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By force of happy knack of clannish fancy, the common man is enabled to
feel that he has some sort of metaphysical share in the gains which accrue to
businessmen who are citizens of the same ‘commonwealth’.

Thorstein Veblen, The Theory of the Leisure Class, 1899

INTRODUCTION

In the US and UK corporate governance problems often stem from the
agency conflicts between managers who own little shares and diffused share-
holders. Outside of these two countries, many firms have a controlling
owner (LaPorta et al. 1999). The phenomenon is more intriguing than just
a rich person owning a controlling percentage of a stand-alone corpor-
ation’s shares. Rather, the phenomenon is that a few rich families manage to
control a web of corporations by a pyramidal ownership structure, cross-
holding, and placing family members in key executive positions. (In a later
section, we shall explain the family pyramidal ownership arrangement.)
Evidence that the phenomenon is globally prevalent is piling up in the
literature. For example, beside the paper by LaPorta et al. (1999), Faccio and
Lang (2002) report such evidence for Western European countries, Morck
et al. (2000) for Canada, Claessens et al. (2000) for Eastern Asian countries,
Ramos (2000) for Mexico, and many others. Financial economic research
exposes that pyramidal ownership structures raise a different kind of cor-
porate governance problem: conflicts between an insider who attained firm
control of a corporation but owning only a small percentage of it, and
shareholders at large.

Large family controlled pyramidal groups are arguably the least inefficient
approach to corporate governance in developing economies, where markets
and other institutions of capitalism function poorly. However, stand-alone,
professionally managed and diffusely owned firms are probably subject
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to less severe governance problems in developed economies with efficient
financial markets, effective disclosure rules, sound corporate and securities
law enforcement, and solid investor property rights protection. Moreover,
since pyramidal groups entrust the governance of dozens or even hundreds
of companies to a single wealthy individual or family, these structures
can magnify corporate governance problems associated with a single indi-
vidual or family into macroeconomic problems. Financial economics
research has produced convincing evidence that family pyramidal ownership
structure creates corporate governance problems and economy-wide
resources allocation problems. See Morck et al. (2000) and the survey in
Morck et al. (2004).

An important research question is why family controlled pyramids
develop and grow. A popular avenue of investigation focuses on capital
market frictions and the desire for control. Burkart et al. (2003) suggest that
in locations where protection of investors’ rights is very weak, corporations
will be run by dominant owners themselves because there is little means to
mitigate outside managers’ agency behavior. The argument motivates the
need for ownership control but not the development of pyramids. Almeida
and Wolfenzon (2003) argue that weak investor protection makes external
finance very costly and creates the need for internal funds as ‘seed money’.
If a wealthy family sets up a new stand-alone firm, it has only family wealth
available as seed money, which would include dividends paid from firms it
controls. But if it uses an existing firm it controls to set up a new firm, the
accumulated retained earnings of that firm, not just paid-out dividends, are
available as ‘internal seed money’. In addition, the family ends up control-
ling both the existing firm and the new one. In the same vein, Landes (1949)
points out that French family firms chose to use pyramids to expand
control because issuing equity dilutes the family’s control block and issuing
debt raises the risk of bankruptcy. The above argument apparently relies
on the fact that foreign interests are not able to compete rigorously for host
country investment projects and funds. Obviously, policy measures are
needed to discourage such competition from foreign firms.

This paper uses Canada as a case in point to illustrate a suspicion:
economic nationalism is used to justify the introduction of such policies.
We define economic nationalism as privileging local products, investments
and firms relative to foreign products, investments and firms. Our data
show that in Canada heightened economic nationalism, the introduction
of stringent policies against foreign ownership of domestic corporations,
the shrinkage of foreign ownership of Canadian corporations, and the
absorption of widely held freestanding Canadian corporations into family
pyramidal groups all occurred simultaneously. We see this co-evolution as
a symptom of elite entrenchment as described in Morck et al. (2004).
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In Canada, from 1975 to 1985, a succession of Trudeau governments (the
Canadian Prime Minister was then the late Pierre E. Trudeau1) strove to
‘Canadianize’ Canadian corporations. Their flagship initiatives included
the FIRA (Foreign Investment Review Act), a broad based effort to dis-
courage foreign ownership, and the NEP (National Energy Program), which
explicitly promoted Canadian ownership of the energy sector. During these
years, foreign ownership of Canadian corporations did decline, and net
foreign direct investment into Canada dropped below $1.75 billion from
1975 to 1979. For comparison, 1990 inward foreign direct investment was
$7.9 billions while the outflow was $4.7 billions. Baldwin and Gellatly (1989)
report in details a similar finding: more restrictive regulations on inward
foreign direct investment in the 1970s and early 1980s explain the decline in
the presence of foreign controlled firms in Canada in the period. The paper
argues that lack of political agreement in Canada about the sanctity of
property rights made it risky to invest in social infrastructure (transporta-
tion, utilities, and so on) without political lobbying and payoffs. These polit-
ical ties were then used to prevent competition.

