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INGO WALTER
NEW YORK UNIVERSITY AND INSEAD

Foreword

here is a growing body of evidence suggesting that few factors are more im-

portant in explaining economic growth than the development of efficient,
stable, and equitable capital markets. And within that financial market infrastruc-
ture, the creation of viable equity markets seems to be of particular importance.
The evidence that supports these findings is both compelling and sensible. Appli-
cation of market discipline in the allocation of capital helps maximize the level
of output and income, and in a broader context helps ensure that productive
resources are aligned to global comparative advantage. Perhaps even more impor-
tant, viable capital markets tend to provide finance to industries on the leading
edge of the economic spectrum, exploiting new opportunities created by technol-
ogy, trade liberalization, regulatory change, and other factors in the economic
environment. No less important, they help deny capital on the lagging edge of the
economic spectrum, ensuring that they beat an orderly retreat and release re-
sources to nascent and expanding sectors of the economy. This “creative destruc-
tion” in which the capital markets play a key catalytic role is the core of a system
against which all other approaches to economic organization have, one by one,
fallen by the wayside.

In addition to their efficiency and growth dimensions, capital markets carry
out a central and complementary governance function in the linkages between
owners and managers. Governance in part focuses on the internal organization of
firms —managerial incentives, organizational strategy and structure, internal re-
source allocation, and the role of boards of directors as representatives of the
shareholders. Externally to the firm, governance involves the monitoring, report-
ing, and accountability linkages between boards and shareholders, and involves a
variety of intermediaries—auditors, law firms, rating agencies, asset managers,
banks, and broker-dealers. They, in turn, together with the framework within
which firms operate, are governed by sets of rules anchored in self-regulatory or-
ganizations, stock exchanges, and securities regulation, corporate chartering, ju-
dicial decisions, and regulatory structures that are themselves the product of dem-
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ocratic processes. In this way, democracy and capitalism become two sides of a
coin, and help ensure not only efficiency and growth in the real economy, but
also outcomes that are broadly regarded as fair and politically tolerable.

Developing countries have varied widely in terms of their ability and willing-
ness to apply these lessons. Their comparative performance in terms of a range of
socioeconomic criteria can often be mapped accordingly, separating the winners
from the losers in terms of sustained progress. So it is hardly surprising that or-
ganizations charged with promoting economic development have emphasized
much more strongly the role of banking and finance in recent years than in former
times, generally characterized by project and program lending as well as balance
of payments finance and macroeconomic stability.

In this volume, Kathryn Lavelle explains in clear, succinct terms how national
political processes lead to equity market growth, and how that growth affects the
process of corporate governance —and why it sometimes fails to do so as govern-
ments maintain a continuing grip on firms (especially those that were formerly
state owned). She links this discussion —through case studies focusing on eastern
FEurope, Asia, Latin America, and Africa—to cross-border equity flows and global
capital markets, and to the role of international development organizations. The
discussion covers the appearance of new financial products and new kinds of
financial intermediaries in emerging markets, notably viable equity markets. Much
of the discussion provides good news, although there are plenty of shadows in-
volving missed opportunities and the potential for economic contamination
through volatile cross-border capital flows.

Based as it is on careful research, including fieldwork, Professor Lavelle has
provided in this volume a most welcome addition to the economic development
literature —one that adds a fresh perspective to what we think we know about the
role of financial institutions, products, and markets.



Preface

his book originated in extensive discussions about the mechanics of finance

with my sister Christine Lavelle during the years when she completed an
MBA in finance at Columbia University and began a job at one of Wall Street’s
preeminent “equity houses.” It developed in additional discussions about U.S.
corporate securities law with my sister Polly Moorman, and then with both sisters’
countless friends in the investment banking and legal communities of New York
and Cleveland. It crystallized as a topic through additional conversations with my
friend, Atsi Sheth, after she graduated from Northwestern University, took a po-
sition at Moody’s, and convinced me of the importance of reconnecting theoretical
international political economy to the reality of financial practice. The book was
strengthened in discussions with my sister-in-law, Simmi Singh, who would not
let me back down on my arguments.

I began the actual research for the project with a series of interviews with
individuals in the Capital Markets Department at the International Finance Cor-
poration (IFC). As a result of these interviews, 1 realized that it was necessary to
extend them outside the formal confines of the organization to individuals in the
financial services community who had worked with the corporation on the early
funds. The assistance of David Gill at the IFC, Nicholas Bratt at Scudder Kemper
Investments, and John Niepold at Emerging Markets Management was invaluable
in getting this early work off the ground. The project began to take a more defin-
itive shape when [ traveled to Abidjan, Cote d’Ivoire, as a West Africa Research
Association Fellow. The time in Abidjan allowed me the opportunity to interview
additional sets of market participants, banks, diplomats, donors, and representatives
of international organizations that worked to promote the regional bourse. Upon
my return, | had a clear understanding of the type of financial information that
would be needed to investigate the ownership structure of large enterprises in
differing national settings, how reporting on that information varies by country,
and most importantly how it could, and could not, be compared. The remaining
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task was to uncover that information from a variety of industry and public sources,
and situate it within the development strategies of the state in question.

Specific thanks go to those individuals who read early drafts and offered useful
suggestions to advance the book. Andy Hira, Kelly McMann, Bill Munro, Mary
Murray, and Matthew Rudolph contributed greatly to this volume both by ex-
tending their regional expertise and by reading chapters at such an early stage that
their comments influenced the final product in ways far beyond what they could
imagine. John Echeverri-Gent, Leslie Elliott Armijo, Art Cyr, and Laura Ymayo
Tartakoff provided valuable specific comments on draft chapters. Antoine Van
Agtmael and Sue Ellen Wells not only commented on the International Finance
Corporation section, but also extended their assistance by sharing useful primary
source materials on the early emerging market funds industry in addition to the
material I had obtained for previous studies. Peter Gourevitch and David Lake, as
well as several anonymous reviewers at International Organization, stand out as
having supported the case study of the Abidjan bourse from its earliest draft
through final publication. In addition, Paul Donnelly stands out for his support
at Oxford University Press.

No project could be completed without the necessary material resources. The
West Africa Research Association granted me a much-needed fellowship that al-
lowed me to travel to Abidjan to initiate this work. I am also fortunate to have an
unusually supportive family that assisted this research in unconventional ways be-
yond those mentioned previously. Patrick Lavelle provided emergency housing
when I needed a week away from Cleveland to work uninterrupted. My nieces,
Emily Moorman and Roshni Lavelle, provided their unfailing good humor. And
as they always do, my parents provided their unconditional love and emotional
support that made it possible for me to complete the task.
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Introduction

Ithough few investors buy stock intending to control a firm, ownership of stock

is consequential within a state’s financial institutional structure because the
characteristics the shares contain, and the manner in which blocs of shares are
grouped, determine who will ultimately make decisions for large enterprises, and
what these individuals’ nationality will be. The characteristics of stocks, and their
groupings, take on special significance in developing areas of the world where
economic authority appears to lie disproportionately outside the state in question.
Nonetheless, a profound transformation in equity finance took place at the end of
the twentieth century both in terms of what equity products from developing
countries were sold in the world’s financial centers, as well as what financial
market institutions were created in individual developing states.

In international financial centers, the category “developing states” itself grew
to encompass the former Soviet bloc in a newly constituted group of “emerging
markets.” Whereas only 7 people worked in the Latin American debt department
at J. P. Morgan & Company in 1988, more than 200 people worked in the emerg-
ing markets department at the same firm in 1994, underwriting, trading, and selling
a variety of securities across the world, in addition to making loans.! By the fourth
quarter of 1993, research, sales, and trading positions in emerging markets ac-
counted for 80%—9o% of hiring by New York firms.? The results of this transfor-
mation were such that by 1993 it appeared to some as if the world’s economic
balance was shifting away from wealthy, yet smaller economies like Canada, to-
ward poorer, yet potentially larger economies like Mexico. In 1995 Merrill Lynch
continued the trend by embarking on a rapid and extensive global plan to offer
complete investment banking services in all of the major markets in Asia, Latin
America, Europe, and Africa.’ Bankers described this revolution as comparable to
the second industrial revolution, taking place at the speed of the industrialization
of Japan in the postwar period. The foundations of new industrial empires could
be laid in this period, and world leadership could potentially pass from one city,
country, or region to another.*

xiii
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A conscious shift in authority for intermediating capital accompanied the new
attitudes and higher level of resources invested in the developing world. With the
rise in equity finance in particular, emphasis shifted from public lending author-
ities to private ones, from analyses based on macro-level political and economic
variables to those based on the company itself. Leading bankers who were involved
in the transformation, such as Nicolas Rohatyn at J. P. Morgan, saw themselves as
responsible for building departments that would represent the “biggest and best
group in the world to intermediate capital between the developing and developed
markets, . . . (contributing to a) fundamental good for the world.”

The most apparent institutional change on the state side of the transformation
was the formation and growth of formal securities markets within an extraordinarily
diverse group of states. Former socialist states created stock exchanges or reopened
pre-World War I era exchanges; 10 of the 18 exchanges in Africa alone appeared
since 1988. The capitalization of all low- and middle-income markets from 1990
to 1998 grew over 269%, whereas the corresponding capitalization of all high-
income countries during the same period grew 144%.° Although these develop-
ments at first glance appeared to emanate from strictly structural causes and ap-
peared to generate similar financial products transferred across borders, remarkable
growth occurred on exchanges that remained stubbornly local in terms of disclo-
sure laws, liquidity function, closing requirements, and custody arrangements.

To understand why so many states created equity markets in the 198o0s and
1990s, and why control remains local, this book examines stock as both a financial
product and a political product. In conceptualizing emerging market stocks as an
important nexus of states, markets, and firms, the book argues that equity products
have mediated the relationship among these three constructs over time by allo-
cating ownership and control rights in a variety of international political settings.
The state-firm connection is particularly salient on emerging markets because so
many large issues are former state enterprises, and state enterprises that remain
partially owned. As emerging stock markets grew in the 1980s and 1990s, however,
none developed a wide-ranging institutional function for the price mechanism in
corporate governance along the lines of the U.S. and British markets.

The evidence uncovered here thus begins a significant departure from anal-
yses of financial systems derived from Western industrial experience. Within lit-
erature in the fields of law, business, and political science, stock markets are com-
monly understood to exert external pressure on a firm’s management in the U.S.
and British models. Although shareholders cannot monitor all aspects of a firm’s
behavior, they do monitor its performance in terms of the profit it generates. If
the shareholders are not satisfied with this performance, they sell their shares and
the price drops. In theory then, a rival group could buy the lower-priced shares
and run the company themselves. Thus management has a strong performance
incentive to operate the firm for the shareholders’ profit. Through the price mech-
anism, stock performs the external monitoring role.

To understand the divergence in equity market function that takes place in
emerging markets with respect to the price mechanism, it is necessary to look at
the financial product itself, and how it fits into the ownership and governing
structure of the firm. Aggregate economic analyses of emerging markets miss the
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dimension of institutional development because they fail to consider the share-
holder arrangements of large issues of listed firms. Based on an investigation of
shareholder arrangements, this book challenges the notion that many emerging
markets perform even one, common, institutional function for all firms listed.

Therefore, as a study in the field of international relations, this book asks the
question, what explains the international convergence in state behavior in creating
and promoting stock markets in emerging economies since the 1980s, when local
markets remain so restrictive? To answer this question, it initially looks to the
distribution of power emanating from the world’s financial centers and how that
distribution produced similar outcomes. However, while the structural view ex-
plains the appearance of the markets, and the standardization of procedures on
many of them with respect to transparency, settlement times, and custody arrange-
ments, it does not explain the proliferation of functions equity markets perform in
individual domestic political economies as they grow.

The requisite domestic-level explanation offered here for the variation in mar-
ket function at the subnational level hinges on variations in the state’s historical
experience with equity finance. States that have experienced the most variation in
development strategies, for example, export-oriented imperial, statist developmen-
tal, and neo-liberal strategies, have the most ownership and control structures with
respect to the stock market. States with the least variation experienced a near-total
break with past historical experience in the form of a Communist revolution, such
as Communist China, where all vestiges of the extraterritorial British stock
exchange disappeared, and the interim revolutionary strategy did not include eg-
uity participation. Nonetheless, even states with little variation have not configured
the ownership structures of their firms along Anglo-American or German-Japanese
lines.

To synthesize the international and domestic political processes that resulted
in equity market creation, the initial chapters of the book look at the structural
factors in the international political economy that led to the convergence in prac-
tice on existing exchanges and the move to create exchanges where none had
existed before; in short, they look at the factors that make the markets appear
similar. The later chapters of the book examine the formation of specific ownership
and control structures with respect to large issues of equity products on emerging
markets at the end of the twentieth century; in short, they look at the factors that
make the markets different. A combined inquiry into both the domestic political
and international political processes that led to equity market creation leads to two
important conclusions about these financial instruments as political products.

First of all, an inquiry into the domestic political processes leading to equity
market growth reveals that models of corporate governance with respect to stock
markets fail to aggregate at the national level in most of these cases. Thus the lack
of a wide-ranging share price mechanism makes it unlikely that shareholders will
be able to control, or even influence, the management of large enterprises in
emerging markets. Yet even as national financial institutions disintegrate in the
globalization era, the state retains an ability to exert its authority through the
shareholding pattern of divested firms. Therefore, for the state to facilitate eco-
nomic development in the private sector, one model of firm monitoring, be it
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through the price mechanism of the stock market, through bank or stakeholder
representation on the governing boards of firms, or regulations on the operations
of transnational corporations, will not fit all firms. Monitoring through the legal
system, access to international markets, or through the parent company will have
to be tailored to accommodate the varied types of ownership structures. Although
this promises to be a complex project, the ownership structure of these firms
renders their control less vulnerable to international forces than some of the more
sensationalistic globalization literature would imply.

Second, an inquiry into the international political processes leading to equity
market creation reveals the continuing importance of the distribution of political
and economic power in the world system of states. The United States in particular
exercised its power through international financial organizations, such as the In-
ternational Monetary Fund (IMF) and the World Bank, that advanced a specific
economic ideology, promoted specific liberalization policies, forged equity markets
through design and finance, and to a degree standardized markets with respect to
operational practices. The role of these organizations in the process of globaliza-
tion has been criticized from multiple directions. However, an inaccurate under-
standing of exactly what the organizations did during the years in question results
in inaccurate proposals for their reform.

For some observers, the role of these institutions in “saving” Mexico in the
1995 peso crisis created an ongoing problem of international “moral hazard.” That
is, international lenders had become careless in their activities because they could
count on the IMF to bail them out should a crisis occur. For other observers, the
problem with the public-sector international financial institutions was with the
drastic and (in their view) inappropriate changes required as part of the rescue
packages that undermined investor confidence and actually worsened the situation.
Given different understandings of the role of the organizations in the crises, sug-
gestions for altering their role also varied from disbanding them and allowing
private actors to take over their work, to altering their lending policies, to making
them more transparent, to forming new organizations completely, depending on
the commentary.”

What is often overlooked, however, is the role public-sector international fi-
nancial institutions have played in creating private markets where none existed
before. Much of this activity occurs over long periods of time and is not connected
to market booms and busts that make international headlines. Therefore discus-
sions of economics associated with international financial crises, as well as discus-
sions of the politics of financial liberalization in developing countries, lack a
deeper understanding of the political origins and spread of equity market institu-
tions. A deeper understanding, in turn, contributes to a more accurate understand-
ing of the nature of the participation of poorer countries in the globalization
process.

The Plan of the Book

This book is formally divided into three parts. The first explores equity finance in
historical perspective. Chapter 1 opens with a theoretical premise for explaining
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international convergence in state behavior in creating and promoting stock mar-
kets, despite the lack of resulting national governance structures associated with
them. Focusing on the commanding heights of privatized industry, it uses the
metaphor of a two-level game to argue that when political leaders privatize large
enterprise, they must negotiate with individuals outside the state to seek outcomes
that are acceptable to structural international necessity, and they must negotiate
with domestic constituencies to seek outcomes that are politically acceptable at
home. Using this metaphor, leaders create and reinvigorate preexisting exchanges
to satisfy level I requirements such as the structure and operations of transnational
equity markets, as well as to satisfy the demands of international organizations.
However, leaders need to satisfy domestic political constituencies on level II si-
multaneously.

This book argues that to do so, policymakers created the specific financial
instruments, with specific ownership and control characteristics, offered for sale
during the 1990s period. Most offerings sought to maximize control of the firm in
a distinct group of shareholders. Since the new offerings joined whatever shares
may or may not have already been listed on a given exchange, the resulting fi-
nancial institutional structures fail to converge on one “model” of corporate gov-
ernance, or another, as Western financial institutions have converged over time.
This theoretical premise would thus predict a large number of new exchanges
appearing, at least in name, yet having vastly different volumes and types of listings
relative to the size of the local economy. The number of owners grows, but the
owners will not be able to control the firm in question through these additional
shares listed.

