 
Firms with stronger ties to bankers on their boards more severely 
affected; but after 1914 ultimate implementation likely anticipated 
 
In empirical analysis, we define “treatment” in 1913: 
 
 
 
 

1913 1914 1921 

Clayton Act Passed Section 10 Implemented 

Exposure to treatment defined 1913 

Treatment period: 1921- 



Bond Underwriting by Banks on Firms’ 
Boards, 1907-29 



Resignations Noted in Press 

New York Times 13 Jan., 23 Jan., 31 Aug, 2 Dec. 1921  



Number of Major Underwriters on Public 
Companies’ Boards 



Sample & Data Sources 
Sample: 84 railroads listed on NYSE; 64 industrials that were listed on NYSE in 
1913 and issued debt 

Annual accounting data for 1905-1929 period (from Moody's Manuals) 

Directors’names at two- to five-year intervals (1905-1925) 

Bankers’names for all investment banking partnerships that were members of 
NYSE, plus commercial banks and securities affiliates, and trust companies that 
underwrote debt (from directories at two- to five-year intervals) 
 
Underwriting data from Fitch Bond Book, various editions starting in 1913 

Stock prices at annual frequency (or daily) from the New York Times 



Matching bankers to boards 



Balance Sheet  
Denver & Rio Grande RR 



Underwriting information 



Stock Mkt Reaction: Wilson’s Veto 
Veto at least partly a surprise; stock-market reaction gives assessment 
of expected impact 
 
Use strength of affiliations with bankers on board in 1920 as measure of 
expected impact 



Response from Noted Banker 

“The great bulk of capital of the railways of this 
country has been raised by bond issues and the 
investors holding these bonds naturally look to the 
issuing bankers to protect their interests and watch 
the management of the companies in question.  The 
best way in which they can keep in the close touch 
that this requires…is by service as directors and this 
service they are now prohibited from performing on 
pain of ceasing all business connections with such 
companies.” 
 
Mortimer L. Schiff [Kuhn Loeb & Co.], 1921 



Effects on Firm Outcomes 

Rationale for Section 10: bankers’ dual role as directors 
and financiers led them to profit from self-dealing in 
transactions with clients 
 
Implies that implementation should improve RRs’ 
valuations, lower their borrowing costs, (possibly) 
raise investment 
 
What if banker-directors actually did act as monitors?  
What are the implications for firm outcomes? 



Theoretical Framework—Intuition  
Based on Diamond’s (1984) delegated monitoring framework: firms 
need to issue debt to undertake investment project, can choose whether 
to have an underwriter on their board, or do arm’s length transaction  
 
Key friction: cash flows not observable to outsiders. Insiders would 
underreport cash flows and reduce payouts to bondholders. 
Bondholders use threat of liquidation to induce truthful revelation of 
cash flows, which raises cost of debt and reduces range of investments 
that can be financed  
 
Underwriter on the board can monitor the firm and report the true 
value of the cash flows to the bondholders, avoiding inefficient 
liquidations 
 
Monitoring is costly – underwriter charges a fixed fee. Large firms with 
more investment opportunities more likely to pay the fee and avoid 
liquidations          self-selection into bank-firm relationships 
 



Theoretical Framework—Predictions  
Without constraints, firms self-select into relationships with 
underwriters 
 
Section 10 restricted only railroads that would have chosen to have a 
monitor. For these firms, enactment of the Act would result in: 
 
-  Lower borrowing levels 
-  Higher borrowing costs 
-  Lower investments 
-  Lower market valuations 



Investment Banks as Monitors 
Firms differ at time t=0 on probability λf of having an investment 
opportunity at t=1; if undertaken, payoff at t=2 either VH with prob. p or 
VL with prob. (1- p). 
 
 
 
 
 
 
Debt: investors give firm 1 for a promised repayment F 
Outside investors risk neutral; required rate of return R: VL <  R  < VH  
 
Observable p ~U[0,1].  Cashflows not observable. Insiders have incentive 
to report VL when VH is obtained; to induce truth-telling, investors 
liquidate whenever VL is reported 
 

Chose whether to 
use monitor M or  
arm’s length N 

Obtain investment 
project with prob. λf  
Requires 1 unit capital 

0 1 2 

Obtain cashflows VH 
with prob. p, VL with  
prob. (1- p).   Creditors 
can liquidate, get  
L < VL ; insiders get 0. 



Effects of Monitoring 



Choice of underwriter-monitor 

•    

Value to shareholders at t=0 is expected value of 
implemented projects 
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Assume fixed monitoring cost M. Then firms choose 
monitoring if: 
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Let !∗be firm that is indifferent between monitoring and 
arm’s length. Then firms !! ≥ !∗ choose to have an 
underwriter on the board that monitors—i.e., larger firms 
choose relationship underwriting. 
 