More generally, Canadian governments of the Trudeau era adopted
broad-based agendas of economic interventionism. For example, a series
of laws required Canadian programming on radio and television stations,
subsidized Canadian publications, and restricted Canadian firms from
advertising in foreign owned magazines. Marginal personal and corporate
tax rates rose sharply and the tax system grew immensely more compli-
cated. State owned enterprises (crown corporations) were established,
expanded and reinvigorated, often becoming major customers, suppliers
and competitors to private sector firms.

Contemporaneous with this very high profile transformation of Canada
from a liberal democracy into a social democracy, another transformation
was occurring. From 1975 to 1985, the proportion of the top 100 Canadian
firms that were widely held and freestanding2 dropped from 48 percent to
only 31 percent, while the fraction controlled by wealthy families through
pyramidal corporate groups rose from 26 percent to 51 percent.

We suggest that these two transformations are related. This is because gov-
ernment activism raises the payoff to political rent-seeking, and a pyramidal
group arrangement raises its controlling owner’s returns from rent-seeking
and lowers her cost – or at least shifts it to others. In addition, family con-
trolled pyramids have served as white knights to ward off corporate raiders
– foreign or domestic. The energy shocks of the 1970s shifted economic
power to the oil rich Western Canadian provinces. A cadre of ‘new rich’, with
scant respect for established eastern Canadian business traditions or fami-
lies, threatened the status quo and even launched takeover bids against ill run
firms. Incompetent top managers whose jobs are threatened when their com-
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panies become takeover targets often place control blocks with a friendly
firm – a white knight. The white knight gains control of the firm’s assets at a
bargain price and the inept managers retain their jobs or retire in style.
Moreover, it is possible that Trudeauvian nationalists in government orches-
trated the expansion of Canadian family controlled pyramidal groups by
encouraging them to step in as white knights to preempt takeovers by foreign
firms. In the following, we first describe how nationalism disguises takeover
defenses. We then provide a brief account of Canadian corporate history
prior to, during and after the Trudeau era. In particular, we describe the
shrinking proportion of widely held freestanding firms and the growing pro-
portion of firms in family controlled pyramidal groups. After a brief pre-
sentation of the corporate governance problems associated with pyramidal
groups, we consider possible explanations of this trend.

THE NATIONALISM GAMBIT

In 1987, the Japanese semiconductor firm Fujitsu announced a tender offer
for 80 percent of Fairchild Semiconductor, the last large semiconductor
maker in the United States at the time. Fairchild’s management appealed to
the Reagan administration to block the takeover, arguing that the United
States should not allow a company essential to national security to fall
under foreign control. Threatened with impending legislation, Fujitsu with-
drew its offer and Fairchild’s management team remained in charge.
Shortly afterwards, it was revealed that Fairchild had been controlled by the
French Schlumberger group throughout.

Amid heavy lobbying from defense contractors, the US Congress passed
the Exon-Florio Amendment to the Defense Production Act in 1988, which
empowers the US president to block corporate takeovers by foreign
investors if they threaten ‘national security’, a term Congress chose not to
define. The president’s decisions in such matters are not subject to judicial
review. The Fairchild case is often used in business schools as an example
of the ‘nationalism defense’ in corporate takeovers. Manne (1965), Morck
et al. (1990) and many others show that corporate takeovers, especially
hostile ones, are disproportionately directed at troubled firms. The ‘market
for corporate control’ theory of mergers and acquisitions (M&A) holds that
takeovers are a last-ditch mechanism for unseating inept or self-interested
corporate insiders. Hostile takeovers are usually quickly followed by large-
scale turnover in the target firm’s top officers, most of whom have difficulty
finding comparable employment again. The ‘nationalism defense’, like the
‘poison pill’, ‘greenmail’ and ‘white knight’ defenses, is a tactic to stall or
defeat a takeover bid so as to leave incumbent managers in charge.3
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While top corporate executives generally claim that takeover defenses
‘protect’ shareholders from ‘unwanted’ bids, it is hard to understand why
target shareholders need protection from takeover premiums that typically
range 30 percent or more above the previous day’s closing price. A more
cynical view is common in the academic literature on takeovers: takeover
defenses ‘entrench’ top executives by protecting them from the career
consequences their past errors merit. This view is buttressed by much
empirical evidence.