Chapter 2 explores the origins of global equity markets in order to situate the
new offerings in the context of whatever shares may or may not have been pre-
viously listed. Contemporary emerging markets have deep historical roots. Stocks
were created to finance trade and expansion overseas as part of the European
imperial project, yet prior to the imposition of direct rule. Later, equity finance
in the industrial era brought together large amounts of capital to finance industrial
projects overseas such as railroads, electric projects, and water projects. The struc-
ture of global equity markets mirrored the structure of the markets within the
colonial metropole. Just as British industries exclusive of rail, electric, and water
were largely internally financed, or financed on a local British stock exchange,
industries overseas were either internally financed or financed on a local stock
exchange. French investors did not favor the joint stock company form of business
organization, and relied on the central Paris bourse when it was necessary. Like-
wise, early firms operating in francophone African territories either listed their
shares in Paris or were not organized as joint stocks.

Chapter 3 continues the historical investigation. It argues that stock exchanges
organized in the postcolonial era were created to indigenize a degree of foreign
direct investment. Transnational corporations listing shares on exchanges in the
developing world sought a quotation for the benefit of local employees and rec-
ognition as a truly transnational firm. Generally these listings were expensive,
illiquid, and managerial control remained foreign. However, states found them
attractive in an era of “anti” foreign investment since they dampened criticism of
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foreign investment, and the capital raised usually remained in the country in
question.

Moving to the contemporary era, chapter 4 examines level I (i.c., interna-
tional) considerations in creating contemporary equity markets. The chapter ex-
plores both the role of international organizations in promoting equity market
finance and the circumstances of the international market for equities, which
make a local market necessary. These circumstances are such that the market for
transnational equities is really only available to large, multinational firms and so-
phisticated institutional investors. Hence national or local markets become nec-
essary for the creation of certain securities, particularly those associated with pri-
vatization programs. Yet the structure of equity markets does not explain why
certain firms are listed on an exchange when a privatization takes place and others
are not. Nor does it explain the specifics of the securities offered. To understand
the local market in this sense, an analyst must look to the domestic political
economy and its corresponding financial institutions.

Chapter 5 completes the picture presented in the fourth chapter. It considers
the issue of share supply on peripheral stock exchanges (i.e., level II considera-
tions). It argues that since the 198os, states have created new exchanges not as
vehicles to raise capital, but to reserve a role for local capital as it disengages from
active management of the firm. Thus the state and the market do not act in
opposition to each other; rather, the state creates a local market to allow its citizens
access to ownership of local firms despite the fact that the ultimate control of
many of these firms may be overseas. The operative goal of the sale is thus par-
ticipation in control, combined with revenue, and not just revenue alone.

Part II considers the historical trajectory of the domestic political economies
and financial institutions in a given region. Since growth on emerging market
exchanges is not exclusively from privatized firms, this section expands the dis-
cussion to a wider range of large issues and situates the discussion within the
individual institutional circumstances where the issues have appeared. To deter-
mine the linkages among state, shares offered, and corporate governance, the coun-
try studies explore the overall development program and the politics of a specific,
representative deal offered on an exchange in question. Each then situates the
deal within the broader market picture. As the historical chapters show, the func-
tions of local stock markets have varied as state-firm relations have varied over
time. Since the book’s explanandum is stock exchange growth viewed through the
prism of the markets’ function with respect to control, the regional chapters con-
sider what potential equity products possess for influencing corporate governance
either through the price mechanism or another type of stakeholder mechanism.

Chapter 6 examines Latin America, where the earliest and largest volume of
divestitures occurred on a case-by-case basis. These listings resulted from complex
negotiations where organized labor was able to extract a percentage of shares in
most major issues. It considers cases from Brazil, Argentina, Chile, and Mexico.

Chapter 7 examines Asia, where the greatest diversity of state experiences
occurred. The Indian exchanges have the longest continuous history and the
greatest variation in shareholder patterns. The Chinese exchanges have the least
variation. Firms do not make autonomous decisions to list on the Chinese ex-
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changes, nor do they use economic criteria for listing. Rather, the government
directs the firms and amount of minority shares to be listed, and utilizes an ex-
tensive stock classification system to prevent foreign takeovers. The Korean
exchange developed from an ongoing collaborative effort between the government,
the World Bank, and its affiliate, the International Finance Corporation. Initial
growth on this market occurred when the government forced the chaebol to list
shares. Foreign firms did not control Korean subsidiaries prior to the financial
crisis, and the Korean state prohibited foreign investment on its exchange until
the 1980s. Currently the shareholder arrangements of the chaebol prevent a hostile
takeover. The Thai case is one where firms offered minority blocs on a state-
created exchange. Privatization issues have been complicated by the workers™ de-
mands.

Chapter 8 considers former Soviet bloc examples, three of which overtly mod-
eled their securities market institutions on Anglo-American practice. The Hun-
garian exchange opened to great fanfare after the collapse of communism. How-
ever, as sales of large firms have progressed on a case-by-case basis, most have been
conducted off the exchange. The Russian case is notable for the low degree of
publicly listed shares and the concentration of governing power in the hands of
former managers who have bought workers shares. They have thus consolidated
their hold on the firms’ assets. A high degree of corruption has prevented some
transnational corporations from exercising their controlling rights over Russian
shares, and this situation has contributed to the lack of foreign interest in invest-
ment in Russia. Although the Czech voucher distribution scheme attempted to
form an Anglo-American-style corporate governance system, a network of invest-
ment funds appeared as the scheme progressed that has shifted economic power
back toward state-controlled banks. Finally, the Polish system emulated the
German-Japanese example. However, as large firms have sought to forge keiretsu-
style conglomerates and failed, the state has reentered their management.

The examples in chapter 9 chosen from the African region diverge among
countries as the Asian examples did. Two exchanges, Johannesburg and Cairo, are
among the oldest, most established in the world. Firms on the Johannesburg stock
exchange have responded to the opportunities presented by the international sys-
tem to switch their listings to London. However, given the shareholding patterns
of these firms, what little external pressure on management has occurred has de-
veloped from the listing requirements of the London, not the Johannesburg
exchange. The Cairo exchange boomed in the 199os along with other emerging
markets, yet it boomed by selling minority shares of family-controlled firms. Pri-
vatized firms similarly list minority shares. When a controlling bloc of government
firms has been sold, the government has placed strict managerial restrictions on
the buyer. Finally, the two west African exchanges are examples of extremely small,
thin markets dominated by issues of one or two privatized firms. In the case of
Ghana, the firm was originally an international, British firm. In the case of Sonatel,
the government continues to play a direct role in its management.

The third and final part contains a concluding tenth chapter. It considers
contending views on stock exchanges as the explanans in investigations of eco-
nomic growth, financial contagion, and democracy in the semiperiphery and pe-
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riphery of the world system. Along with investigating implications of the study for
the future, the final chapter reevaluates stock markets within the current globali-
zation literature. While the configurations of ownership structure detailed here
are far from exclusive to emerging markets, the quantity and variety of these
controlling-minority firms on the exchanges in question foretells a minimal aggre-
gate institutional role for the markets in influencing management through the
price mechanism.
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Politics and the Fxtension
of Equity Finance to
Fmerging Markets

his book focuses on one aspect of the globalization phenomenon: the spread

of equity finance in what are currently termed emerging markets.! The issue
is one of growing importance because by the end of the twentieth century, stock
issuance relative to gross domestic product (GDP) in emerging markets rose to a
level that roughly matched issuance in German, Japanese, UK., and U.S. mar-
kets.? The issue is also paradoxical. The growing ease of portfolio equity investment
across borders contributes to the commonly held notion that globalization forges
seamless, integrated financial markets, wherein financial instruments are traded
interchangeably across state borders. As opportunities for raising capital interna-
tionally grow, and deep capital markets overseas offer so many advantages, it would
appear that local stock exchanges are not even necessary. Shares can be traded
outside of a formal exchange, and many emerging market exchanges possess many
economic disadvantages.’ Yet as globalization has progressed, not only have exist-
ing emerging equity markets grown, states that did not have exchanges have cre-
ated new ones.

Emerging market exchanges have always had a distinctly political quality, both
because they are instruments of a state’s current development strategy with respect
to financial market institutions, and because the large issues that dominate trading
on them are generally shares that have been sold by state enterprises. Even when
the state does not act directly as the vendor of shares, it asserts its influence through
securities laws that can influence a firm’s decision to list shares and foreigners’
ability to exert control through the shares they own. Therefore the markets follow
a political logic associated with seeking authority and control, in addition to the
economic logic associated with the maximization of profit. Moreover, the political
logic is national, as well as international, meaning that share issues are structured
with an eye on the state’s ability to influence the domestic economy, as well as to
function alongside other states in the global system. The upshot of this political
dimension to equity finance is that the management of these firms does not op-
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erate strictly as an agent of shareholders’ interests, but also as an agent of the state’s
interest in capitalist development.

Most analyses of emerging stock markets originate in the economics literature,
and thus contribute to a debate over whether or not a local stock market is good
or bad for development. According to this literature, the market’s value lies in its
ability to allocate capital efficiently and reward risk appropriately.* Political science
literature subsumes discussions of stock markets within broader discussions of cap-
ital market liberalization. As states lose the ability to control the allocation of credit
associated with liberalization, they also lose their ability to pursue a strategic course
of adjustment in response to global economic change.” Globalization literature
links the transformation of global capital markets, stock exchanges included, into
a new supranational order where nationally based financial operations shrink and
international, city-based operations take their place.®

In examining stock as both a political and an economic instrument, this study
begins from a completely different premise. It situates the financial product within
the ownership and control structure of the firm, and investigates not only what
makes these financial products similar across states and time, but also what makes
them different. Stocks represent the proprietorship element of a corporation, which
has been divided into shares and is sold as transferable certificates. An examination
of large issues of stock on emerging markets in the late twentieth century reveals
that most shares resulted from a broader process of states reconfiguring their re-
lationship with economic enterprise, and many of these firms predate the state in
question. When states sell shares, they seck wealth, but they seek control as well.
While they may not be able to own (and thus control) economic enterprise out-
right, they can use the ownership and control structure of a firm to configure a
variety of outcomes that enhance their capacity to either control economic activity
in the new circumstances, or to ensure that control remains with the private sector
within their own territory.

Among the variety of outcomes that benefit the state in restructurings are those
where the state retains a controlling bloc of shares, a bloc of shares with board
representation, or a golden share that is necessary for a takeover to occur. In other
circumstances, ownership can be configured such that a citizen of the state in
question retains control with a minority of shares. When transnational corporations
purchase state enterprises, stock can be issued in such a way that a broad group
of citizens owns the firm as well, or a concentrated group participates in manage-
ment with the transnational. Stipulations placed on the transfer can influence the
firm’s ability to make decisions after the sale. Firms can be sold to family business
groups that are not themselves vulnerable to the market for managerial control.

To demonstrate the use of stock to configure control in any of these instances,
however, it is necessary to examine specific cases of stock issuance on emerging
markets, and the politics associated with the issue. When cases are examined, it
becomes apparent that there is not one systematic measure of beneficiaries, since
participants seek a variety of political and economic benefits from stock sales. For
example, if an individual sought control of the firm and the share price dropped,
those individuals seeking control may have realized their goal, while those inves-
tors secking profit may have lost theirs. If a particular interest group, such as a
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labor union, sought to retain a percentage of ownership, it may realize its goal
with a given issue. Yet depending on how the shares are distributed among the
membership, individual union members may nonetheless lose their jobs.

The issue of aggregating benefits is further complicated when analysts seek to
fit emerging markets into one or another model of corporate governance derived
from Western industrial experience, that is, one where shares are dispersed and
shareholders influence firm management through the price mechanism, or one
where shares are held in blocs and banks play a role.” This study rejects these
models in emerging markets, since none have developed the sort of price mech-
anism that influences firm governance as in the United States and United King-
dom. Moreover, while the shares of some firms are held in blocs, and some banks
do influence some firms’” behavior, these patterns are not systematic as they are in
Germany and Japan. When the cases are situated within the broader history of
state-firm relations, the diversity of many of these relations over time becomes
apparent. That is, one firm may have been structured in one way under the co-
lonial state, restructured in the nationalist era, and restructured again in the pri-
vatized era. Firm structures from other eras still function alongside newer struc-
tures, resulting in a myriad of shareholder arrangements.

Therefore this study conceptualizes stock as a political instrument that is used
to negotiate the transitions associated with building and dismantling the state sector
in emerging markets. Private-sector corporations in developing countries are in-
creasingly expected to act as agents of industrial development in lieu of states.
Therefore the ownership structure of large firms in these countries matters because
it determines who will ultimately be responsible for making the firm’s decisions.
In advanced industrial economies, the primary contradiction with respect to cor-
porate governance occurs between the owners, or principals, and the managers,
or agents. In emerging markets, the contradictions multiply. The primary contra-
diction occurs between majority and minority owners of shares.® Yet when a firm
is headquartered overseas, an additional contradiction occurs between foreign and
domestic shareholders. When a small minority of shareholders controls the firm,
another occurs between the controlling minority and the majority.

These multiple contradictions point to dynamics in share issuance that do not
arise in Western economic restructurings because policymakers in advanced in-
dustrial economies do not need to comply with the requirements of external actors.
For example, the Thatcher privatizations in the United Kingdom were internally
driven. They were not negotiated with outside actors, such as the International
Monetary Fund (IMF) and World Bank. The British could offer shares of priva-
tized firms on a deep, liquid, domestic capital market. Policymakers in emerging
markets must satisfy both internal and external demands simultaneously. These
competing demands result in equity-holding patterns that prohibit universal types
of broad-based corporate governance models from forming and restrain the ability
of shareholders to influence management. Political interests retain a degree of
ability to control a course of action in some firms through ownership of a bloc of
shares. Some firms maximize profits on behalf of the sharcholders of the parent
company in another state, whereas other firms promote the interests of domestic
shareholders and act as agents of economic development. Some firms prioritize a
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family’s interests within a broader business group. Others retain the state as an
active participant in management of the firm and continue to promote the broader
developmental goals of society.

Ownership of Stock and Control of the Firm

This book investigates the ownership and control features of emerging market stock
at the international, national, and firm levels. Thus it questions the potential for
shareholders to control large enterprise and influence management in emerging
market countries, depending on the specific features attached to individual finan-
cial instruments, as well as the features of a particular financial institutional setting.
In order to begin this investigation, it is therefore necessary to examine how certain
features of this financial instrument allow for control of a firm’s management in
different financial institutional settings, and how shareholders can, or cannot, in-
fluence management when stock is sold across national borders.

At the most basic level, ownership of any asset generally includes the ability
to control that asset.” Yet the modern corporate form separates the two functions
of ownership and control, wherein ownership of the corporate assets is parceled
out in fractions to stockholders, and control of the assets rests with professional
managers. Stocks, therefore, are securities representing a fraction of the ownership
element of the corporation. As the number of individuals or banks that own stock
in a given corporation grows, the fraction they possess declines, and ownership is
even more distant from control because any voting rights attached to the stock
become negligible.

Without having any real, effective control over his or her asset, the investor
owning stock of a corporation nonetheless realizes two significant benefits: the
expectation of dividends, and the liquidity of stock as an asset. As Berle and Means
pointed out in their seminal study of the corporate form, stock generates a stream
of income and can be sold for ready cash within days or even hours. By bringing
together potential buyers and sellers, stock exchanges in developed industrial de-
mocracies ensure the liquidity of previously issued shares and allow investors of
dramatically different time frames to participate in owning the same assets, since
an individual can own a share of stock for a week, a month, a year, or longer.
Nonetheless, the liquidity of the asset further separates the functions of ownership
and control because any generic interest of shareholders ceases to exist when
management must choose, for example, between the interests of short-term and
long-term investors, or between the interests of local versus distant shareholders.!

Therefore the corporate form itself is not a method of sharing control, because
the form separates the functions of ownership and control. Nor do stock markets
themselves necessarily mobilize capital for industrial development. Rather they
allow for broad, anonymous ownership, liquid assets, and provide stores of wealth
and streams of income.!" If a company prospers, its common stockholders can
expect to share in the expanding profits through a combination of dividend in-
creases and a higher stock price. Although few investors actually buy stocks to try
to manage a firm, the fact that the possibility of control exists means that different
financial instruments assign different voting rights, and the manner in which in-
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vestors hold different blocs of instruments creates different potentialities for firm
control.

In contrast, bonds represent indebtedness of the corporation to the holder. As
such, a bond is an IOU, sometimes reinforced by collateral. Bondholders receive
interest rates at a fixed percentage rate during the years they own the bonds, as
compensation for the use of their money. If a company prospers, its bondholders
can expect to receive only the stream of income and the return of principal that
was specified by contract when the bond was issued.!? Therefore, while it is rela-
tively easy to analyze bonds (i.e., loans) similarly across firms and states, an analysis
of stocks must connect the financial instrument to the firm. What voting rights
are attached? What proportion of shares with voting rights was offered to the
public?

