Explorations in
Economic History
Explorations in Economic History 41 (2004) 377–403
www.elsevier.com/locate/eeh

The micro-economic eﬀects of ﬁnancial
market structure: evidence from 20th
century North American steel ﬁrms
Ian Keaya,* and Angela Redishb
a

Department of Economics, QueenÕs University, Kingston, ON, Canada K7L 3N6
b
Department of Economics, University of British Columbia, Suite 997,
1873 East Mall, Vancouver, BC, Canada V6T 1Z1
Received 4 November 2002
Available online 21 February 2004

Abstract
This paper analyzes the historical relationship between domestic ﬁnancial institutions, ﬁrm
level ﬁnancing decisions, and average capital costs in a sample of US and Canadian ﬁrms from
a large and economically important manufacturing industry—primary steel production. We
ﬁnd that national capital market characteristics and ﬁrm speciﬁc characteristics were important determinants of 20th century US and Canadian steel ﬁrmsÕ ﬁnancing decisions. We also
show that, despite source-speciﬁc price diﬀerences, average capital costs were approximately
equal in the two countries, and the ﬁrmsÕ ﬁnancing decisions were important determinants
of these average capital costs. We conclude that ﬁrms structured their balance sheets in an effort to exploit the idiosyncratic features of their domestic ﬁnancial institutions, and thereby,
minimize their average capital costs.
 2004 Elsevier Inc. All rights reserved.

1. Introduction
Economists have frequently posited an important link between the existence of efﬁcient ﬁnancial markets and economic growth, but micro-level evidence on the
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nature of this link has been scarce.1 In this paper we use evidence from a sample of
20th century North American primary steel producersÕ balance sheets to investigate
the extent to which ﬁrms sought to minimize their average capital costs by exploiting
the unique characteristics of their domestic ﬁnancial institutions. Speciﬁcally, we test
the strength of the relationship between domestic capital market characteristics and
ﬁrm speciﬁc ﬁnancing decisions. Having established the importance of this link, we
then test for a relationship between these ﬁrm speciﬁc ﬁnancing decisions and average capital costs.
Primary steel producers are the focus of our study because they have traditionally
been a signiﬁcant part of the industrial economies of the United States and Canada,
and we have access to ﬁnancial information for virtually all North American ﬁrms.
Financial institutions in Canada and the United States are of interest because, while
they were sophisticated and diverse in both nations throughout the 20th century,
they were not identical. In particular, they diﬀered in the extent of the markets for
tradable ﬁnancial assets and in the nature of the banking systems.
We ﬁnd that US and Canadian ﬁrms used diﬀerent ﬁnancial instruments to fund
their growth: the US ﬁrms consistently employed signiﬁcantly less short-term debt
and formal stock issues, but signiﬁcantly more long-term debt and retained earnings.
If we control for the idiosyncratic features of the capital markets in the two countries, then the cross-border diﬀerentials among three of the four ﬁnancial instruments
available to the ﬁrms become statistically indistinguishable. If we control for ﬁrm
speciﬁc characteristics, we cannot identify any statistical diﬀerences in the composition of the US or Canadian ﬁrmsÕ balance sheets.
In addition to our identiﬁcation of a relationship between the composition of national capital markets, ﬁrm speciﬁc characteristics and ﬁrmsÕ ﬁnancing decisions, we
also ﬁnd that despite higher prices for capital ﬂowing from formal securities markets
in Canada, there was no signiﬁcant diﬀerence in the average price paid for capital by
the steel ﬁrms in the two countries. Our inability to distinguish between US and Canadian average capital costs simply emphasizes the importance of micro-level ﬁnancial decisions and the fungible nature of capital. In particular, the Canadian ﬁrms
relied to a greater extent on funds from internal, short-term, or informal sources that
provided them with capital at a price that was low, relative to the price their US
counterparts paid for their capital from these same sources. The structure of the
ﬁrmsÕ balance sheets was a signiﬁcant determinant of their average capital costs.
Cross-border diﬀerences in the ﬁrmsÕ balance sheets, therefore, reﬂect the producersÕ
and investorsÕ responsiveness in the face of idiosyncratic ﬁnancial environments.
These ﬁndings imply that for diverse, sophisticated markets, such as those found
in Canada and the US during the 20th century, there were no speciﬁc features that
necessarily characterized an ‘‘optimal,’’ or for that matter a ‘‘suboptimal,’’ set of ﬁ1

The relationship between ﬁnancial institutions and economic development has been discussed by
inﬂuential economists for over 200 years (Smith, 1776; Gerschenkron, 1962; Rostow, 1963). More recently
noteworthy quantitative work has sought to characterize the nature of the relationship at a macro-level
(Allen and Gale, 2000; Davis and Gallman, 2001; Fohlin, 2000; Goldsmith, 1969; King and Levine, 1993;
Patrick, 1966; Rousseau and Wachtel, 1998).