The nationalism defense in the United States seems largely restricted
to the defense industry. Elsewhere, notably in Canada, the nationalism
defense has much wider appeal. In part, this is likely because foreign control
is larger as a percentage of the economy in Canada than in the United
States. However, the nationalism defense may also be especially effective in
Canada because of cultural and ideological biases.

FOREIGN CONTROL

Figure 4.1 shows the rising and ebbing of foreign control in the top
100 Canadian companies. Foreign control here is defined as a foreign
national or corporations having a voting stake of 10 percent or more in the
absence of any single Canadian shareholder with a greater voting stake.
Local maxima occur during the Great Depression, the 1970s and at the end
of the century.

The increase in foreign control in the 1920s was mainly due to the
predominance of multinationals in new high-technology, high-growth
industries like petroleum refining, where British American and Imperial
dominated; artificial rubber, led by Dominion Rubber and Goodyear; and
auto making, where Ford dominated. In the 1950s, foreign control ebbed as
Aluminum Co.’s foreign parent divested its control block and as a host of
new Canadian companies grew rapidly.

The resurgence of foreign control in the 1960s involved some takeovers,
of Mexican Light and Power and Canadian Oil, for instance. But most of
the rise was again due to the rapid growth of high-technology industries
in which foreign firms dominated. Dow and DuPont reigned in plastics,
Proctor and Gamble in home products, and IBM in computer sales.
Foreign control ebbed again in the 1970s under the nationalist policies
described by Safarian (1978). The upsurge in foreign control at the
century’s close differs from the others, in that it is clearly due to three large
acquisitions – the takeover of John LaBatt by Interbrew SA, a Belgian
concern; the acquisition by US based GTE of a 17 percent block in Telus
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Note: Firms are equally weighted. Control is assumed to be exercised by any shareholder
with more than 10% voting rights.

Source: Morck et al. (2004).

Figure 4.1 Foreign control of large Canadian firms
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when the latter acquired BCTel in a stock financed merger; and the takeover
of Dominion Textiles by the US based Polymer Inc.

In both the 1920s and 1960s, technology transfer seems important –
consistent with the views of Caves (1971, 1974), Dunning (1973), Rugman
(1981), and of course Safarian (1972) that multinational firms conduct
international expansion to capture the economies of scale intrinsic to their
knowledge based capabilities. See Morck and Yeung (1991, 1992) and many
others for empirical evidence supporting this view.

Be that as it may, Figure 4.1 shows two peaks in foreign control: one in
the 1930s and another in the 1970s. Our concern here is the latter episode.
Curiously it coincides, almost perfectly, with the expansion of family con-
trolled pyramidal groups.

ECONOMIC NATIONALISM IN THE TRUDEAU ERA

Pierre Eliot Trudeau served Canada as Prime Minister from 1968 to 1984,
with only a brief interruption in 1979. While Trudeau and Axworthy (1999)
espouse a liberal philosophy of individual freedom as the foundation of the
just society Trudeau sought to build, many of his economic policies espe-
cially seem aimed elsewhere. In particular, successive Trudeau governments
drummed up nationalist sentiments to change Canada from a liberal
democracy into a social democracy. In practice, nationalism in this context
reduces to a rather illiberal anti-Americanism.

Two important instances of this are the Foreign Investment Review
Agency (FIRA) that Trudeau established in 1975 and the National Energy
Policy (NEP) that he set up in 1980. The FIRA screened foreign acquisitions
of Canadian companies until 1985, when the newly elected Conservative
government transformed it into Investment Canada and charged it with
attracting foreign direct investment. The NEP expropriated the Canadian
assets of foreign controlled energy companies and actively sought to
increase Canadian control over the rapidly growing energy economy of
Alberta.

Trudeau’s popularity and political skills made the implementation of
this agenda inevitable, and Canadian business leaders consequently sought
to deflect it, where possible, to their advantage. Granatstein (1996) goes
further, arguing that ‘Anti-Americanism was almost always employed as a
tool by Canadian political and economic elites bent on preserving or
enhancing their power.’ In the early decades of the twentieth century, he
describes anglophile imperialists using the specter of American Manifest
Destiny to frighten votes out of the electorate. Trudeau fanned a popular
dislike of America’s adventure in Vietnam to win elections, and wielded this
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new left-leaning anti-Americanism to build socialism. Predictably, many
intellectuals embraced Yankee-bashing as a proxy for attacking liberal
democratic values. The important point to notice, within the context of this
paper, is that the US is the most prominent sources of Canada inward
foreign direct investment.