As capital markets have become increasingly international, the reasons for the
spread and integration of debt markets differ fundamentally from the reasons for
the spread and (modest) integration of equity markets, particularly in emerging
markets. In brief, firms issue offshore debt to evade state activity, that is, to escape
banking regulations, credit allocations, and taxes. Yet when firms issue interna-
tional equity shares, they generally seck to issue shares in locations with deep
markets, characterized by high degrees of liquidity, high standards of trading, and
high standards of corporate governance and disclosure. Hence firms seek high
levels of state activity, and even the so-called international equity markets of issue,
predominantly New York and London, are essentially national markets with strict
regulations.” Nonetheless, local markets persist, and are similarly connected to
high levels of state activity.

Stock and the Price Mechanism in Advanced,
Industrial Economies

Although individual investors do not usually buy stock with the intention of con-
trolling a firm, stock markets in the aggregate have the potential to exert pressure
on management to act on behalf of shareholders. Institutions are understood here
to be arrangements among economic units that define and specify the ways actors
can cooperate or compete.'* As institutions, stock markets pool capital and lower
information costs. Depending on the circumstances, they can allow for managerial
takeover, or discourage it. Stock markets perform different institutional functions
in the national and international economies. In the international realm, they allow
for a degree of ownership of the firm to remain with nationals, even as managerial
control of the firm may be transferred to foreigners, or vice versa. In the national
realm, they function within the broader financial institutional structure of the state.

Considerations of national financial institutional structures in political sci-
ence, business, and law roughly group them into two models: a market-oriented
model and a bank-oriented model.”* The United States and the United Kingdom
are the universal examples of the former, wherein security issues (i.e., stocks and
bonds) are the predominant source of long-term industrial funds. British capital
markets evolved in the context of gradual British industrialization, wherein the
private sector had accumulated a considerable amount of capital from earnings in
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trade and modernized agriculture. Hence banks were sources of short-term capital
in a state that did not need banks for long-term investment purposes. The London
Stock Exchange of the nineteenth century was not a market of new issues, but
was a market for transferable securities as liquidity improved and first-time investors
knew their money would not be tied up permanently.!® In the United States,
interest groups attached to industrialization consciously restricted the dominant
financial institutions from the end of the nineteenth century.!”

As a result of such historical experiences, Zysman, Visentini, and Cunning-
ham each point out that ownership of shares in the market-oriented model is
fragmented and freely transferable; thus shareholders can exit the corporation at
will, often called the “Wall Street Rule” or “Wall Street Walk.”'® If owners are
unhappy with management’s performance, they sell their shares, the price of the
stock drops, and management becomes vulnerable to a takeover wherein new
managers will attempt to improve on the performance. Even though individual
stockholders do not exercise much control over management, the stock market
thus disciplines managers through the Wall Street Rule. Banks do not act as owner-
managers and do not hold substantial shares of the stock of any particular firms;
contracts set employee, supplier, creditor, and customer rights.

The state played a more interventionist role in countries that industrialized
after the United Kingdom and the United States. Gerschenkron posits that the
banking system solved the problems of late industrial development because it al-
lowed greater leeway for the state to mobilize capital for development and influ-
ence resource allocation among competing sectors. Therefore, in combining cap-
ital market functions, universal banks allowed the state to eliminate fratricidal
struggles among competing elements and to mobilize scarce capital for specific
industrial purposes.’” For Hirschman, Latin American “late-late” developers tend
toward foreign direct investment or foreign lending to solve the problem of their
industrial development.?’

Given these historical experiences with industrialization, banks do play a sig-
nificant role in channeling capital from households to companies with the bank-
oriented model as it exists in Germany, continental Furope, and Japan. With the
bank-oriented model, corporations collect capital from banks, and banks in turn
own stock in the corporations. Hence these firms have a much higher percentage
of bank debt on their balance sheets and have major shareholders in their own-
ership structure.?! Together with the small and powerful body of shareholders and
debt holders, labor operates as a third key participant in the leadership of most
European firms. German corporations, for example, operate with worker councils
which management must consult on a variety of matters concerning policy.??
Therefore different stakeholders control corporate activity and the Wall Street Rule
does not operate as it does in the market-oriented model.

Stock and the Price Mechanism in Emerging
Market Economies

This book argues that the problem with using the market- and bank-oriented mod-
els to analyze the connections among equity finance, firms, and states in emerging
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markets is that the firms that are the largest issuers of shares on these markets did
not result from the same historical experiences with industrialization, or the state,
as those in the West. Emerging market equity products result from several forms
of state engagement and disengagement with the financial sector, and engagement
and disengagement from active management of economic enterprise. To use Ger-
schenkron’s and Hirschman’s terminology, these exchanges develop post late-late
industrialization in cases such as Brazil and Argentina, and appear as instruments
of late late-late development in cases such as Cote d’lvoire and Ghana.?

This study argues that emerging market states attempt industrialization more
than once, and in more than one structural era of the world economy. Thus it
challenges Gerschenkron’s and Hirschman’s understanding of the process wherein
the political outcomes within a state are affected by the character of the world
economy at the time when the state attempts industrialization because there is not
just one time when these states attempt it.2* It challenges the overtly firm-centered
varieties of capitalism approach of Hall and Soskice on the grounds that external
finance and corporate governance structures for emerging market firms are not
uniform by design, because the states have changed the designs over time.?

According to the argument offered here, different firms, originating in differ-
ent eras, are differently subjected to the market for managerial control. Their
varying forms result in a variety of manners in which economic actors can coop-
erate or compete. Hence financial institutions fail to aggregate at the national
level. To understand this process it is necessary to examine the ownership of
individual firms. Management’s vulnerability to the price mechanism depends on
how, and to whom, the shares were issued. However, an investigation of how, and
to whom, the shares were issued requires an investigation into the ownership and
control structure of specific firms.

One of the most apparent features of the corporate world outside the industrial
core of the world economy is that controlling minority shareholders and states,
both of whom are shielded from the market for corporate control, control most
large firms.?® Moreover, firms are arranged in varieties of business groups bound
together through both formal and informal mechanisms. Some have legal links,
others own each other’s shares. Economists consider these groups to be functional
substitutes for capital markets because they usually have, or acquire, a bank as part
of the group. Generally the state is enmeshed in these business groups as well,
because key actors within the state form their own firms.?”

When states participate in the market for equities, they do so for vastly differ-
ent reasons than firms do, and when large numbers of formerly state-owned firms
offer shares on a given exchange, they magnify these differences in emerging
markets. Whereas both governments and firms issue bonds to raise capital for a
particular project, firms issue equity to take themselves public for the first time,
to finance a particular project, or to raise capital when debt financing is not
available either in the bond market or through a bank.? Firms generally do not
issue equity with the intention of transferring control, albeit management can lose
control in a takeover. Conversely, governments do not issue equity to finance
particular projects, and they can figuratively “take themselves public” many times
by participating in ongoing privatization programs wherein they sell off various
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parastatals in sequence. Most importantly, when a government privatizes a state-
owned entity, it generally intends to transfer at least a degree of managerial au-
thority from the government to the private sector.

Privatization issues accounted for a considerable increase in the market cap-
italization of Furopean exchanges, as well as exchanges in emerging markets in
the 1980s and 1990s.? The same control mechanisms, such as golden shares or
the right of the government to restrict the building of a significant stake in a
company, have also been used both in developed and developing countries. What
makes emerging market privatizations different, however, is the high concentration
of trading in these issues, and the state’s historical experience with industrialization
and corporate governance. In its broadest sense, corporate governance could in-
clude every force involved in a firm’s decision making, such as insolvency powers
of debt holders, commitments to employees, regulations of government agencies,
and government statutes. In considering governance with respect to stock markets,
however, this book considers the role external equity finance plays in determining
which individuals will ultimately be responsible for making the firm’s decisions.*

Therefore, wherein previous understandings of stock and the price mechanism
held that the financial institutional structure evolved as part and parcel of indus-
trialization, and the price mechanism disciplined or did not discipline corpora-
tions, corporate governance of many of the newest listed equities of the 198os and
1990s can be traced to the politics of how an individual privatization deal was
structured. A stock market provides the necessary infrastructure for the privatization
to occur. Nonetheless, the market does not necessarily perform the same function
after the privatization occurs, when the newly listed firms join existing firms. In
some cases the exchange can indeed be an anonymous international platform for
selling shares, and many of the western European stock markets are increasingly
integrated through the shares of privatized enterprises offered internationally. Yet
as the number of privatized firms increases on an exchange, and in the absence
of liquidity, the connection between state and stock market can also tighten.

Control of the Firm and Specific Features of
Transnational Equity Securities

To understand the political implications of the structure of a given privatization
deal in emerging markets since the 198os, it is necessary to understand how own-
ership and control rights of a firm shift when stocks are traded across national
borders. Control rights to transnational equity securities vary according to the myr-
iad possibilities for how transnational sales can occur. Thus the specific features of
the equities matter, because policymakers can maneuver them to raise capital in
a variety of locations and comply with multiple political expediencies.
Transnational investors generally tap international stock offerings in four main
ways, each of which confers differing control rights. First, an individual in one
country can purchase stock on a stock exchange in another country in what is
termed a “cross-border” transaction. In 1990, approximately 11.8% of all equity
trading was in purchases on the firm’s local stock exchange by foreigners, that is,
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cross-border transactions. Although Japan and the United States were close to the
world average, other centers such as the United Kingdom and France had much
higher ratios—at least 25%. At times, a country may prohibit foreigners from pur-
chasing shares, or from purchasing enough shares of a firm as to assert control.

Second, an individual can purchase shares of a foreign company listed on the
exchange of the country where he or she lives in what is termed a “cross-exchange”
transaction. The most important site for cross-exchange trading is the Stock
Exchange Automated Quotations (SEAQ) international exchange in London. The
SEAQ accounts for approximately 65% of overall cross-exchange trading.’' Voting
rights attached to these shares vary by issue, and the regulations of the individual
exchange. The New York and London Stock Exchanges, for example, discourage
listings that do not have voting rights attached.

The third way in which investors purchase transnational stocks is by purchas-
ing depository receipts. Although firms can list shares on exchanges such as the
SEAQ or New York Stock Exchange (NYSE) outside the territory where they are
headquartered, they do not usually list the shares themselves. Rather, they list a
tradable receipt for the stock called an International Depository Receipt (IDR),
Global Depository Receipt (GDR), or American Depository Receipt (ADR), de-
pending on the circumstance.’ Each IDR/GDR/ADR has a ratio of ordinary (i.e.,
underlying) shares of the foreign corporation to the depository receipt itself. Own-
ership rights attached to each of these securities vary, generally depending on
whether or not the program is sponsored by the firm in question or not. Most
active IDRs are sponsored, meaning the company provides financial information
and other assistance to the depository, subsidizes the administration of the IDRs,
and may permit voting rights to the underlying shares; however, this is not always
the case.

Other distinctions among shares are important because they determine the
manner in which firms can participate in the United States and other markets. Of
the main classifications of ADRs traded in the U.S. market, level I or “pink sheet”
ADRs trade in over-the-counter public markets. The reporting requirements for
these securities are not generally rigorous. Level II and III ADRs are listed and
trade on the NYSE, National Association of Securities Dealers Automated Quo-
tation (NASDAQ), or American Stock Exchange (AMEX), and are subsequently
subjected to stringent reporting and registration requirements similar to U.S. com-
panies. “Private placement” ADRs are exempt from registration requirements un-
der Rule 144A, and may be purchased and traded in the United States only by
qualified institutional buyers.**

Investors seeking to purchase companies outside the United States desire
ADRs because they are quoted in U.S. dollars; they trade, clear, and settle in the
same way as U.S. stocks. They allow prompt dividend payment (in U.S. dollars)
and corporate action notification. Moreover, they can be compared with the share
prices of similar U.S. companies; they are exempt from foreign turnover taxes, and
do not involve global custodial charges. Finally, they offer the same advantages as
equities in general: they are liquid assets whose liquidity is the sum of both its
U.S. and local market liquidities. Nevertheless, investors who wish to buy and sell
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shares of overseas companies without trading in markets overseas do not necessarily
gain the same control rights with their shares, depending on the terms of the
GDR/IDR/ADR.

The fourth way in which investors can purchase a firm’s shares across borders
is through the purchase of an investment fund — or collective investment vehicle —
which is sold overseas. All transnational stock dealings involve some transfer of
ownership, but with a fund, ownership of a variety of equities is pooled and con-
trolled by the fund’s managers subject to regulations set forth in the fund’s pro-
spectus. Funds can be structured into “open” and “closed” types. With a closed-
end fund, a sum is raised and the shareholder group is closed. Shares are then
traded (on an exchange or not) at a price, which may reflect a premium or dis-
count to its underlying net asset value (NAV). With an open-end fund, the man-
ager agrees to sell or to buy back any shares at the published daily NAV. Therefore
open-end funds grow or shrink as investors buy or sell their shares.>*

Investment in a fund differs from many other investment schemes because
funds by their nature do not seek to control the firm whose equities the fund
holds. In fact, funds are generally restricted from investing too high a percentage
of their total assets in any one firm, let alone from buying enough of the firm’s
outstanding shares to exert control. This feature made them very popular with the
governments of many emerging markets in the 198os, when country funds were
the only way outside investors could purchase the equities of some national mar-
kets.>®

The exact manner in which the fund is structured determines the extent of
control an individual firm is allowed. Therefore, just as the advent of joint-stock
companies divided the position formerly occupied by one capitalist owner-manager
into two physical entities—stockholder (or owner) and executive (or manager),*
funds facilitate a three-way split into direct stockholder (or owner of shares), in-
direct stockholder (or owner of fund shares), and executive (or manager). De-
pending on the firm’s home state, the legitimate basis of managerial authority can
change as well, from one based solely on property rights, to one delegated by
shareholders acting as a group, to one delegated by certain eligible shareholders.
“Eligibility” in the final case could be determined by the nationality of the share-
holder or the nature of the fund.

Therefore, in sum, the four ways in which equities can be purchased inter-
nationally are through cross-border transactions, cross-exchange transactions, the
purchase of depository receipts, and the purchase of an equity investment fund.
While the expansion of transnational investment opportunities for stocks grew sig-
nificantly in the globalization era of the late twentieth century, growth had the
effect of increasing the liquidity and dividend opportunities of equity investment.
However, given the numerous specifics attached to individual issues, the expansion
did not forge uniform financial institutions that allow for pressure on management
through the price mechanism.
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Economic Explanations for Local Stock Market Growth

Although a comparison of the price of equity securities offered in different markets
would be difficult to effect because accounting and valuation standards vary so
widely, evidence does exist that transaction costs for equity issues in developing
markets are significantly higher.’” Therefore, if emerging market firms can offer
shares overseas with so many different specific features, and deep transnational
markets offer cost and liquidity advantages over thin, local markets, why have local
stock markets grown? A variety of economic theories have surfaced attempting to
account for this phenomenon, from those centered on costs, to those centered on
the benefits to the economy, to those centered around the functional necessity of
a local market, to those emphasizing market behaviors. However, as this section
will show, none of the macro-level economic literature considers how the existence
of a local market for equity securities can have an effect on how control of an
individual firm is configured. Therefore, while these studies implicitly or explicitly
acknowledge the importance of the state in explaining the persistence of local
markets, they do not explicitly examine the domestic and international political
implications of how individual shares come to be offered where, and how, they
do. Thus studies that aggregate market growth, as does much of the economic and
political science literature, overlook the deeply political aspects of assigning control
nationally and internationally.

The initial set of economic explanations for the persistence of local exchanges
compare the cost of local deals to the cost of alternative transnational deals. Some
theorists argue that market participants choose to deal in national markets to com-
pensate for the high failure rate of international trades. Disparities in clearance
systems and procedures (i.e., systems and procedures to ensure participants in the
transaction that they have a deal) result in failure to settle by the designated set-
tlement date (i.e., the money is not exchanged as planned) in more than 40% of
all international trades. This failure rate far exceeds the rate for domestic trades,
albeit the great majority of international trades do end up settling at a later point
in time.*® Other theorists hypothesize that controlling shareholders of corporations
in emerging markets trade off the benefits of cheaper access to deep transnational
financial markets against the value of fewer constraints on the exercise of control
when listings remain local.* The fact that participants generally choose to deal in
their own markets cuts arbitrage pressure to ensure that similar assets bear the
same price. Hence international equity markets fail what Van Zandt terms the
“test of one price,” wherein a borrower or its underwriters could approach all
potential investors regardless of their residence, and a truly integrated market for
equity securities would exist.*

Other explanations for local exchanges based on costs point out how state
intervention, generally through the corporate tax structure, can compensate for the
higher cost of capital on developing exchanges, particularly when the state prac-
tices preferential credit allocation to begin with. For example, the Korean govern-
ment altered the relative cost of capital in different markets as early as 1972 when
it selected certain firms and forced them to go public by threatening a 40% cor-
porate tax rate hike and denied itemized deductions should they refuse. The Ko-
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rean government further increased listings when a presidential decree tightened
the audit and supervision of bank credit for all nonlisted firms. Other such mea-
sures followed throughout the 1970s.4!