These will be the firms affected by the implementation of 
Section 10 of the Clayton Act. 



Effects of Implementing Section 10 

•    

Market values 

∆! = !! − (!! −!) = (! − 12 !!
!! − ! ! !! − !
!! − !! !! − !

) 
 
For firms !! > !∗, ∆! < 0. Expect lower valuations for affected 
firms. 
 
Investment 
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< 0 
 

Inefficiency in investment since projects ! ∈ !, !∗  not 
implemented for firms !! > !∗ 
 
Borrowing levels and costs 
 
Change in debt level mimics change in investment 
 
Calculate interest as difference between amount the firm has 
promised to repay investors and amount borrowed. 
Difference in rates for a new loan for firms !! > !∗: 
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Marginal interest rate increases. For a project of given 
quality, pay higher rate when underwriter cannot monitor—
dominates effect of passing up on ex-ante riskier investment 
opportunities. 



“High” = in the 
top 25% of the 
distribution of the 
amount of 
underwriting 
done by firms 
represented on 
board up to 1913 
 



2.5 major 
underwriters 
on boards; 
41% of 
underwriting 
done by 
bankers on 
boards on 
avg. 

Many 
interlocks 
with other 
RRs, and 
Industrials 



Those in the 
‘high board 
undw’ group 
using fewer 
lead 
underwriters, 
higher-
ranked ones 

Groups 
similar in 
most other 
respects 





High board undw 
group larger, more 
levered, and with 
lower interest 
rates; but no 
differential 
changes over time 



Empirical Framework 

Main specification: 
 
 
 

•  Percent Undw by Banks on Board is the percent of value of 
debt issuances from 1905 to 1913 underwritten by banks on 
the railroad’s board in 1913 

•  Post 1920 =1 for the period 1921-1929 
•  Addresses concern that ongoing trends may influence 

estimates 

yit =αi +γ t +λ1Percent Undw by Banks on Board in 1913i * Post1920
+λ2Percent Undw by Banks on Board in 1913i * trendt +εit



Annual Differences: High Board 
Underwriting vs. Other 



Regressions: Firm Outcomes 



Alternative Specifications 

Potential concerns:  
 
1) Firms with close ties to underwriters not comparable to others (in 
post-20 years, relative to earlier years) 

 -Add as regressors firm characteristics where ‘high 
 underwriting’ group is different, interacted with trends  
 -Use propensity score approach to balance firms on 
 observables, eliminate firms outside of common support in 
 propensity to have a close relationship with an underwriter 

 
2) Ongoing trends responsible for results 

 -Create placebo “1909 Clayton Act,” test for effects 
 





Other Effects of Section 10 
1. Other self-dealing.  Section 10 applies not only to banker-directors, but all directors: no 
‘related-party transactions’ (self-dealing) 
 
Look for other directors with opportunities to profit from self-dealing: firms that supplied 
RRs with equipment.  RRs with director interlocks with those firms should benefit from 
Section 10 
 
(Far less likely relationships with such suppliers could benefit RRs in the way that 
relationships with bankers did) 
 
2. Collusion. Authors of Section 10 hoped banker resignations would undermine ability of 
bankers to facilitate collusion among competing RRs. 
 
Look for interlocks among competing RRs created by underwriters (those most likely to 
resign) – see if those firms are hurt 
 
Important to remember that interlocks among RRs are very very dense; those created by 
bankers only a small fraction  
 
 





Resignations 
Between 1914 and 1920, significant resignations in 
anticipation of Section 10 
 
Which relationships were severed, and which were 
retained? 
 
Approach: 
•  Estimate specification with underwriting data from 

1920 (instead of 1913) with OLS – will be biased, 
reflecting selection effects of resignations 

•  Re-estimate using 1913 data as IV 
•   Compare OLS and IV estimates to get a sense of 

direction of bias. 
 
 



Selection Effects in Resignations 



Conclusions 

Used regulation imposed on RRs to estimate value of 
underwriter relationships cemented with board seats 
 
For RRs that had stronger relationships with underwriters in 
1913, the regulation resulted in 

 -Lower valuations, investment rates, and leverage  
 -Higher interest costs 

 
Consistent with banker-directors acting as monitors, resolving 
frictions; inconsistent with Progressive critique of bankers (at 
least in their capacities as directors) 
 
Regulation harmed the firms it was intended to help 
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Change in Underwriting Relationships 