Probably equally predictably, the leaders of corporate Canada sought
to gain what advantage they could from the newly ascendant leftist polit-
ical philosophy. Exactly how this played out is, at present, still unclear.
However, the Trudeau years saw bigger changes in the ownership of large
Canadian corporations than a decline in the importance of multinationals.

CHANGING CORPORATE CONTROL

Figures 4.2 and 4.3 illustrate the changing control over the large corporate
sector through the twentieth century. Figure 4.2 graphs the fraction of
the top 100 business enterprises, ranked and weighted by total assets.
Figure 4.3 reproduces the same information, but with each business
weighted equally.

The figures show that the importance of state owned enterprises
increased since the beginning of the twentieth century, peaked in the 1980s,
and declined in the 1990s when privatization became a global phenome-
non. The increase in the importance of state owned enterprises coincides
with the decrease in importance of foreign owned enterprises. These are
expected results of the NEP and FIRA – the Canadian public economic
policies in that era aimed to discourage foreign ownership of Canadian
corporations.

The striking observation, however, is that both figures show the import-
ance of the widely held, freestanding firms that star in economics textbooks
rising through most of the first half of the century, and then falling sharply
during the Trudeau years. At mid-century, freestanding widely held firms
contained 40 percent of the assets of the large corporate sector and consti-
tuted 35 percent of its firms. By the end of the century this had declined to
a mere 20 percent of assets and 25 percent of firms. Figures 4.2 and 4.3
reveal that this is not because of any great expansion in the foreign control
over large Canadian corporations. Nor is it due to state owned enterprises
per se.

Rather, when foreign and state controlled firms are deleted from Figures
4.2 and 4.3, we see that Canada experienced a sharp decline in the import-
ance of freestanding widely held firms and a matching increase in the
importance of family controlled pyramidal groups. Figures 4.4 and 4.5
illustrate this. In 1965, more than three-quarters of the assets and about

Who owns whom? 51

9310 text Make-up  21/2/05  11:49 am  Page 51 PHIL'S G3 MAC PHIL'S G3 MAC: PHIL'S JOBS:9310 - EE -



52 Corporate governance, multinationals and growth

02 10 20 30 40 50 60 6569 75 80 85 909498
0

5

10

15

20

25

30

35

40

45

50

55

60

65

70

75

80

85

90

95

100
%

Freestanding widely held
Family pyramid
Unknown
Widely held pyramid

State owned enterprise
Freestanding family firm
Foreign controlled

Note: Firms are weighted by total assets. Control is assumed to be exercised by any
shareholder with more than 10% voting rights.

Source: Morck et al. (2004).

Figure 4.2 Governance structures of large Canadian firms
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Figure 4.3 Governance structures of large Canadian firms
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Figure 4.4 Governance structures of large Canadian private sector
domestically controlled firms
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Figure 4.5 Governance structures of large Canadian private sector
domestically controlled firms
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60 percent of large domestically controlled firms were freestanding and
widely held. By the end of the century, these figures had fallen to 40 percent
of assets and about 46 percent of firms. By the end of the century, free-
standing widely held firms actually accounted for a smaller fraction of
domestically controlled private sector assets than they did at the beginning
of the century (63 percent).

The data therefore depict an intriguing picture. First, Canadian public
policies based on economic nationalism discouraged foreign ownership of
Canadian corporations; second, they coincided with the absorption of
widely held freestanding firms into family pyramids. What does this absorp-
tion mean for an economy? Also, what could explain the observation?

CORPORATE GOVERNANCE

Jensen and Meckling (1976) and many others stress the corporate govern-
ance problems to which widely held firms fall prey because their profes-
sional managers maximize utility, rather than firm value. However, these
problems may often be the lesser of two evils. Bebchuk et al. (2000), Morck
et al. (2000) and others point out that wealthy families in countries other
than the United States typically control many firms, in the fashion of
wealthy US families a century ago. These ‘family business groups’ are
typically structured as pyramids, as illustrated in Figure 4.6, and this
structure can permit serious governance problems, which fall into three
categories.