Combining cost explanations with explanations based on the functional ne-
cessity for a local exchange to exist, business finance literature treats exchanges as
a functional requirement for public equity trades. According to this literature, a
firm has three main sources of capital: internally generated funds, bank loans, or
capital markets (i.e., issues of stocks and bonds). The choice of financial instru-
ment and the firm’s resulting capital structure depends on the cost of capital in
these different forms (e.g., bank loans, bonds, stocks), the company management’s
preference for debt or equity, and an evaluation of the advisability of additional
debt or equity which affects the cost of capital in different forms.*

According to the pecking-order theory of capital structure, cost matters first.
Risk matters second because management should not overburden the firm with
debt, owing to the possibility of bankruptey. For some firms (and particularly where
the tradition of family ownership is strong), control matters as well, because who-
ever controls the equity receives the firm’s perquisites. Finally, privacy may matter
because not disclosing financial information may have economic benefits for the
company.® In light of these considerations, firms generally issue shares when they
sell equity on the market for the first time, that is, an [PO, or when they seek to
finance expansion without taking on additional debt. While cost remains a key
consideration, how firms actually determine their capital structures remains de-
bated among financial economists.** The persistence and creation of new emerg-
ing market stock exchanges poses a problem for microeconomic explanations of
firm behavior because the costs to the firm and individual investor are higher in
developing countries than they are in developed countries.

Other more strictly functional explanations for the persistence of local equity
markets argue that the evolution of the financial system is an essential aspect of
the economic growth process. Although equity markets may not be necessary at
the early stages of economic development, as an economy grows, equity markets
increase the efficiency of all financial markets.*® Popular literature explaining the
appearance and growth of stock exchanges in developing countries echoes the
functionalist emphasis on the development of equity markets as an essential aspect
of the growth process. Popular literature suggests that states encourage the growth
of stock exchanges because these countries have overcome their postcolonial dis-
trust of capitalism and see equity markets as legitimate vehicles for attracting do-
mestic and foreign capital. One day, “junior” exchanges will become electronically
linked to London, New York, and Tokyo and will thus become part of an inter-
national equity market, which could one day rival the bond and money markets
in size and importance.* States that create them are positioning themselves to
take advantage of broader integration when it eventually arrives.

However, the problem with relating stock exchanges to the postcolonial dis-
trust of capitalism and development is the same as the problem of functionalist
explanations in general: that is, why have the institutions been necessary in some
cases and not in others? Some colonies did develop stock exchanges, while others
did not. For example, in Africa, the Alexandria Stock Exchange opened in 1888,
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Cairo in 1903, South Africa in 1887, and southern Rhodesia (now Zimbabwe) in
1946. Tanzania did not open a stock exchange until the most recent wave in 1998,
and it initially had only one firm’s shares listed. In the contemporary era, as large
transnational markets grow, listing stock on a larger, more efficient market provides
capital at a lower cost and could fulfill the functionalist requirement. Nonetheless,
states continue to create exchanges, and existing local exchanges continue to func-
tion.

In part to account for the question of why stock markets form, or fail to form,
a certain amount of economic literature debates whether or not they bestow ben-
efits on the states that have them, particularly states in the developing world. The
implication of this debate is that markets develop because they are an advantage,
and they do not develop because they are not an advantage. An example of the
former type, Cho argues that equity markets bestow benefits because they increase
the allocative efficiency of credit by making financing available to risky groups
who would otherwise not be able to get it. They benefit the state because they
complete the process of financial sector liberalization; thus if a state does not have
a viable equity market it should develop one to complete the liberalization process,
according to this argument.*’

Examples of the latter type of argument vary according to the rationale for
how stock markets can potentially harm an economy. Some empirical studies
criticize all stock markets for their speculative nature, and emerging markets in
particular, insofar as they leave domestic economies vulnerable to destabilizing
international investment flows. Schiller points out that speculative equity booms
around the world are generally followed by periods of declining share price.*
Other empirical studies points out that developing countries have few institutional
investors, effective organizations for channeling savings into the securities market,
or independent sources of information about the market. Such limited market
access severely curtails whatever mass benefits may be generated by these markets.
Even economic writing from quarters that view liberal capital markets favorably
acknowledges that their benefits are not evenly distributed, and the uneven distri-
bution impedes market growth for political reasons. Notable work by Rajan and
Zingales in this regard points out that certain potential interest groups inhibit the
development of competitive financial markets because financial incumbents lose
an economic advantage when markets are liberalized.*

Additional empirical studies have implied that markets fail to develop (or
should fail to develop) based on specific characteristics of individuals who have
access, or lack access, to them. Calamanti’s study of securities markets in devel-
oping countries pointed out that access to the market is extremely limited for small
and medium investors, or any potential investor who does not live in the imme-
diate vicinity of the financial centers where the stock exchange, banks, and brokers
work. Stocks tend to be very heavily concentrated in the hands of a small number
of individuals in the wealthiest classes.”® Most enterprises have major difficulties
in gaining access to the securities markets, thus negating their fund-raising role,
and reinforcing the all-around preference for bank credit. In the years after Cal-
amanti’s criticisms were published, Ajit Singh echoed many of his concerns and
questioned the wisdom of applying the U.S. capital market model to the devel-
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oping world. He concluded that if developing countries have a choice, they should
foster bank-based financial systems rather than stock markets.”! Nagaishi’s study of
stock market development and economic growth in India concludes that the In-
dian markets failed to meet the macroeconomic goals of their formation, that is,
domestic savings mobilization, foreign portfolio investment, and a higher macro-
growth scenario.”

A final set of economic explanations for the persistence and growth of local
exchanges in emerging markets does not debate their advantages or disadvantages,
but argues that these markets provide investors with the option of alternative mar-
ket behaviors. For Flowers, markets such as Jamaica, Taiwan, and the United States
contrast statistically with one another beyond price and risk measures. These mar-
kets process information differently, form expectations differently, and have differ-
ent volatility responses to good and bad news. Hence larger markets will not sup-
plant them even if the larger markets continue to merge on a basis of price and
risk.”> Domowitz, Glen, and Madhavan highlight the importance of intermarket
informational linkages in understanding the efficiency (or lack thereof) of cross-
listings.”* Dickie’s study of the Jakarta Stock Exchange points to the role of the
state in share supply for both local and foreign firms.>> Dickie points out that in
the 1970s, many developing country governments attempted to develop stock mar-
kets not just to mobilize capital for industrialization, but for the political goal of
diversifying ownership of foreign companies.

Yet to allow for state intervention or varying market behaviors, the economic
literature requires a theory of state behavior as an explanatory variable for offerings
on emerging market exchanges. While an emerging market exchange may be a
functional requirement for the state to offer competitive capital markets in the
future (i.e., promoting the exchange will lead to lower future cost of capital), the
literature fails to address why some states pursued this activity in the nineteenth
century and others have only begun to pursue it now. Moreover, economic liter-
ature examines market growth in the aggregate and does not consider the specific
control features attached to individual offerings. The specific control features, and
political implications of each, can only be considered by examining what large
issues have appeared on emerging markets across time and regions.

The Argument of the Book

The central contention of this book is that certain characteristics of equity shares,
as well as certain holding patterns of blocs of shares, leave anonymous shareholders
bereft of any significant influence over the management of most large firms in
emerging markets. The price mechanism fails to operate for historical reasons
associated with state strategies of engagement and disengagement from economic
management, while advancing developmental goals. As a result of these strategies,
past and present, the state remains a stakeholder, and it retains control over several
key functions and operations of some firms, even in cases where it has divested
shares. Since the characteristics of equity shares and holding patterns from previ-
ous eras remain in firms structured in previous eras, the pattern of state involve-
ment is not consistent within an exchange, or across emerging market exchanges.
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Thus one pattern of corporate governance associated with the price mechanism
fails to aggregate at the national level as it did in the advanced industrial econo-
mies of the United States, Furope, and Japan, where state involvement (or lack
thereof) was more consistent over time.

The greatest diversity in governance structures can be seen in cases where the
state attempted a variety of developmental strategies. For example, the Indian ex-
changes’ history extends to the late nineteenth century and had local participation
at an early stage. Shares listed on the Indian exchanges include minority shares
of the subsidiaries of transnational corporations, noncontrolling blocs of family
business houses, blocs of state enterprises, and new firms’ listings. The price mech-
anism operates with respect to some of these firms, yet not others, depending on
how the shares are offered.

There is the least diversity in shareholding patterns where there was a com-
plete break with the developmental past in the form of a Communist revolution.
For example, private large-scale economic enterprise did not survive the Com-
munist revolution in China. The new stock exchanges in China have converged
on a similar governance structure because the state has designed these structures
from their inception. Nonetheless, large retained state shareholdings prevent the
price mechanism from functioning. The corporate governance models also con-
verge at the national level more closely in the former Soviet bloc. For example,
the Czech economy was privatized within a short time frame through a massive
voucher scheme, and large firms” governance models have converged somewhat
in relation to the banking system.

Therefore, the argument of this book is historical. Yet it is also political. In
order to understand the vast expansion of equity shares issued on emerging markets
in the late twentieth century, it is necessary to understand that political actors
divest shares in a particular historical epoch, and under particular structural po-
litical circumstances. These actors must operate simultaneously on two levels: the
international and the national. International relations theory has proposed the
metaphor of the two-level game as a way of integrating domestic and international
political imperatives with respect to diplomatic negotiations, and accounting for
reciprocal causation.

As the metaphor has been formulated by Robert Putnam, national political
leaders negotiate with foreign leaders to arrive at outcomes that will be acceptable
to domestic political coalitions.*® Thus Putnam does not consider whether a given
set of negotiations is wise economically, but how it comes to be politically possible.
Governments adopt policies that are different from those that they would have
adopted in the absence of international negotiations. However, an international
agreement is possible only because part of each government’s constituency favored
the agreement on domestic grounds. Therefore neither a purely domestic or in-
ternational understanding could account for the result of these negotiations. Ac-
cording to the metaphor, each side of an international transaction has a negotiator
who negotiates to reach a tentative agreement at “level I.” He or she sits at a table
with his or her foreign counterparts for these negotiations. At “level II” a separate
set of discussions takes place within each group of constituents, seated at a table
behind the negotiator, about whether to endorse or implement the level I agree-
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ment. A negotiator cannot ignore either table, and a rational economic move at
one table (or level) may not be politically feasible at the other.

In transferring the metaphor to contemporary stock issues in emerging mar-
kets, level I would represent international arrangements involving privatization of
large industry, such as those associated with the conditionally based lending pro-
grams of international financial institutions. Yet even in cases where large issues
are not privatized shares, level I agreements are understood to be completed within
the confines of the transnational market for equity shares and the listing require-
ments of the major exchanges, for example, the SEAQ and the NYSE.”” Each
exchange sets its own listing requirements. For example, the NYSE requires a
certain amount of pretax earnings, a certain number of shares publicly held, a
certain amount of net assets, and a certain number of holders of 100-share units
for listing. The NYSE and SEAQ exchanges discourage listings without voting
rights attached. Policymakers and business leaders must account for these require-
ments when deciding where, and how, to list shares.

Level II represents the domestic political necessities of privatization in a given
state. F.conomic policymakers must gain the endorsement of key political constit-
uencies to sell off state shares, and the divestment pattern of shares generally
accommodates these key constituencies. Domestic political constituencies gener-
ally seek stock offerings that keep control of the firm’s management within the
territorial confines of the state or reserve a role for labor or local participation in
management to the greatest extent possible. Thus, while these offerings are issued
in multiple manners, they are similar in that control cannot generally be trans-
ferred internationally, regardless of how many shares are issued in transnational
markets.

Therefore, in creating local stock markets, and in issuing shares on them,
states (and economic policymakers) advance a broader range of goals than merely
seeking revenue from the sale of a firm. Chiefly, states have the goal of secking
to retain a degree of control over the operations of economic enterprise within
their territories and to preserve employment. Whereas level 1 (i.e., international )
imperatives have compelled states to disengage from active economic management
of firms within their economies and constrained the type of offerings that can be
made across borders, level II (i.e., domestic) considerations have caused the market
capitalization and number of firms listed on local exchanges to grow as a result
of this disengagement, and these constraints.

The Historical Context

The initial set of historical arrangements governing international (i.e., level I)
equity transactions emerged from British and Dutch imperialism, in a liberal fi-
nancial era that peaked prior to the outbreak of World War I (see table 1.1). In
the colonial era, and the era of what some historians have termed the “informal”
British empire in Latin America, shares of large industrial concerns were held and
traded both in London and locally.”® Of the indigenous firms that developed, most
grew from formal or informal family groupings where a bank operated within the
group as a source of finance. These shares were not traded publicly because the
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TABLE 1.1 Appearance of Organized Equities Markets

Territory Year established

Major exchange

Pre-World War I Era (1842-1912)

Venezuela 1847
Argentina 1854
Peru 1860
New Zealand 1870
New Zealand 1874
India 1875
Greece 1876
Brazil 1877
South Africa 1887
Egypt 1888
Brazil 1890
Hong Kong, China* 1891
Shanghai, China 1891
Chile 1893
Mexico 1894
Sri Lanka 1896
Portugal® 1901
Egypt 1903
Indonesia 1912

Indigenization Era (1927-1976)

Philippines 1927
Colombiac 1928
Morocco 1929
Palestine/Israeld 1935
Zimbabwe 1946
Pakistan 1947
India 1948
Kenya 1954
Republic of Korea® 1956
Bangladesh 1956
Malaysiaf 1960
Nigeria 1960
Colombia 1961
Taiwan 1962
India 1963
Iran 1968
Jamaica 1968
Tunisia 1969
Ecuador 1969
Thailand 1975
Costa Rica 1976
Cote d’Ivoire 1976
Jordan 1978

Privatization Era (1981-1999)

Trinidad & Tobago 1981
India 1983

Caracas Stock Exchange

Stock Exchange of Buenos Aires
Lima Stock Exchange

Auckland Stock Exchange
Dunedin Stock Exchange

Bombay Stock Exchange

Athens Stock Exchange

Bolsa de Valores do Rio de Janeiro
Johannesburg Stock Exchange
Alexandria Stock Exchange

Sao Paulo Bolsa de Valores

Hong Kong Stockbrokers Association
Shanghai Sharebrokers Association
Bolsa de Comercio de Santiago
Bolsa Mexicana de Valores
Colombo Stock Exchange

Lisbon Stock Exchange

Cairo Stock Exchange

Jakarta Stock Exchange

Manila Stock Exchange
Bolsa de Bogota
Casablanca Stock Exchange
Tel Aviv Stock Exchange
Zimbabwe Stock Exchange
Karachi Stock Exchange
New Delhi Stock Exchange
Nairobi Stock Exchange
Korean Stock Exchange
Dhaka Stock Exchange
Malayan Stock Exchange
Nigerian Stock Exchange
Bolsa de Medellin

Taiwan Stock Exchange
Bangalore Stock Exchange
Tehran Stock Exchange
Jamaica Stock Exchange
Tunis Stock Exchange
Quito Stock Exchange
Securities Exchange of Thailand
Costa Rica Stock Exchanges
Bourse d’Abidjan

Amman Financial Market

Trinidad & Tobago Stock Exchange
Ludhiana Stock Exchange

(continued )
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TABLE 1.1 (continued)

Territory Year established Major exchange

Kuwait 1984 Kuwait Stock Exchange

Turkey 1986 Istanbul Stock Exchange
Barbados 1987 Barbados Securities Exchange
Mauritius 1988 Stock Exchange of Mauritius
Botswana 1989 Stockbrokers Botswana Ltd.
United Arab Emirates 1989 Bahrain Stock Exchange
Singapore® 1990 Stock Exchange of Singapore, Ltd.
Ghana 1990 Ghana Stock Exchange
Hungary’ 1990 Budapest Stock Exchange
Yugoslavial 1990 Yugoslav Stock Exchange
Swaziland 1990 Swaziland Stock Market
Panama 1990 Bolsa de Valores de Panama
China 1990 Shanghai Securities Exchange
China 1991 Shenzhen Securities Exchange
Croatia 1991 Zagreb Stock Exchange
Mongolia 1991 Mongolian Stock Exchange
Slovak Republic 1991 Bratislava Stock Exchange
Poland* 1991 Warsaw Stock Exchange
Czechoslovakia 1992 Prague Stock Exchange

El Salvador 1992 Stock Exchange of El Salvador
Namibia 1992 Namibian Stock Exchange
Lithuania' 1993 National Stock Exchange of Lithuania
Zambia 1994 Lusaka Stock Exchange
Nicaragua 1994 Stock Exchange of Nicaragua
Cyprus 1996 Cyprus Stock Exchange

Malawi 1996 Malawi Stock Exchange

Uganda 1997 Kampala Stock Exchange
Bulgaria 1997 Bulgarian Stock Exchange —Sofia
Cayman Islands 1997 Cayman Islands Stock Exchange
Tanzania 1998 Dar es Salaam Stock Exchange
Mozambique 1999 Maputo Stock Exchange

Securities trades in Hong Kong date to 1866. In 1986 the four exchanges in Hong Kong were unified and the Hong
Kong Stock Exchange began trading.

¥The first regulations for the Lisbon Stock Exchange were written in 1go1.