First, pyramidal groups recreate the same governance problems that
afflict widely held firms. This is because a $100 increase in the value of any
of the firms along the right margin of Figure 4.6 translates into a $50
increase in its parent firm, which raises the value of that firm’s parent by $25,
which raises the value of the apex firm by only $12.50. Figure 4.6 is highly
simplified, and real pyramidal groups are often much larger and contain
many more layers. For example, Morck, Stangeland and Yeung (2000) use
1998 data from Statistics Canada’s Directory of Intercorporate Ownership
to show that the Canadian billionaire heirs Edward and Peter Bronfman

own Broncorp Inc., which controls HIL Corp. with a 19.6% equity stake. HIL
owns 97 % of Edper Resources, which owns 60% of Brascan Holdings, which
owns a 5.1% stake in Brascan, which owns 49.9% of Braspower Holdings, which
owns 49.3% of Great Lakes Power Inc, which owns 100% of First Toronto
Investments, which owns 25% of Trilon Holdings, which owns 64.5% of Trilon
Financial, which owns 41.4% of Gentra, which owns 31.9% of Imperial
Windsor Group. [The brothers’] actual equity stake in Imperial Windsor works
out to 0.03%.
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That is, a $100 increase in Imperial Windsor’s value raises the wealth of
its ultimate shareholders by a mere three pennies. Like the professional
managers of a widely held firm, the controlling shareholders of a corporate
pyramid may prefer to maximize their utility rather than the values of the
firms they control.

Second, pyramidal groups are invulnerable to takeovers and largely
insulated against rebellious shareholders. Continuing the example above,
although the Bronfmans own a mere 0.03 percent of Imperial Windsor,
they control it,
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Figure 4.6 A stylized control pyramid
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and of all the other firms in the pyramid above and beside it. This is because they
either own a dominant block of the stock at each stage, or wield sufficient votes
to appoint the board via multiple-voting shares, inter-corporate cross-holdings,
or other arrangements that reduce the minimum size of a control stake. This
branch of the Bronfman family controls several hundred firms in this way.

If the family patriarch running the apex corporation of a pyramid is
incompetent, he cannot be removed by a raider, institutional investor,
proxy challenger, or any of the other means used routinely to fire the under-
performing professional managers of widely held concerns. The same
applies to the case where the patriarch pursues his self-interest at the
expenses of other shareholders. The patriarch is entrenched – his control
locked in until he chooses to retire.

Third, and familiar to students of international economics, pyramidal
groups are rife with incentives for the patriarch to engage in transfer pricing
and other forms of income shifting, which in this context are collectively
called tunneling.4 To see this, consider again a $100 rise in the value of a firm
in the rightmost tier of Figure 4.6, which translates into a mere $12.50 gain
for the apex shareholder. However, if that firm could overpay for supplies
from a firm at or near the apex of the pyramid, that $100 might be trans-
ferred to a firm in which the patriarch’s financial interest is greater. This
systematic ‘tunneling’ of money from firms low in pyramids to firms near
their apexes is much like the tax avoidance income shifting observed in
multinational firms. The only difference is that here the objective is to avoid
sharing profits with public shareholders, rather than tax authorities.

Just as some widely held firms are largely free of governance problems and
others are rife with them, some pyramidal groups appear well governed –
Daniels et al. (1995) find no evidence of governance problems in the Edward
and Peter Bronfman group mentioned above – and others appear to have
serious governance problems. Morck et al. (2004) summarize a large litera-
ture that shows these governance problems to be especially important in
countries with weak investor protection laws, such as developing countries.
The agency and entrenchment problems described above, aggravated by tun-
neling activities, lead to serious conflict of interest between controlling
shareholders and shareholders at large. The problems manifest as low public
float values and high control premiums.

MACROECONOMIC PROBLEMS

Morck et al. (2004) argue further these corporate governance problems can
attain macroeconomic proportions in economies dominated by a few large
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pyramidal groups. In many economies, pyramidal ownership structures
concentrate control of corporate assets in the hands of a tiny elite. Poor
governance by this elite means poor governance of a vast swath of the
corporate sector, not of just a few firms. Several other problems at the
economy-wide level also emerge.

First, pyramidal groups distort capital markets and perhaps limit the
financing of innovation. Pyramidal firms may have privileged access to
capital while too little capital is allocated to outside firms, as Morck et al.
(2000) show. Morck and Yeung (2004) also hypothesize that pyramidal
groups might undermine innovation by internalizing the destruction in
creative destruction. Second, the controlling owners of pyramidal groups
understandably prefer the status quo, and might lobby politicians to pre-
serve it. For example, they might oppose corporate transparency, outside
shareholders’ property rights, and foreign competition in both the capital
and the goods markets. These efforts to lock in their advantage under the
status quo in essence suppress the institutions that permit competitive
capital markets, protect outsiders’ property rights, and promote free com-
petition. Morck et al. (2004) dub successful lobbying to these ends eco-
nomic entrenchment. Their survey of the literature shows that entrusting
the governance of a high proportion of the corporate sector to a small elite
via pyramidal groups can be detrimental to long-term prosperity.