<Securities transactions in Medellin date to 1go1.

9The Tel Aviv Stock Exchange was reorganized in 1953 under the state of Israel, however, trades date to the British
era.

<Securities transactions in Korea date to as early as 191 in the period of Japanese colonialism.

Equities of British corporations were traded in peninsular Malaysia in the late 1800s. The Malayan exchange (Ma-
laysia and Singapore) was established in 1960 where firms were traded until the two split. The Kuala Lumpur Stock
Exchange was formally established in 1973. The Stock Exchange of Singapore, Ltd. was established in 1990.

¢The Costa Rica Stock Exchange mostly handles debt instruments.

"See Malaysia above (note f).

iSecurities were traded in Hungary from 1867 to 1948.

iEquities were traded on the Belgrade Stock Exchange from 1894 to 1941.

“The Warsaw Stock Exchange dates to 1817. It was closed during the Communist period.

'The stock exchange of Lithuania first opened in 1775 as a place for export goods. In 1923 the exchange traded foreign
currencies. The Vilnius Stock Exchange operated from 1926 to 1936.
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family feared loss of control, or because exchange requirements excluded indige-
nous participation. Since the deepest integration was within the British empire,
interstate political concerns were nonexistent.

The liberal era ended with the World War I, and planners attempted to restore
a degree of openness in the international economy with respect to trade at the
Bretton Woods conference following World War II. However, planners were far
more comfortable with state intervention in the postwar years than they had been
previously, and they did not attempt to restore open financial flows.* The new
states viewed stock exchanges in highly symbolic terms, ranging from symbols of
colonial oppression to symbols of new national financial sophistication. With this
symbolism, stock exchanges grew highly politicized. Many transnational corpora-
tions were encouraged, or forced, to list on local exchanges. The shareholder
pattern that developed in these instances was either one with a large controlling
bloc held by the transnational and the rest held by atomized local shareholders,
or it was a joint venture with the controlling bloc split and the rest atomized.
Subsidiaries of a large state enterprise could also be held with a family group or
a transnational corporation.

By the 1970s, when almost all of these states had acquired sovereign indepen-
dence, a new era of international financial openness dawned as the fixed exchange
rate regime designed by the Bretton Woods planners collapsed, policymakers failed
to implement effective capital controls, and transnational firms increasingly turned
away from bank institutions to disintermediated forms of capital. Moreover, the
global system of credit grew unevenly across the world’s three principal financial
centers, that is, New York, London, and Tokyo.®

The equity component of this “reborn” or “resurrected” global finance did
not progress as rapidly as the debt component did, particularly in lower-income
areas of the world. Many developing countries’ equity markets had not grown
significantly in the interventionist era because many governments exercised pref-
erential credit allocation, making the cost of capital for preferential debt lower
than that for equity. In addition, firms sought to avoid disclosure requirements or
(potential) loss of managerial control associated with public listings. Integration of
these small markets with deeper ones was complicated by the fact that most de-
veloped and developing equity markets have different disclosure, custody, liquidity,
and closing requirements, making it difficult to buy and sell securities inter-
changeably across state lines.®!

When integration did begin to develop across equity markets, the Bretton
Woods international organizations initiated and fostered it in three main respects.
First, they mobilized private capital for investment on the exchanges. Second,
international organizations could engage in direct technical assistance missions to
establish securities market infrastructure, unlike private firms. With direct contact
between international organizations and government, advisors could work around
governments by devising diverse financial products that avoided or circumvented
certain regulations. For example, investment funds were devised as “private” of-
ferings in the United States to circumvent disclosure requirements associated with
“public” offerings, or funds were domiciled in one particular state while the in-
vestors were in another. Third, international organizations directly contributed to
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the extension of stock exchange globalization because they created and fostered
networks between public and private sectors. Just as a private investment bank’s
main resource is in knowing its clients, the International Finance Corporation
(IFC) in particular has private- and public-sector contacts that allow it to facilitate
outcomes among coalitions of interests who might not otherwise be acquainted
with each other.

Reconciling the National and International Levels

Equity markets’ growth and integration has been one aspect of a much larger
process of growth and integration in the entire world economy. This larger process
deepened in much of the developing world following the Mexican debt crisis of
1982. After 1982, the IMF and World Bank engaged developing economies in a
new and more assertive manner through conditional lending programs. These
programs promote a vision of state distance from direct economic management
and global economic interdependence. At times directly, and at times indirectly,
states have privatized certain components of industry in compliance with these
conditional lending programs. Nonetheless, privatization attracts and alienates dif-
ferent domestic political constituencies.

Therefore, when policymakers issue shares of large firms on emerging market
exchanges, they must do so while considering national and international political
necessities simultaneously. At the international level (i.e., level I), they must con-
sider what type (if any) of compliance the international lender requires, what
degree of managerial distance they must accomplish from a given enterprise (e.g.,
complete, partial, etc.), and what shares can be offered on the large transnational
markets at a given price. At the domestic level (i.e., level II), policymakers cannot
ignore domestic political circumstances. A certain type of offering may be eco-
nomically rational, but not politically feasible. To accommodate the national level
in the current neoliberal era, shares can be divided into classes reserved for citizens
of the state and foreign nationals, or they can be divided into voting and nonvoting
shares. The state can sell an enterprise completely to a family group or a local
subsidiary of a transnational corporation from the former era. The state can also
retain a golden share.

Fach of these arrangements subjects the management of the firm to a different
type of institutional monitoring. Whereas transnational corporations are monitored
according to the dictates of their home country, and whatever shareholder or
stakeholder pressure is possible there, local capitalists can be shielded from mon-
itoring in many emerging markets simply because they are the only national group
with the resources to buy the controlling bloc of shares, when a national group
must hold the controlling bloc. In this case, the government can either protect
minority shareholders through the law, or it must change the stipulation that a
national group must hold the controlling bloc (i.e., allow the opportunity for a
foreign takeover). In the absence of either of these mechanisms, the only moni-
toring device is the firm’s desire to issue more minority shares for a high price on
the market. If management loots the firm, further share issues will not be possible.
Given the unique historical trajectory of these exchanges, a governance function
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fails to converge at the national level. Rather, as integration has progressed and
been facilitated by international organizations, multiple governance models op-
erate with respect to heavily traded stock. These monitoring mechanisms result in
a vastly diminished likelihood that minority shareholders will have a significant
influence over the management of most large firms.

In sum, the book does not analyze emerging stock markets solely according
to economic criteria associated with the maximization of wealth, but adds to the
analysis political criteria associated with the maximization of control, particularly
in circumstances where a state does not have enough wealth to maintain total
ownership of a firm or to preferentially allocate credit. When historical and polit-
ical criteria are overlooked, and data is aggregated, analyses fail to uncover key
aspects of the logic associated with the management of firms judged to be too
sensitive to be governed for the benefit of shareholders alone (via the indirect
control of the price mechanism) or even stakeholders (along the lines of the
German and Japanese governance models). The state retains a role in the gover-
nance of most large issues on emerging exchanges through either direct or indirect
means.

The dependent variable in this book is the growth and development of emerg-
ing market exchanges. Despite the focus on an individual financial product that
appears to be easily quantifiable, the book does not measure growth merely in
terms of the number of shares listed or market capitalization. It questions the
functions the equity market performs within the domestic political economy of
the state and the international political economy. Specifically, it questions the
functions of the price mechanism of stock with respect to the market for mana-
gerial control of the firm. To explore this question, it looks at large emerging
market firms individually, or from the “bottom up,” to see how ownership and
control are structured. In most cases, the price mechanism will fail to exert any
real pressure on the firm’s management to act strictly in the interest of share-
holders.
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Financing Joint-Stock

Companies in the
Colonial Era

he political connection between stock markets and states extends to the origins

of each institution. The first joint-stock companies themselves were a part of
imperial state formation in Furope and were created to solve the problem of
financing long-distance trade. They were fostered by the extension of European
limited liability laws. Share trading occurred in many parts of European colonies
overseas, and thus many “emerging markets” in fact have long historical roots.
They expanded along with their counterparts in the industrial core of the world
economy, during the period of European growth from 1843 to 1873, accompanying
the building of railroads and the opening of new territories. Among these older
exchanges, the Stock Exchange of Buenos Aires (Argentina) was formally estab-
lished in 1854, the Bombay Stock Exchange (India) was established in 1875, the
Alexandria (Egypt) Stock Exchange was established in 1883, and the Johannesburg
(South Africa) Stock Exchange was established in 1887.

The early period is significant because the shares of the successors to some
of these firms continue to be listed in emerging markets. Moreover, the interna-
tional shareholding pattern (e.g., all domestic shares, all privately held shares, or
shares split between the local and the London market) was established then. Local
stock markets did not emerge during this period so much as a means of exerting
local control, but as an extension of the colonial project. Just as the colonial project
transplanted the modern nation-state to most non-Furopean areas, it transplanted
financial systems as well. What are now considered to be “emerging” stock markets
were in many cases stock exchanges created to manage investment in an integrated
capacity with the colonial metropole. Therefore many equity markets that are now
closely identified with national economies were in fact created to facilitate inter-
national investment in the manner in which it was conducted in the metropole.

In the decades prior to World War [, Great Britain, France, and Germany
were the major exporters of capital. The United States, Canada, Australia, Sweden,
Italy, South Africa, Argentina, and India were the main importers.! Even in cases
where colonies had gained independence in the 18o0s and thus were considered
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sovereign units, the financial institutions of the foreign power providing financial
capital generally determined the institutions in the newly independent state. For
example, the newly independent Latin American states in the 18ocos developed
stock exchanges and shareholding patterns that resembled those of Great Britain
in the same era.

Despite the heavy involvement of British finance during this period, the Brit-
ish certainly did not establish stock exchanges in each locale, nor even in each
locale where they asserted territorial control and created institutions of rule. The
Nairobi (Kenya) Stock Exchange did not open until 1954; the Kampala (Uganda)
Stock Exchange did not open until 1997. The explanation offered here for why
exchanges were necessary in some pre-World War [ areas and not in others treats
colonial stock exchanges as functional requirements of private investment, reflect-
ing the financial institutional structure of the foreign power. Thus investors created
exchanges to channel international investment from the colonial metropole and
other European centers to colonial (and in the case of Latin America, postcolonial)
territories, and these investments reflected the British preference for infrastructure
projects such as railroads.

The key difference between the colonial and later eras is that individuals
responsible for making financial decisions did not have to satisfy two sovereign
states in the earlier era. While there was tension in many cases between the gov-
ernment of the metropole and the government of the colony, transnational firms
operated as an integral aspect of the imperial state, both at home and abroad. At
times, the firm functioned as the governing institution in the colony.

Therefore this chapter explores the origins of emerging markets to demonstrate
the symbiotic connection between corporations, stock markets, states, and colonies
throughout their respective histories. To demonstrate this connection, the chapter
begins with an examination of the origins of stock as a financial instrument. It
then considers the connected rise of exchanges in the European centers of the
Netherlands, Great Britain, France, and Russia. Taking as a point of departure
Schwartz’s contention that an international economy, defined as a complex divi-
sion of labor linking economic areas located in different political units, existed
long before transportation improvements forged microeconomies into national po-
litical units, this chapter argues that stock exchanges, and equity finance in gen-
eral, were no exceptions to this historical rule.? Hence the modern state system
emerged in Furope at a time when the international economy was the only real
market economy, and international equity markets were forged before national
markets were.

Numerical estimates of the amount of capital transfer across borders, and
within imperial systems, are subject to a considerable degree of error, particularly
when the estimates are made to conform to today’s investment classifications.
Nonetheless, historical evidence points to the fact that investment in emerging
markets was considerable by the nineteenth century. Moreover, nonresidents con-
trolled a large portion of investment originally classified as portfolio (or noncon-
trolling) investment at the time. The degree of nonresident holding is significant
because it alludes to the highly international nature of equity holdings of the
period. It is also confusing because in some cases a firm had two boards of direc-
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tors: one in London, concerned mainly with investment management, and the
other in the host country, concerned mainly with organizational and operational
matters.?

This chapter will show that the early stock exchanges in emerging markets
functioned similarly to those in the core of the world economy. That is, they
provided liquidity for investors and served as a point of entrée for foreign capital
for colonial projects. Following the early pattern of exchanges in Europe, they
were not engines of self-generating industrial growth. Unlike the later eras, the
vendors of shares of jointstock companies were the owners of the private firms
themselves, and not the state selling its shares of a joint-stock company. Indeed,
the state sold bonds on most of the same exchanges, and many of the firms were
highly political. However, the vast majority of the exchanges themselves were pri-
vate associations among individuals brokering stocks and bonds.

Equity Securities Appear in European History

The history of equity securities is irretrievably linked to the history of joint-stock
companies in Furope, and the rise of the modern nation-state system, because
equity securities by their nature facilitated the separation of ownership and control
that is required to pool volumes of anonymous capital in the jointstock company.
Yet little market activity occurred prior to the industrial revolution. The early
history of equity markets is thus more a story of states and firms” sorting out au-
thority relationships between each other than it is a story of markets.

Most business forms in the Middle Ages were partnerships, varying in form
from simple service contracts to genuine partnerships where each party partici-
pated in the company’s operations. Medieval law impeded the free circulation of
most financial instruments by necessitating formalities and limitations that were
not determined by legal or diplomatic principle. Moreover, the limits were not
hard-and-fast rules, meaning each security was limited by the circumstances of its
particular case.*

The jointstock company’s eventual innovation over these partnerships would
be in separating the function of management from ownership. The Italians created
an elementary form of the jointstock company and exported it to England in the
middle of the sixteenth century. Yet when long-distance trade opened up in Eliz-
abeth I's reign, the prevailing business arrangement was the regulated company.
Regulated companies operated like guilds in that they admitted participants into
their monopoly of trade in some commodity or country and supervised commerce
without engaging in it. Although the regulated company had a complete consti-
tution, perpetual succession, and a permanent body of officials, it was subject to
the rules of the governor and his assistants. Each member could use his own
capital as he thought best, meaning that the company offered protection to its
members, but not large-scale success.

When nascent joint-stock companies were formed, members subscribed to
individual operations. For example, the early English organization of the East
India Company had different distinct ventures, each of which had a separate cap-
ital. On the termination of one voyage, the entire assets of the venture were divided
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among the participants. The sum of the divisions did not simply represent divi-
dends, but profit and the return of the capital subscribed, which varied in amount
for different expeditions. To add to the confusion, stocks overlapped insofar as a
fresh voyage would be subscribed before the capital of a previous one had been
repaid. Therefore long-distance shipping to distant countries could not be ade-
quately financed with this type of operation, and true “stock markets” did not exist.
Even when the capital available for investment increased in the later sixteenth
century, merchants were reluctant to commit to anything requiring a long-term
overhead expenditure. Rather than establishing a permanent joint-stock company,
the British East India Company continued to create separate and terminable stocks
for each voyage until 1613.°

As the joint-stock company evolved, it brought together larger funds, for longer
periods of time. These expanded resources made ventures such as ongoing trade
with India or Russia possible because investors” capital could purchase an entire
fleet of ships that investors did not need to monitor individually. Hence an investor
merely needed capital, and not specific skills, to invest and realize profits. The
newer form of organization made it possible to draw in nonmerchant wealth to
these long-distance ventures on an unprecedented scale. The first joint-stock com-
pany of this type is considered to be the Russia Company, established in 1553.
Between 1575 and 1630, 6300 people participated in various ventures in Great
Britain alone.®

Lacking the resources of the Dutch in the same years, British merchants
perceived their business to be trade. Should force be necessary, British merchants
were prepared to use it. Yet they made no attempt to capture forts or otherwise
acquire bases or colonies— particularly in Asia in the late sixteenth century. By
the early seventeenth century, British investors used jointstock companies to fi-
nance business enterprises other than long-distance trade, for example, mines,
fisheries, glass works, and water supply ventures. Companies formed in London
had the advantages of a scope of operations throughout the entire empire, exclusive
of Scotland. Nevertheless, for much of the period from 1600 to 1750, the Dutch,
and not the British, were the greatest commercial power in Europe. Hence the
Dutch enterprises had the greater scale of operations and the more sophisticated
financial instruments.

During the period from 1600 to 1750, there were two important issuers of
corporate shares in the United Provinces at the Peace of Munster: the Dutch Fast
India and Dutch West India companies. Although prosperous Dutch citizens re-
tained most of their wealth in houses, land, and bonds, the equities of these
companies are important for their role in European imperialism, and for their role
in facilitating the separation of ownership from control in the joint-stock company.
The rise of these two firms created a permanent and anonymous capital that could
be traded on exchanges, and it connected the firms closely to imperial growth and
control of overseas territories.

Dutch merchants and other interests engaged in trade with the Spice Islands
established the first company, the East India Company, in 1602; the company
subsequently held a monopoly in trade with these territories.” The precompanies
joined by the company’s charter had not wanted to create a centralized monopoly
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company, but the Netherlands were at war, and a united company would pose a
more formidable threat against Spain and Portugal. The firm’s charter incorporated
the company for 21 years. Following the pattern of other long-distance shipping
joint-stock enterprises of the era, its authors did not consider investments made by
the subscribers as permanent, anonymous capital.