FINANCIAL DEVELOPMENT

Economic historians, such as Chandler (1993) and Landes (1949), write of
an evolution in corporate control whereby economic development accom-
panies the displacement of family owned and controlled firms by widely
held firms with professional managers. Thus the United States large cor-
porate sector at the beginning of the twentieth century was typified by
wealthy so-called robber baron families – like the Vanderbilts, Morgans and
Rockefellers – controlling huge constellations of interconnected com-
panies. By the end of the twentieth century, the typical large firm in the
United States is freestanding, in that no other firm controls it, and widely
held, in that it has no controlling shareholder. While some revisionists,
notably Anderson and Reeb (2003), argue that family firm roots are more
important than generally believed among the ranks of great US corpor-
ations, the tenuous nature of the links to founding families they rely upon
only serves to underscore the vastly greater importance of professional
management in the US. Since diffused ownership requires that small
investors view stocks as acceptably safe investments, the rise of widely
held firms is often regarded as a tribute to the regulation and practice of
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corporate governance in the United States (e.g. Burkart et al. 2003). For
the first half of the twentieth century, Canadian corporate control evolved
much like corporate control in the United States. But, beginning in the
1970s, Canada reversed course. Corporate pyramids controlled by a
handful of wealthy families began expanding – taking over previously
widely held firms. Canadian corporate governance reverted to that of an
earlier era. By the end of the century, freestanding widely held firms were
again a minority of the corporate sector – both in number and by assets.

FINANCIAL ATAVISM

What might have caused this financial atavism – the displacement of widely
held freestanding firms by family pyramidal groups – in Canada? Figures
4.4 and 4.5 show that the sharpest decline in the importance of widely held
firms took place between 1965 and 1985. Whatever reversed the diffusion
of corporate ownership must have happened in this period, which neatly
corresponds to the Trudeau years.

One possibility is that the many nationalizations of this era dispropor-
tionately targeted freestanding widely held firms. There is some sense in the
data that this might have been so, for the federal government acquired
control of Westcoast Transmission, Québec acquired control of Dominion
Textile, and Alberta acquired control of Pacific Western Airlines – all
previously widely held. But this begs the question of why governments
refrained from targeting more firms with controlling shareholders for
nationalization.

But this is not the most important part of the story. During this period,
family controlled pyramidal groups grew rapidly by purchasing control
blocks in previously widely held firms. Thus the Bronfman group took
control blocks in Brascan and Noranda, while the Reichman group
acquired control of Abitibi Paper. Something seems to have happened that
changed the competitive landscape to favor family controlled pyramidal
groups once again.

CAUSES?

To explain this corporate financial atavism, we are reduced to speculation.
We begin with plausible explanations that we nonetheless cannot reject,
and then move on to more plausible ones.

First, the decline in widely held firms might reflect a decline in investor
protection in Canada. If protection of investors’ property rights weakens,
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professional managers can divert more of a widely held firm’s resources to
fund private benefits, and so are less trustworthy in the eyes of small share-
holders. The firm’s share value therefore drops. Any shareholder who
wishes to prevent this must amass a control block. If protection for
investors’ rights is extremely weak, even a controlling shareholder cannot
trust professional managers, opts to run the company herself – or entrust
management to family insiders. This theoretical argument, advanced by
Burkart et al. (2003) and LaPorta et al. (1999) to explain the prevalence of
family pyramids in third world economies and some European countries,
suggests that weak investor property rights lead to more concentrated
ownership and perhaps to family controlled pyramids.

The NEP did compromise investors’ property rights, but only for foreign
owners. It contained provisions to expropriate the property of foreign con-
trolled energy companies and/or levy extra taxes to discourage foreign own-
ership. Also, the FIRA raised the transaction costs, and sometimes erected
outright restrictions, on foreign ownership of Canadian firms. However, we
find no evidence that Canadian public shareholders’ property rights weak-
ened during this period. Indeed, in the mid-1960s, just prior to the NEP and
FIRA, the Ontario government, under heavy federal and United States
pressure, established the Ontario Securities Commission, mandated stan-
dardized disclosure, and moved to curtail insider trading.