The charter directed the company to make a public account of its financial
state at the end of the first 10 years. When it failed to do so, public protests seemed
imminent in 1610, and again in 1612. At these times, the States of Holland defended
the company against accusations that it had used resources of the company for
costly fortifications instead of sound business investments. By 1623 the directors
refused to make the financial state of the company public on the grounds that the
company was no longer an ordinary business association. The directors argued that
its affairs were also the affairs of the state and had to be kept secret.®

In the years that followed, the Dutch East India Company reached its defin-
itive organizational form as the largest corporation of the age, becoming the largest
commercial enterprise in the country, and had by military means acquired sub-
stantial territories in Indonesia, Ceylon, and the Cape. By the middle of the sev-
enteenth century, the directors’ refusal to share information or to distribute capital
as prescribed in its charter meant that the company had an autocratic management
style, leaving shareholders practically no say in its affairs and with no access to
information concerning its finances. When armed conflict occurred between the
English and Dutch East India companies, traders who were too weak to defend
themselves ran the risk of being deprived of their goods. Therefore the companies
sent armed ships and later fortified stations in the territories where goods could
be stored until they were conveyed to Europe.’

In this way, the Dutch East India Company integrated the functions of a
sovereign power with the powers of a business partnership. The same hierarchy of
company managers and officials made political decisions and business decisions.
Nonetheless, failure or success was always measured in terms of profit.!® Profit in
the spice trade was complicated by the fact that spices were not necessities in the
seventeenth century. This complication meant that profits were high and com-
petition fierce; yet the market was also small, and oversupply was a serious possi-
bility. Therefore the company primarily sought stable prices and the preservation
of overall capital. It distributed dividends as a secondary concern.

As the Dutch Fast India Company evolved into a stronger, more autocratic
organization, investors in the firm could withdraw by selling their shares with
increasing ease. Apparently not anticipated when the company was founded, these
shares became objects of negotiation and speculation, and had not traded below
par since the first shares changed hands after the closing of the subscription in
1602. For investors, this presented an advantage in terms of liquidity of their in-
vestment. For the enterprise as a whole, it meant another step on the way from
the trading partnership to permanent, anonymous capital.!!

When the British financial revolution took place in the last decade of the
seventeenth century, the British clearly imitated Dutch financial techniques. The
Dutch themselves had already set a standard for indifference in business. Accord-
ingly, neither religion, nor politics, should interfere with the pursuit of profit.!?
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The Bank of England, the national debt, and the laws regulating the activities of
brokers of stocks and shares were created in the British financial revolution. These
new British means of long-term public finance emulated Dutch bond markets. A
1697 British parliamentary act “T'o Restrain the number and ill Practice of Brokers
and Stock jobbers” prevented an individual from acting as a broker either in com-
modities or transactions concerning joint-stock companies unless he was licensed.
A register of brokers would be kept at the Royal Exchange and at Guild Hall, and
the 100 brokers were to carry a silver medal as a token that they had been properly
admitted.”” Again, the London stock market copied the Amsterdam bourse.

The British financial revolution was accompanied by the rise of specialized
merchant banks in the City, a de facto gold standard, a rise in the market for
mortgages, increasing use of bills of exchange to settle domestic and international
obligations, increasing use of maritime and fire insurance, and the appearance of
a financial press."* These developments meant that the sheer volume of tradable
securities in existence by this time grew dramatically and allowed for a division of
labor among participants. Brokers who were active on a daily basis could buy or
sell directly or could arrange a deal for other parties. Joint-stock companies were
required to record the transfer of shares, and they kept transfer books solely to
record such transfers.”” Moreover, the physical organization of the British stock
market was highly centralized in the coffechouses of Exchange Alley in central
London. Few visible barriers existed to separate anyone interested in buying and
selling.!®

Therefore the jointstock business form and its accompanying market for
shares grew exponentially in the seventeenth century in Great Britain as well as
the Netherlands. Yet few joint-stock companies were created in the next (eigh-
teenth) century. A major scandal associated with the South Sea Company (one of
two companies whose shares constituted a significant portion of the London mar-
ket) led to parliamentary regulations discouraging the business form. More im-
portant, the jointstock company did not grow due to the type of commercial and
economic development that was taking place in England. Industrial processes were
simple and the amount of fixed capital involved was generally small. In many
trades, an employer delivered materials to workers for processing in their own
homes. Thus the employer’s capital consisted of raw materials, work in progress,
and finished goods awaiting sale.!” This mostly internal financing for industry did
not require the greater amounts of capital that the jointstock company form pro-
vided. The rapid expansion of international equity markets would accompany later
phases of the industrial revolution in Great Britain.

Stock Exchanges and the Industrial Revolution in Europe

The industrial revolution in Europe would propel the growth of markets for shares
of jointstock companies. The markets would develop locally to allow for a transfer
of managerial control without losing ownership. Yet they would also develop across
European borders to allow for broader participation in industrial development.
The emerging European network of equity transactions was strongest in Great
Britain, where the industrial revolution occurred first, yet it grew to include
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France, Russia, and other European markets. States participated in financial mar-
ket development by using markets to raise funds, yet they also participated directly
in the growth of the jointstock company by granting charters and setting listing
requirements for national stock exchanges.

During the first wave of the industrial revolution in Britain from 1780 to 1840
involving cotton and textiles, British industry continued its pattern of internal fi-
nance. This pattern was possible because business units remained on a small scale
and their needs were usually met by capital privately obtained within families, or
by reinvested profits. Given these relatively modest financial requirements, calls
on the London capital market were rare and the growth of the public debt dom-
inated stock exchange transactions.'®

It was not until the second phase of British industrialization, associated with
the building of the railroads, that the nature of British capital markets was trans-
formed. Between 1830 and 1850 some 6000 miles of railroads opened in Britain,
mostly as the result of two extraordinary bursts of concentrated investment followed
by construction: the little “railway mania” of 1835-1837, and the larger one of 1845~
1847. By 1850 the basic English rail network was more or less in place.’ When
the British spurts ended, world railroad construction continued on an increasingly
massive scale. Mostly British capital, British materials and equipment, and British
contractors built the later railroads. Parliamentary legislation in 1856 helped this
expansion because it allowed companies to form on the principle of limited lia-
bility. Limited liability encouraged more adventurous investment since a share-
holder only lost his investment and not his entire fortune in the event of bank-
ruptcy.?

The structure of British capital markets until the mid-nineteenth century was
decentralized, yet connected, with London at its hub. Only London-based joint-
stock companies’ issues traded on the London Stock Exchange. The London Stock
Exchange itself was mostly a market for government securities; it listed both stocks
and bonds. Non-London issuers’ securities were traded in the area where the firm
operated, and where the majority of their shareholders lived. The markets were
interconnected in that individual brokers in each area maintained direct personal
contact by regular correspondence with other areas. Nonetheless, this arrangement
was not so much a national market, but brokers trying to effect a deal elsewhere
on behalf of a client if the local market was inadequate. Hence local markets in
Manchester, Liverpool, and Glasgow were products of the railroad boom of 1845
and the accompanying “stock mania” of the 1840s.

In subsequent years the public jointstock company that hardly existed outside
of the banking and transport industry before 1880 multiplied in other industries,
such as electricity. As the business form grew, so too did a new social class of
individuals who lived on the profits and savings of the previous generations” ac-
cumulations. The separation of ownership and control meant that stocks and
shares could provide for relatives unable to be associated with the management of
property and enterprise.?! Therefore the industrial and commercial jointstock
companies which were established in the late nineteenth and early twentieth cen-
turies, and which did obtain a stock exchange quotation, were almost entirely
established businesses already possessing capital, as opposed to new concerns seek-
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ing to raise finance. Generally these companies listed because their leadership
sought to release ownership and control to a publicly quoted company.??

Hence the London Stock Exchange of the nineteenth century was not a mar-
ket of new issues, but a market for transferable securities. As liquidity improved,
first-time investors were more easily persuaded to participate since they knew their
money would not be tied up permanently. Moreover, the London Stock Exchange
was also a market for holders of the national debt who resided far from London.
Even when an alternative and more convenient stock exchange existed, London
provided a market that was large enough, and sufficiently well organized, to cope
quickly with substantial purchases and sales without extreme fluctuations in price
in this sector. Later, activity on the London Stock Exchange came to involve
securities on behalf of non-British brokers and dealers.

After the Battle of Waterloo in 1815, foreigners held decreasing numbers of
British securities and British investors held increasing numbers of foreign securi-
ties, especially the securities of governments in continental Europe, the United
States, and South America.?? By 1830 the London firm of Marjoribanks, Capel &
Co. handled business of which 88% was British government stock, 7% foreign
government stock (mainly France, Denmark, and the United States), 4% Fast India
Company, and 4% other British and colonial securities.?* By 1840 a total of 32.8%
of known securities in London were foreign.”

Therefore, before 1909, a segmented, yet integrated securities market existed
in Britain for both domestic and international stocks. On the lower level, provincial
stock exchanges or direct broker-to-broker trading in London handled transactions
for the securities of small firms. Though this market was not active or sophisticated,
it provided a means by which purchases and sales could be made without diffi-
culty. At the same time, links among exchange members meant that investors
could purchase securities of any nonlocal concerns that attracted them.

On a higher level, larger joint-stock concerns, such as railroads and later many
industrial commercial and mining ventures, issued stocks and shares that were
increasingly traded throughout the country. These securities were not exclusive to
any one exchange, although each exchange had its specialties. For example, the
Liverpool Stock Exchange specialized in insurance. Despite the fact that the Lon-
don Stock Exchange was not the best market for the securities of many types of
joint-stock enterprises, it was willing to quote these securities once they reached
a size that could generate sufficient business. Prices on the London exchange and
in other markets were brought together through the telegraph, which made arbi-
trage possible.?

The international outlook of the London capital market was reflected in the
firms conducting the merchant banking business for much of the nineteenth cen-
tury. Two of the largest firms, Barings and Rothschild’s, were essentially family
firms that kept in close contact with events on the continent. For example, the
five Rothschild brothers and their successors maintained a daily correspondence
until 1914. Most of the other London merchant banks were groupings of Hugue-
nots, Jews, Scots, Quakers, Greeks, and Lutherans. Although ethnic loyalties
proved weak or ineffective once the alien group acclimatized itself to London,
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Chapman suggests that the foreign nature of the immediate environment for these
groups contributed to their international outlook and investment preferences.?”

The Paris Bourse prior to World War I was similar to the London Stock
Exchange in that both had a large amount of government securities and foreign
securities listed. A key difference between London and Paris, however, was that
joint-stock companies did not develop as rapidly in France as they did in Britain.
At the time of the French Revolution, a discount company and a waterworks
company were nearly the only instances of this form. Very few formed under the
empire as well. The joint-stock principle did not really spread until the 1830s.%
Another often noted difference between the British and French experiences was
the high degree of government involvement in the securities listed. French gov-
ernment control of the bourse has been traced back as far as 1785 and was active
by the 1830s. A firm could only list with the consent of the Ministers of Finance
and Foreign Affairs, and the government refused quotations as a weapon somewhat
frequently.

Mostly foreign governments listed in Paris, although some foreign railways,
public utilities, mines, and industrials did so as well. In this manner the govern-
ment was able to influence the nature and direction of French overseas invest-
ments, often along purely political lines.” Up to the outbreak of the war, more
than half the stocks and bonds listed on the Paris Bourse were of foreign origin.*
In 1914 Paris was the leading market for Russian bonds and for a large part of the
public debt of Spain, Portugal, Turkey, Greece, Egypt, Algiers, Tunis, Romania,
and Serbia and other Balkan states.’!

Unlike Great Britain and France, the Russian state fostered the industrial
revolution in Russia by taxing the population, distributing the funds to industrial
entrepreneurs, and encouraging the import of foreign expertise.’> However, similar
to states elsewhere, the railroad industry was an important component of industri-
alization both because the industry served as a source of demand, and as a means
of integrating the national market. The Russian rails were built with heavy state
involvement, either by the state’s directly contributing through the budget or by
guaranteeing the interest on railroad bonds issued overseas. From 19oo to 1913 the
country’s industrial output increased 75%, or 46% per capita.”> Nonetheless, the
rapid Russian industrialization was similar to industrialization in other emerging
markets of the current era in that its volume catapulted Russia to the top group
of producers for its day, but it did not generate a broad social impact. Most turn-of-
the-century Russians were agricultural producers, and the country as a whole was
an agricultural exporter. In addition, industrialization was concentrated regionally.

Among European states, a particularly strong connection developed between
the Paris Bourse and the St. Petersburg Bourse in the late nineteenth century.
Originally established by Peter the Great in 1703, the St. Petersburg stock exchange
had been a place for merchants to gather, exchange information, and make deals.
In the nineteenth century, brokers traded government securities, and by the 1830s,
shares of joint-stock companies as well.** Yet given Russia’s dependence on foreign
capital imports, large industrial shares were difficult to place in St. Petersburg.
The banks could earn greater profits if the shares were sold in Paris. Thus Russian
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banks introduced Russian shares on foreign markets, even when Russians bought
them overseas. In this manner, the Paris and Brussels bourses became more prom-
inent for Russian shares than the St. Petersburg market was.»

French citizens sought shares in Russian companies to evade French taxes,
but also to avoid the cumbersome necessity of obtaining imperial authorization to
form a company. In addition, by buying shares in Russian companies, they were
not as often perceived as being “foreign” when operating in Russia.* For whatever
the reason, on the eve of World War I the French held one-third of the Russian
shares issued overseas and one-seventh of the total Russian shares issued. These
holdings were concentrated in the mining, metallurgy, and banking industries.”

Stock Exchanges in the Colonial Territories

The industrial revolution in Europe progressed concurrently with the expansion
of European empires overseas.® As European states established more formal gov-
erning institutions in colonial territories in the mid-nineteenth century, they es-
tablished financial market institutions that complemented their own. As the joint-
stock company and Paris Bourse had not played the same role in French
industrialization as the company and market had in British industrialization, they
were not replicated in the French colonies. Since the company and local exchange
connected to London had eventually played a role in British industrialization, they
came to play a role in British colonies, as well as territories where ongoing British
intervention could be said to constitute an “informal” empire. Today’s “emerging
markets” are a disproportionate set of these markets established in connection with
British rule or involvement, and the pre-World War 1 outline of local stock
exchange connections to London developed to the extent that its outlines closely
resemble the outlines of the contemporary market for equity shares.

The British began to consolidate their rule over India following the Sepoy
Mutiny of 1857, and over much of the interior of Africa following the Berlin Congo
Conference of 1884-1885. Approximately 30 banking corporations with head offices
in London operated in the “self-governing” colonies by 1905. Most of these, outside
of India, were banks of note issue and not well developed in granting agricultural
credit. As was the case in Britain, most economic power rested on urban, not rural,
bases, and in the hands of commercial and financial groups centered in foreign
trade, as opposed to manufacturers or agriculturalists. Colonial finance differed
from the finance of the metropole because a colony was a subordinate, yet distinct
part of the national organism. Its financial system always adapted to this political
relationship. A colony was not simply a local unit of the national government
because such great diversity of conditions existed across parts of a given colonial
empire.*

Analysts at the turn of the century argued that a large colonial corporation,
known in the financial centers through direct personal contact with the leaders of
finance, had far greater opportunities for obtaining funds than a purely local in-
stitution did. While all parts of the business of banking were transported to the
colonies, the operations of discounting, exchange, or issue assumed a different
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character under the new conditions. Men and enterprises were judged far more
according to subjective standards in the colony than they were in the metropole.
Moreover, the business of exchange assumed a more important role in the colonial
bank, given the unsettled condition of colonial currencies.*

The national and international equity markets followed the shareholding pat-
tern of local and transnational listings in Great Britain. Stock exchanges in colo-
nies or areas of heavy British investment specialized in local shares, yet shares of
larger firms were also quoted in the metropole, London. At least 10 separately
organized markets in London existed: the Consols market, the Colonial stock
market, the Indian railroads market, the Canadian and American railroad markets,
foreign government stock markets, South African mining group (itself subdivided
into several sections), British Columbian, Australian, and West African mines mar-
ket, foreign rail market, and smaller markets in Mexican and Uruguayan bonds."!