The second possibility is the repeal of the inheritance tax in 1972. While
the inheritance tax was readily evadable, doing so generally required divest-
ing control blocks. The abolition of the inheritance tax, and its replacement
by a capital gains tax avoidable through family trusts, allowed the ready
transmission of corporate control from one generation to the next. This
perhaps stabilized family pyramidal groups, and better positioned succes-
sive generations to build upon their forefathers’ work. However, some prob-
lems weaken this explanation. In the first place, the inheritance tax was
already eroded because of interprovincial competition to attract family
business. In addition, family pyramid group assets more than doubled from
1965 to 1985. If the ratio of family wealth to pyramidal group assets
remains roughly constant, this implies that the tax savings exceeded the
controlling families’ wealth. This seems unlikely.

The third possibility arises from increased labor union activism in the
1970s. Labor union activism means that laborers are represented by one
strong voice in collective bargain. However, companies are not allowed to
mimic the act because of anti-combine constraints. The asymmetry means
that unions would have a stronger bargaining position than diffused share-
holders. To counteract is to have one owner maintaining control and thus
representing a collection of company. That would raise the bargaining
power of capital owners. Thence conglomerates can rise, as Mark Roe
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(2001, 2003) has argued. The interesting observation is that this matching
bargaining power argument can apply to multinationals, whose multiple
locations can be a means to counter unionism. However, foreign owned
subsidiaries’ share of Canadian corporations declined in the period.
Perhaps, the Roe (2001, 2003) argument could have applied to foreign con-
trolled Canadian firms too but for the public policy restrictions on foreign
ownership of Canadian firms.

The fourth possibility is that the increasing scope and scale of govern-
ment intervention in the economy during the Trudeau years raised the
returns to political rent-seeking. Morck and Yeung (2003) argue that
pyramidal groups have a series of natural advantages in political rent-
seeking over other organizational forms, especially freestanding profes-
sionally managed widely held firms. The controlling owner of a pyramidal
group can use not only her own wealth to fund lobbying, but the full
retained earnings of all the firms in the group. Also, the controlling owner
of a family pyramidal group can use indirectly controlled firms to finance
lobbying for benefits accruing to directly owned firms. In addition, because
pyramids concentrate corporate control with a small number of players,
coordination is easier than in an economy of freestanding firms. Finally,
wealthy, old families may be better ‘favor trading’ partners for politicians
and officials than are the CEOs of freestanding widely held firms, whose
careers last an average of seven years. These considerations imply that
family control pyramidal ownership structures ought to be favored in an
environment that makes political rent-seeking more profitable.

Scholars like Bhagwati (1982) and Krueger (1993) and many others
argue that highly interventionist governments, no matter how noble their
motives, necessarily increase the intensity and return to political rent-
seeking. There is little point in investing in influencing a laissez-faire
government, but a huge return from successfully influencing a socialist or
mercantilist one. According to CALURA, state ownership in Canada rose
from $21.5 billion in asserts in 1968 to $137.5 billion in 1987. The NEP
program pushed for Canadian ownership of the energy sector using a
mixture of taxation, regulatory measures and subsidies. The size of gov-
ernment also rose dramatically, from 16.3 percent of GNP in 1968 to
22.6 percent in 1985. When we use GNP as the denominator, the corres-
ponding numbers are 16.6 percent and 23.3 percent.5 The complexity of
government and its penetration into all parts of the economy rose accord-
ingly. Sawatsky (1987) presents a series of case studies detailing the rising
importance of political lobbying during this period, and the rapid devel-
opment of a lobbying industry.

The fifth possibility is that the use of wealthy families’ pyramid firms as
white knights might have picked up. There are two variants of this.
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The first variant is related to the surge in new money and the rich of the
‘new rich’ in the oil-rich provinces – mainly Alberta. The managers of exist-
ing widely held firms might have feared for their job security as ‘new money’
firms began doing takeovers. Incompetent professional managers might
place control blocks with old families to prevent raiders from gaining
control. In return for continued employment as submissive servants, this
might have been done at low prices and preemptively to avoid bidding wars.
The result would have been a resurgence of family pyramidal groups.

The second variant is that the government might have orchestrated, or
even subsidized, the placement of control blocks with wealthy Canadian
families to prevent foreign takeovers. Since the FIRA complicated or
blocked foreign firms from taking over mismanaged or non-innovative
Canadian firms, it left the market for corporate control to ‘Canadian
owned’ widely held firms and family pyramidal groups. Since the former
were themselves susceptible to foreign takeovers, nationalist politicians
might have seen wealthy Canadian families as the best way of preventing
corporate assets from falling into foreign hands. We are unaware of any
formal program of subsidies to finance the ‘Canadianization’ of corpor-
ations, save the NEP. However, it is not inconceivable that Trudeau era
politicians found ways of favoring Canadian families who helped them
achieve pre-announced ‘goals’ for repatriating corporate control over spe-
cific sectors. Indeed, the high-profile announcement of such goals may have
forced politicians to this course.

CONCLUSIONS

Since the work of Berle and Means (1932), much research on corporate
governance focuses on the agency conflicts between managers and diffused
shareholders. However, outside of the US and UK, many firms have a
controlling owner. Moreover, these controlling owners use pyramidal own-
ership structures, cross-holdings, and placing family members in key execu-
tive positions to amass control of many corporations. A different kind of
corporate governance problems emerges: conflicts between entrenched
controlling owners, who actually own little of the companies they control,
and shareholders at large. Modern financial economics research draws
our attention to the firm-level and economy-wide resources allocation
inefficiency associated with the phenomenon.

A key question of the research program is why family controlled pyra-
mids develop. A popular avenue of investigation focuses on capital market
frictions and the desire for control. Weak investor protection makes exter-
nal funds costly and internal funds are needed as seed money to raise
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outside financing. This makes pyramidal structure attractive. To expand
control a family can instruct a firm it controls to set up a new firm rather
than using its own money to set up a new firm. Doing so it can use all
retained earnings of firms it controls as seed money to raise expensive
external funds, rather just pay out dividends. Therefore pyramidal groups
have an advantage over individuals in bidding for corporate assets. In
addition, the family ends up controlling both the existing firm and the
new one.

The argument apparently relies on the fact that foreign interests are not
able to compete rigorously for host country investment projects and funds.
Obviously, policy measures are needed to discourage such competition
from foreign firms. This paper uses Canada as a case in point to illustrate a
suspicion. In Canada during 1975 to 1985 economic nationalism is used to
justify the introduction of such policies. Our data show that heightened
economic nationalism and the introduction of stringent policies against
foreign ownership of domestic corporations coincide with the absorption
of widely held freestanding Canadian corporations into family pyramidal
groups.

We advance the following conjectures to explain the observation. First,
heightened government economic activism raised the returns to political
rent-seeking, which pyramidal groups have an advantage over widely held
freestanding firms. That motivates active expansions of family pyramidal
groups. In addition, government policies might have orchestrated or even
subsidized the placement of control blocks with wealthy families to prevent
foreign takeovers, besides explicitly discouraging foreign firms from taking
over Canadian corporations.

Since diffuse ownership and freestanding firms are considered charac-
teristic of developed financial systems, and family controlled pyramidal
groups are associated with developing economies and developed countries
with stunted financial systems, this resurgence of family controlled pyra-
midal groups is a sort of financial atavism. This entrusting of the govern-
ance of a larger part of the Canadian economy to a small elite of wealthy
families is, in a very real sense, a retreat from economic democracy to a
more feudal variant of capitalism. The consequence is poor resources allo-
cation at the firm and the economy-widelevel, and generally poor economic
growth.

The co-evolution of declining foreign ownership of Canadian corpor-
ations and the absorption of widely held freestanding Canadian cor-
porations into family pyramidal groups could be a symptom of elite
entrenchment as described in Morck et al. (2004). Is nationalism a disguise
for the protection of the inefficient and economic entrenchment in general?
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NOTES

* We would like to thank the conference participants and particularly Lorraine Eden for
helpful comments; all errors are our responsibility.

1. Canada’s Prime Minister then was the late Pierre Elliott Trudeau. He was first elected
Canada’s Prime Minister in 1968 and remained in power over the following 16 years until
1979. He led Canada again from 1980 to 1984.

2. In the current context, ‘freestanding’ means not being a part of a pyramidal group, a term
that we shall describe in greater detail later.

3. There are other explanations for takeovers, ranging from managerial agency behavior to
insiders of bidding firms taking advantage of overpriced stocks. These theories and the
implied negative connotation of takeovers do not overrule the validity of the concept that
hostile takeovers are a means to unseating inept or self-interested corporate insiders.
Hostile takeovers were particularly prevalent in the late 1970s and early 1980s.

4. The term tunneling was first coined by Johnson et al. (2000).
5. Source: The GDP and GNP data are from CANSIM and the government expenditures

data are from STATCAN’s Historical Statistics and CANSIM.
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