A vast system of arbitrage connected these London specialty markets with
markets overseas. Arbitrage in this context refers to the traffic of the purchase and
sale of a given amount of stock on one stock exchange, with the simultaneous
resale or repurchase of the same amount of stock on another exchange. Com-
munication among exchanges and active trading of the same securities in different
markets created opportunities for members of each to profit from any price differ-
entials. Active arbitrage contacts existed between members of the London Stock
Exchange and numerous centers overseas, many of them far from Britain. For
example, gold-mining shares were traded in Johannesburg and other major centers
like Paris, Amsterdam, Berlin, and New York, as well as minor ones like Havana,
Colombo, and Alexandria.*

Of the web of emerging markets that exists today, in 1997 the IFC classified
(in descending order) Brazil, South Africa, China, Mexico, India, the Russian
Federation, Malaysia, Chile, Turkey, and Saudi Arabia as the “top 10” emerging
stock markets.” Of the eight non-European “top” emerging markets, six had been
established by World War L. In the case of the remaining two— China and Ma-
laysia — circumstances point to a similarly long tradition of local equity exchange.
The Shanghai Sharebrokers Association, established in 1891, was the largest secu-
rities market of its time in the Far East. Although the current markets in China
are by no means attempts to resurrect this market, they do point to a pattern
predating the present. In the case of Malaysia, the Kuala Lumpur Stock Exchange
split with Singapore in 1990. However, British corporations traded shares in pen-
insular Malaysia in the late 180os. With the rubber boom in 1910, share brokering
was a major activity in Singapore and Malaysia. The growth of the tin mining
industry also resulted in the flotation of many tin companies at that time.*

Moreover, these markets are not just top markets in terms of capitalization,
liquidity, or number of firms listed. They also lead the world in announced in-
ternational equity issues from emerging markets, or “tier one” transactions. Table
2.1 lists announced international equity issues by the nationality of the issuer from
1995 t0 1997.

Of the 15 emerging market issuers listed, 11 were issues from a nationality
wherein an exchange has existed since the turn of the twentieth century and whose
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TABLE 2.1 Announced International Equity Issues by
Nationality of Issuer (in US$ billions)

Countries 1995 1996 1997
All countries 54.3 82.3 117.5
Developed countries 43.0 59.6 85.4
Developing countries 8.2 13.9 23.2
Latin America 0.5 3.6 59
Argentina — 0.2 2.0
Brazil 0.2 0.4 24
Chile 0.2 0.3 0.6
Mexico 0.1 0.7 0.8
Peru — 1.1 —
Venezuela — 0.9 0.1
Middle East 0.3 0.8 1.8
Israel 0.3 0.8 0.7
Kuwait — — 1.1
Africa 0.4 0.6 1.1
South Africa 0.4 0.6 1.1
Asia 6.6 8.2 13.9
China 0.9 2.1 9.0
India 0.3 1.3 1.0
Indonesia 1.5 1.3 1.0
South Korea 1.3 1.2 0.6
Malaysia 0.6 0.6 0.4
Philippines 0.7 1.0 0.3
Taiwan 0.7 0.6 1.6
Thailand 0.5 0.2 —

Source: Bank for International Settlements, Bank for International Settlements
68th Annual Report, 1998.

shares had been traded internationally since that time. For three of the remaining
four (Malaysia, the Philippines, and Israel), trades extend to this era under different
political circumstances.

Table 2.2 is a summary of stock exchanges established in the pre-World War
I era. An exact comparison of the value of British overseas investments with these
exchanges is difficult because foreigners could and did subscribe to issues made
in London, and British residents could and did subscribe to issues made overseas
(what are referred to as cross-border transactions in the contemporary era). Some-
times an issue was made in two or more centers and the exact amount subscribed
in each is not known. Furthermore, the secondary market contained the same
types of transactions. Foreigners could buy existing securities from British citizens
and vice versa. Moreover, the volume of such transactions was probably larger in
relation to the volume of securities on the market than it is today because of the
high volume of the arbitrage business. Hence the amount and composition of
overseas assets was constantly changing. Yet by one estimate, a little less than half
of the sum of publicly issued overseas securities, investment in private companies,
and property abroad was held in the dominions and colonies, about 20% in the
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United States, 20% in Latin America, 15% in Europe, and the remainder scattered
in relatively small amounts. More than 40% was in railroads, 30% in loans to
foreign governments and municipalities, 10% in mines and plantations, 8% in
banks and financial institutions, and 5% in other utilities.*” The pattern of stock
exchanges in the imperial era reflects this distribution and shows stock exchanges
to be a functional requirement for certain kinds of British investment overseas (see
table 2.2).

The railroad category of investment predominated, and within it, business and
the state acted closely together. Some railroads were undertaken as joint-stock
enterprises and some were financed by the state in question. Yet even when a
company was formed as a jointstock, the state usually participated in some way,
for example, by guaranteeing interest on loans or granting land.*

Structure and the Need for Exchanges

If stock exchanges were a functional necessity of imperial investment and empire,
why were there areas— particularly under British colonial domination in Africa—
without stock exchanges? After the partition of Africa in the late 18cos, very little
political activity actually occurred outside the capital cities.*” Few roads and hardly
any railways were built. The lives of most Africans barely changed. The reasons
for this stagnation were financial. Private European investors were uninterested in
Africa (unless infrastructure was related to mines), metropolitan legislatures op-
posed major public expenditures on colonies, and even the Western commercial
firms didn’t want to move inland before governments inland were “pacified.”*
Some colonial regimes tried to provide basic infrastructure through concession
companies; that is, companies would take on the major costs of initial moderni-
zation in return for exclusive rights to exploit areas under their control. However,
these companies were not financially successful in most areas.

Faced with a lack of private investment, colonial administrators in Furope
and Africa either undertook construction on their own, with borrowed funds from
public and private sources, or subsidized private entrepreneurs by offering various
combinations of land concessions and public guarantees on returns of their capital.
As a result of overwhelming state planning, the purpose of a given railway project
might be either military control or competition with another colonial power, and
the financing methods left colonial governments with a heavy debt burden to the
metropole. The Kenya-Uganda line is a case of a railway built from public funds
for essentially strategic purposes, despite the fact that it tapped an inland region
with real commercial potential. The British hoped to protect the Suez Canal from
the threat of a dam built across the Upper Nile that would cut off water supplies
to Egypt.* In a sense, the first African “debt crisis” occurred as governments bor-
rowed to build such railroads and then diverted money from the private disposable
incomes of Africans, or from other government projects, to meet payment obli-
gations. Since repayment was in foreign exchange, debt obligations added another
incentive for promoting export production at the expense of alternative types of
economic enterprise.”

The lack of joint-stock investment in French colonies is less remarkable than
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TABLE 2.2 Summary of Stock Exchanges Established in the Imperial Era

Stock exchange

Year
established

Territory

Colonial power or
primary source of
foreign capital when

established

Historical circumstances

Africa

Alexandria Stock
Exchange

Cairo Stock
Exchange

Johannesburg Stock
Exchange
Americas

Bolsa de Comercio
de Santiago

Bolsa de Valores do
Rio de Janeiro

1888

1903

1887

1893

1877

Egypt

Egypt

South Africa

Chile

Brazil

British occupation
and protectorate
period, Belgian
and French in-
vestment

British occupation
and protectorate
period, Belgian
and French in-
vestment

Britain

British investment

British investment

The Alexandria Stock Exchange was established in 1888. European economic
power prior to World War I was pervasive in Egypt, and deeply resented. Eu-
ropean capitalism was in a position to dominate Egyptian economic behavior
through institutions such as the stock exchange. In 1923 legislation required
that one-quarter of shares in new companies be offered for purchase in Egypt.

The Cairo Stock Exchange was established after the Alexandria Stock Exchange,
in 1903. They were among the most active in the world in the 1940s.

The Johannesburg Stock Exchange was established in 1887 to provide a loca-
tion for trading shares in mining ventures in the Rand.

The first attempt was in 1873 when 160 corporations (mostly mines) and 6 for-
eign corporations organized. Later, an organized market operated in Valpa-
raiso. As Santiago grew, the President of Chile and Minister of Finance de-
creed an incorporated stock exchange in Santiago in 1893.

As early as 1790, independent brokers called corretores worked in the Plaza of
Rio de Janeiro and other provincial centers of the Portuguese colony. They
occasionally traded shares of stock. In 1876 twenty-five brokers belonged to
the Rio Stock Exchange when it organized. They traded national and foreign
bonds, letters of exchange, commercial loans, precious metals, and shares of
stock the next year.



114

Bolsa Mexicana de 1894

Valores

Caracas Stock 1805-1821
Exchange

Lima Stock 1860
Exchange

Sao Paulo Bolsa de 1890/1895
Valores

Stock Exchange of 1854

Buenos Aires

Asia and Pacific

Bombay Stock 1875
Exchange

Mexico

Venezuela

Peru

Brazil

Argentina

India

British investment

Spain, five years
later, British in-
vestment

British investment

British investment

British investment

Britain

In 1880, a group of Mexican and foreign investors began regular meetings at
the offices of the Compania Mexicana de Gas to trade shares of mining com-
panies. Another exchange developed at a place called “the home of the
widow of Genin.” As activities grew, individuals began to specialize in the se-
curities business. In 1894 they formed the Bolsa de Valores. Competition
from a later Bolsa de Mexico meant liquidation in 1896. The Bolsa de Mex-
ico eventually also liquidated. By 1897 only three public and private issues
were listed. In 1907 members of the two defunct bolsas formed “la Bolsa Pri-
vada de Mexico.” A later name change made it the Bolsa de Valores de Mex-
ico.

Local merchants incorporated the first bolsa in 1805. In 1873 stocks were traded
without a formal organization at the Esquina de San Francisco and Esquina
de la Bolsa. Laws passed in 1873 and 1919 regulated securities operations.

Financiers established the exchange at a time when banks sought to expand
their limited activities. Schemes between domestic investors and merchant
bankers in London, Paris, and New York secured capital necessary to control
strategic monopolistic and oligopolistic concerns. From 1902 to 1915 the
Lima stock market attracted attracted capital for bank and insurance company
securities, as well as agricultural, livestock, service, public, and semipublic
firms.

The Bolsa Oficial de Valores de Sao Paulo was founded in 1895, yet as in the
Brazilian case above, individuals conducted trades previously.

When Spanish rule ended in 1810, English merchants created trading organiza-
tions, but excluded Argentine nationals. In 1822 the government established a
mercantile exchange. In 1829 the Buenos Aires Commercial Room was estab-
lished for both national and foreign traders. In 1854 national and foreign
businessmen formed the Bolsa, which is the oldest continuous Latin Ameri-
can exchange. The Argentine government did not participate.

The Stock Exchange, Mumbai, India, was established in 1875 as “The Native
Share and Stockbrokers Association” with the objective of promoting indus-
trial development in the country through efficient resource mobilization by
way of investment in corporate securities. It is the oldest in Asia.

(continued )
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TABLE 2.2 (continued)

Stock exchange Year Territory Colonial power or Historical circumstances
established primary source of
foreign capital when
established

Calcutta Stock 1903 India British The first attempts to organize an exchange in Calcutta extend to 1858, but
Exchange these attempts did not succeed until 1908.

Colombo Stock 1896 Ceylon (Sri British In 1896 the Colombo Brokers Association began trading shares in limited liabil-
Exchange Lanka) ity companies. This equity capital was channeled into plantation companies

(tea, rubber, and agricultural products) sponsored by the association. It also
created an active secondary market.

Hong Kong, China, 1891 Hong Kong British Equities trades in Hong Kong date to 1866. An Association of Stockbrokers in

Stock Exchange Hong Kong was established in 1891. It was renamed the Hong Kong Stock

Exchange in 1914.

Jakarta Stock 1912 Dutch East Dutch The Dutch established the first securities market in 1912, Most active shares

Exchange Indies were mostly Dutch East Indies government agencies and other Dutch compa-
(Indonesia) nies, particularly plantations.

Korea Stock 1911 Korea Japan The first securities trades in Korea are believed to have taken place around
Exchange 1906 and the first organized securities market came into being in 1911 under

the Japanese occupation.

Shanghai Share- 1891 China British extraterritorial Foreign brokers formed the Stock and Sharebrokers Association with registration
brokers Associa- zone in Hong Kong under the provisions of the Companies Ordinance. Indigenous
tion Chinese supplied a significant portion of capital.

Shanghai Stock 1904 China British extraterritorial The Sharebrokers Association was renamed the Shanghai Stock Exchange and
Exchange zone membership formalized. It became the largest securities market in the Far

East for its time.

Sources: Mexico, Argentina, Brazil, Venezuela, and Chile: David K. Eiteman, Stock Exchanges in Latin America, Michigan International Business Studies, no. 7. Ann Arbor, MI; University of
Michigan, 1966. Jakarta Stock Exchange: John Niepold, “Indonesia” in Keith K. Park and Antoine W. Van Agtmael, eds. The World’s Emerging Stock Markets, Chicago: Probus Publishing, 1993,
pp. 161-180. Korea: J. Park, “Internationalization of the Korean Securities Market,” International Tax and Business Lawyer, 7(1): 3-56. Bombay and Calcutta: Radhe Shyam Rungta, The Rise of Business
Corporations in India, 1851-1900, London: Cambridge University Press, 1970. Egypt: Robert L. Tignor, State, Private Enterprise and Economic Change in Egypt, 1918-1952, Princeton, NJ: Princeton
University Press, 1984.
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its absence in some British colonies, since the French did not utilize the form as
much themselves, relying more heavily on bank lending. As was the case in the
metropole, the colonial banks were closely connected to the government. The first
French colonial banks appeared in the sugar-growing colonies immediately after
slavery was abolished. In the absence of slavery, local farmers needed more money
to manage their plantations, and credit institutions appeared in each of the sugar
colonies to protect their economic existence. That is, by the law of July 11, 1851,
colonial banks organized in Martinique, Guadeloupe, and Reunion. Guiana and
Senegal established such banks a few years later.

French colonial banks organized as semipublic institutions. The treasurer of
the colony was ex officio a member of the council of administration, and the
director (president) of the bank was appointed by the president of the republic
upon nomination by the Minister of Finance. No dividends could be declared
without the approval of the Minister of Finance, represented by the governor of
the colony. The banks mostly granted agricultural loans and almost entirely serv-
iced the sugar industry, so any failure in a sugar crop dealt a serious blow to the
credit institutions. Colonial governments were often called upon to lend assistance
to maintain the credit of these institutions.’!

In Africa specifically, the French pursued a crude form of colonial economic
development by buying African commodities cheaply and selling French manu-
factured goods at high prices in return. They constituted the Federation of French
West Africa in 1905 and operated it as an integrated unit with a common tariff
structure applied uniformly. Hence the federation was a single trading zone ad-
ministered from Dakar.’?> Administrators spent revenues on government operating
costs, and they invested in infrastructure to promote colonial trade: roads, the port
of Dakar, and the railroad. French investment was kept to a minimum to sustain
the colonial trading system. After 1928 West Africa was virtually a closed market
that bought French goods, especially textiles. By 1935 France had invested less in
the combined federation than the British had invested in the Gold Coast (now
Ghana), a territory less than one-tenth of the size. French colonial administration
relied on forced labor until 1946 to carry out public works projects, and almost no
manufacturing activity existed in the federation prior to World War I1.53

French trading houses controlled all levels and aspects of the West African
export-import trade. When French commercial banks were established in French
West Africa, they joined forces with the colonial administration and the trading
houses to block independent traders” access to credit. The Senegalese had no
access to bank credit until 1956, in spite of Senegalese businessmen’s persistent
demands that the colonial administration take a stand against the unfair and dis-
criminatory lending policies of the French banks.>*

Incidentally, the British in West Africa did not extend credit to Africans either.
Advances could only be obtained against produce that was ready for shipment and
had a ready market in Europe and North America. Thus almost all advances were
short term and to European businesses. The volatility of West African trade, to-
gether with the lack of a developed local money market, forced the banks to keep
their assets as liquid as possible. Low-yielding portfolios made it impossible to offer



44 Equity Finance in Historical Perspective

attractive returns on deposits and to mobilize African savings, which was left to
the Post Office Savings Bank.”

Taken together, a large number of stock exchanges functioned around the
globe by the eve of World War 1. Concentrated in areas of British foreign invest-
ment, these exchanges managed jointstock investment with London and func-
tioned similarly to the web of exchanges in the United Kingdom in terms of
providing liquidity for investors and serving as a point of entrée for some foreign
capital. Nonetheless, just as the colonial powers did not invest uniformly across
colonial territories, an exchange did not appear in each British colony, nor did
they appear in French colonies.

Analysis and Conclusion

The process of separating ownership and control in the jointstock company was
thus intertwined with the European need to finance long-distance, ongoing trade,
and later, transportation networks in parts of the world that came to constitute
formal and informal empires. Hence the market for shares of transnational firms
developed prior to unified national markets. Early financing patterns of British
imperialism in particular were outside the state’s direct control, and exchanges in
British colonial territories followed the pattern of local exchanges in Manchester,
Liverpool, and Glasgow in that they traded shares of local firms. The shares of
large firms, such as railroads, were traded in London. As a group, markets provided
liquidity to the assets and allowed for increasingly distant (physically and in terms
of involvement) owners to receive a stream of income from those assets. By the
end of the nineteenth century, the map of what are now considered to be emerging
markets was reasonably well defined. The absence of share trading was greatest in
the French and British African colonial territories, where miniscule foreign in-
vestment occurred, with the notable exception of South Africa.

Therefore, in an international system characterized by imperialism, the trans-
mission of British capital determined much of the pattern of stock exchange ac-
tivity. The French did not industrialize with the same pattern of jointstock com-
panies, and thus did not transplant the form to their colonies. When the French
bought and sold Russian shares, they conducted the operations in Paris. Likewise,
German industrialization occurred along different lines, with different financial
structures, and without the same overseas territorial conquest. World War 1 dis-
rupted the era of liberal foreign investment in the colonial world and several
factors, such as the worldwide recession and collapse of international capital mar-
kets in the late 1920s, stunted investment growth in the period between the wars
(1918-1939). In fact, postwar political upheaval and boundary changes slowed in-
ternational investment in Europe as well. The financial connection between Rus-
sia and the continent was broken with the Bolshevik revolution. On an immediate
level, the revolution dispossessed the small group of luxury-goods consumers in
Russia that accounted for 10% of its imports. On a longer-term level, the revolution
eliminated the possibility of foreign borrowing with the nationalization of private
property and abrogation of Tsarist debt.*
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wnership and control of large enterprise evolved as part of European state

formation in the modern era. As European states industrialized and asserted
their political control over empires, the manner in which large enterprise was
financed in Great Britain was copied in the British empire overseas. Nonetheless,
many features of the international system, including colonial empires, were again
transformed by the hegemonic struggles of World War I and World War II. Gilpin
terms these struggles “hegemonic” in terms of the number of participants in the
conflicts, the nature of the issue at stake (i.e., the governance of the system), and
the unlimited scope of the warfare.! The conclusion of these two cataclysmic wars
of the twentieth century ultimately led to the replacement of the Pax Britannica
with the Pax Americana.

Beginning with the independence of India in 1947 and continuing through
the independence of African states in the 1960s, colonialism ceased to exist as a
form of political organization. Some features of the international system, such as
foreign direct investment, grew characteristic of the international economy with
the American ascendance. Foreign direct investment changed the economic struc-
ture because with it the home firm asserts managerial control over its subsidiary
in another country. The international landscape also changed with the rise of
multilateral institutions as mechanisms of control and coordination. Postwar mul-
tilateral organizations ranged from the United Nations and its attendant bodies to
the Bretton Woods international financial organizations: The World Bank, IMF,
and General Agreement on Tariffs and Trade (GATT).

Coordinating behavior among states on the basis of generalized principles of
conduct, multilateral organizations sought to end discriminatory trade barriers,
currency arrangements, and even colonization by reflecting a particularly Ameri-
can agenda. As such, they did not seek a return to the laissez-faire economic
policies of the nineteenth century. The organizations opted instead to pursue
American “open door” policies that would accommodate the domestic interven-
tionism of the New Deal.? A desire for a degree of economic interventionism

45
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resonated with European states in the postwar era as they sought to rebuild their
domestic economies. Interventionist states exhibited a clear preference for bank
lending, as opposed to equity finance, because states could more systematically
allocate scarce capital through banking financial intermediaries. Equity finance in
the former colonial territories did not grow until the new states themselves assumed
an interventionist role.

Therefore three structural changes in the international political economy re-
sulted in the transformation of equity finance in what was then referred to as the
“third world”: the formation of a constellation of multilateral organizations accom-
modating interventionism, the increased use of foreign direct investment as a
method of overseas finance, and the eventual rise of economic nationalism in the
postcolonial states. As new states entered the international economy, their leaders
had to confront both an international as well as a domestic political reality. Thus
the changed international structure of juridical sovereignty, combined with do-
mestic political calls for leaders to assert direct control over economic enterprise,
explain what products were offered for sale, or more commonly removed from
sale, in these years.

This chapter argues that with the new level of state involvement, the political
purposes of these exchanges were dramatically different from those of the earlier
era. The nineteenth century exchanges fostered investment from the colonial me-
tropole, or from London to the British informal empire in Latin America. The
mid-twentieth century ones attempted to indigenize international investment and
disperse ownership. In this regard, states assumed a more direct role in creating
equity finance. International organizations would later help to connect this mode
of finance. While a number of new exchanges appeared in the developing world
in the postwar era, a number of older exchanges slowed or ceased functioning. In
states experiencing a Communist revolution, such as Russia or China, the state
takeover of large industrial enterprise meant that the corporate form of private
business organization was no longer viable.

The Bretton Woods System and the Postcolonial Core

The creation of the Bretton Woods financial institutions transformed the nature
of the international financial system because the institutions are, by their nature,
organizations having states as members. As colonies became states, the growth in
number of the new members changed the work mandates of the organizations
and created the need for even more development organizations. For example, the
International Finance Corporation (IFC), which became part of the World Bank
Group, was formed to address the developmental and financial needs of the post-
colonial states. To understand these developments, however, it is necessary first to
consider the evolution of Furopean financial markets in the interwar period, and
corporate ownership and control patterns in the United States. Governments de-
termined the direction of many of these developments to cope with the effects of
World War I and the Great Depression of the 1930s. The actions of European
powers prior to the war began the transformation of financial systems in colonial
states and Central and Latin American markets.
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The Interwar Years

The interwar period set the stage for important changes in London, and later
American, domestic equity markets that would have international implications in
the years to follow. Prior to World War I, industrial capitalism and the major
financial institutions in Great Britain operated in somewhat different spheres of
activity. Most British industry up to 1914 was either self-financed or relied on local
stock exchanges, and most of the major financial institutions were global in out-
look. Between 1865 and 1914, only two-fifths of all London Stock Exchange issues
were for domestic firms, and immediately before the war, only three-tenths were.
War and international competition in the 1920s brought domestic industrial cap-
italists and the major financial institutions closer together.

As the number of oligopolies in Britain grew in response to international
competition and the need to supply the military after 1919, stock exchange finance
accomplished many of the mergers. Hence domestic issues of capital on the Lon-
don Stock Exchange grew after 1919, particularly domestic industrial and com-
mercial issues. Between the wars, domestic issues were twice the value of overseas
issues. In the 1930s, the process continued as the Bank of England overtly sought
to bring the City and provincial industry together, as well as to create more effi-
cient big business.’ Traditional merchant bankers facilitated a certain amount of
the finance. For example, Barings acted as advisors to Armstrongs (the armaments
firm) and underwrote flotations for underground railroads, breweries, and tire
firms. Kleinworts promoted issues for cotton firms and shipbuilders.

The changes in London were not, however, definitive. By 1939 even large
firms that had merged with the help of stock exchange finance still mostly raised
new capital internally. Smaller firms still found London to be too expensive a
listing. The number of industrial companies listed did indeed rise from 569 in
1907 to 1712 in 1939, meaning the combined market value was five times greater
in 1939 than it was before World War 1.* Yet when placed in the context of the
growth of the exchange overall, it is apparent that the market was still cosmopolitan
in nature, and still more organized to provide capital to foreign countries than to
British industry. Partly due to the massive increase in public debt associated with
World War [, industrial securities still made up only 10% of the value of all quoted
securities in the 1930s, up from 8% in 1913.°

During the same interwar years, New Deal legislation in the United States
likewise set the stage for important changes in American business and financial
institutional structures that would have a profound influence after the war. The
main provisions of the New Deal legislation confirmed the fragmented banking
structure of the United States by keeping bank branching restrictions (McFadden
Act), severing commercial from investment banking (Glass-Steagall Act), and
adopting deposit insurance, which propped up small banks. Of these provisions,
Glass-Steagall had the further effect of creating two deep, but distinct, financing
channels at a time when many European banks were universal.® The modern
corporation that emerged from the New Deal was similar to its European coun-
terparts in the separation of ownership and control, yet different in its distant
shareholders and centralized managers.
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These pieces of legislation resulted from the American public’s anti-Wall
Street sentiment that bankers, and Wall Street bankers in particular, had caused
the Depression and needed to be punished. While the desire to fragment power
meant that the financial structure was fragmented, the power in the hands of the
management of large U.S. firms was far more concentrated.” Immediately after the
war, U.S. bank trust departments’ last direct link to equity was severed by fiduciary
rules limiting a bank’s trust funds to no more than 10% investment in the stock
of any single corporation. This gesture served to hyperfragment portfolios even
further.®

The growing interventionist ideology of countries in the core of the world
economy spread throughout colonial empires and Latin America. The years lead-
ing up to World War II proved to be an important turning point for Latin Amer-
ican financial development due to the competition for influence between Allied
and Axis powers in the region. Axis influence was particularly strong in Argentina
and Bolivia; nonetheless, German networks of communications and airlines
throughout Latin America constituted strategic threats to the Allies.” Fascist eco-
nomic and financial ideology promoted self-sufficient economic activities, as op-
posed to the previously liberal policies. Since the Latin American states lost export
markets in Furope, there was a real threat that they would adopt fascist develop-
ment strategies to cope with economic collapse.

To meet the threat, U.S. policymakers such as Nelson Rockefeller devised
strategies toward Latin America that would preserve a degree of liberalism in their
orientation. Heavily influenced by Keynesian economic ideology, Rockefeller
sought to reconcile state goals with those of private corporations, and in so doing,
aid the economic and financial role of the state in the 1930s and 1940s. Overall,
Latin American countries would be transformed into a semiperiphery that would
absorb U.S. products, especially used and new industrial equipment.!® And similar
to the manner of the United States and Great Britain, these states would intervene.

While fascist development ideologies did not have the same influence in Af-
rican colonies as they did in Latin America, events in wartime France contributed
to securities market development in the francophone African colonies. As of Feb-
ruary 1941, bearer stocks were abolished in France and the owners and purchasers
of securities were required to register them and deposit them with an authorized
agent, that is, a bank or a stockbroker. In June 1941, the Caisse Centrale des Depots
et Virement de 'Titres was created to centralize French security deposits. Because
it seemed advisable to introduce a similar system in colonial territories, officials
established similar agencies in the colonies to serve the interests of French settlers.
Whatever the goal, the effect of the action was to help organize and centralize
secondary markets in securities in the territories where none had existed before.!!

Multilateral Organizations and Decolonization

At the conclusion of the war, the Bretton Woods agreement of 1944 proposed a
new set of rules and institutions to govern international monetary and trade rela-
tions. American perceptions of the causes of the 1930s economic catastrophe, and
beliefs about the role the U.S. dollar and economy should play in the postwar
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world, framed the agreement. Hence the end of World War Il signaled the decisive
shift in financial leadership from Great Britain to the United States, or from Lon-
don to New York. Moreover, the system obstructed a return to the open financial
system of pre-1931, since the original Bretton Woods agreement permits govern-
ments to restrict capital movements without review (e.g., for balance-of-payments
purposes). The agreement takes a strong stand against current account restrictions.
Thus free capital movements took second place in the Bretton Woods system to
the free movements of goods across borders, and states were able to undertake
interventionist financial policies within certain parameters.'?

At the same time as the new set of multilateral organizations entered across
the international financial community, the era of decolonization began when the
British Parliament passed the Indian Independence Act in 1947. Although the
causes and circumstances of decolonization varied according to the colonial power
and circumstances, the process was rapid and nearly universal. From 1955 to 1960,
40 new states (many African) joined the United Nations (UN); by the 1970s, UN
membership had reached 150 states. The new states were juridically sovereign, yet
they retained important formal and informal financial ties to the former colonial
power. These ties carried over into their membership in the Bretton Woods fi-
nancial institutions as well. At decolonization the new countries all joined the
UN, most joined the IMF/International Bank for Reconstruction and Develop-
ment (IBRD), but few became contracting parties to the GATT. It was possible
to sidestep formal GATT membership because if the General Agreement had been
applied in a colonial territory, the postindependence state could continue to apply
the GAT'T on a de facto basis and postpone formalizing its status.!* Therefore, of
the three Bretton Woods financial institutions (i.e., the IMF, GATT, and World
Bank), the World Bank became the focal point for many of the new states.

As membership in the World Bank grew, and the institution increasingly ori-
ented itself away from postwar reconstruction and toward basic economic devel-
opment in what came to be referred to as the “third world,” individuals at the
World Bank began to envision an [FC that would provide venture capital to private
businesses and thus foster private-sector development through equity investment.
The idea for an IFC was well received by the U.S. International Development
Advisory Board under Nelson Rockefeller. Rockefeller sought to emphasize de-
velopment, as opposed to defense, in competition with the Soviets. Nonetheless,
many opponents to the plan disagreed and took issue with the idea of equity
investment and multilateral institutions in particular.'

Chief among the opponents to the IFC plan were the Treasury Department,
Board of Governors of the Federal Reserve, and the Export-Import Bank. These
agencies, together with many investment banks and the National Foreign Trade
Council, reasoned that the IFC would run contrary to the free enterprise system.
As a matter of principle, the government does not own the equity of private firms
in the American system. They reasoned that public governmental institutions
should also not own equity through an IFC. If certain projects required public
international support, the opponents to the IFC argued that the projects were most
likely not economically justifiable. In addition, the opponents feared a “prolifer-
ation of international institutions” was occurring.”
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A coalition of support for the proposal eventually did emerge. Samuel An-
derson became the Assistant Secretary of Commerce and this department, together
with the Securities and Exchange Commission (SEC), commercial banks, and
the qualified support of the State Department, brought the plan to fruition. Yet
the World Bank had offered the U.S. Treasury two concessions to get its support:
restrictions on equity holdings and small size of initial capital. The original IFC
charter stated that as a development agency, lending would not be determined
solely on the basis of economic priority, but would be determined on the basis of
productive projects. The corporation was not to compete with private capital.'®

Despite two subsequent amendments to the articles making equity holding
possible and making borrowing from the World Bank possible, the IFC’s record
from 1956 to 1961 was unimpressive. Large U.S. firms operated on a scale exceeding
the IFC’s capacity and small U.S. firms had little incentive to operate overseas
when domestic opportunities were great. The IFC was located in Washington,
DC, and lacked local contacts and knowledge. Thus it found it difficult to attract
domestic private partners. Furthermore, its loans were denominated in U.S. dol-
lars, whereas typical equity investments were not."”

After 1962 the situation improved with the appointment of FEugene Black as
president. In the mid-1g6os the corporation became a more experienced venture
capital investor and a more successful partner, with additional investors and pro-
jects. The expansion of its gross investments (as opposed to the net investments
financed from its own funds) demonstrates that underwritings and syndications
became an important part of its activities. Nonetheless, the emphasis on foreign
investment meant that the IFC was going against a trend in its member countries
where restrictions and regulations grew. In many of these countries the investment
climate worsened. Apart from promoting and financing development banks in the
1960s, the IFC invested in capital and intermediate goods industries like iron and
steel, nonferrous metals, timber pulp and paper, fertilizer, etc.!s

When Robert McNamara took over the bank, poverty alleviation became a
priority of the bank’s activities and many of the IFC’s initiatives in industrial action
shifted to the bank itself. New leadership at the IFC (e.g., Executive Vice President
William Gaud, appointed by McNamara) leaned away from equity. More impor-
tant though, as inflation outstripped interest rates in the 1970s, borrowing became
a more attractive way to finance commercial activities than equity. Oil money
propelled commercial banks to expand lending to developing countries, and op-
portunities opened for the IFC to support and participate in that lending. Hence
the IFC’s mode of operations shifted dramatically from equity investment to
straight loans. The venture investor was gone and the commercial banker took
over. The image of the IFC at the time was not of development, but of assistance
to multinational corporations for penetration of the developing world."

As the decolonization project continued to unfold, and the IFC was finding
its niche in the constellation of multilateral arrangements dedicated to develop-
ment, states formed a series of regional development banks to extend credit to
industrial enterprises that could not easily raise funds in the domestic or foreign
capital market. Nineteen Latin American and Caribbean countries together with
the United States formed the oldest and largest of these, the Inter-American De-
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velopment Bank, in 1959. Later, eight other Western nations joined the bank. The
African Development Bank was established in 1964 and the Asian Development
Bank in 1966. As was the case with the Inter-American Development Bank, the
latter two had regional developing members as well as the United States and other
Western nations as members.

Taken together, the Bretton Woods structure that emerged after the war was
a system that embodied the concept of embedded liberalism as it had evolved in
the West, meaning an essentially liberal capitalist world order with provisions for
state policy. Postwar planners were influenced not only by John Maynard Keynes,
but also by Karl Polanyi, who warned of the dangers of orthodox liberalism’s “self-
regulating market” with little concern about its effects on society. Hence postwar
planners designed the international economic order on the basis of an interven-
tionist or embedded liberal compromise. That is, postwar efforts to maintain an
open liberal international economy were embedded in societal efforts to provide
domestic security and stability for the populace.?” The structure differed from the
colonial system because it was a system of sovereign states. But it was nonetheless
a system that promoted “development.” Some argued this concept was merely a
cosmetic substitution for imperialism.?!

International financial organizations were to cushion domestic economies
from external disruptions and promote domestic stability. As such, they embarked
on an ambivalent relationship with both the states and the New York financial
community. On the one hand, the organizations threatened certain lucrative busi-
nesses of the private investment banks and competed with them for business. On
the other hand, they were clients of major investment banks such as First Boston
and Morgan Stanley.?? Government guarantees required for bank involvement
facilitated a variety of business activities that would not have otherwise been pos-

sible.

Foreign Direct Investment and Overseas Finance

In addition to the proliferation of multilateral institutions after World War II,
multinational corporations arose as a second structural feature that changed the
postwar landscape of the international political economy. As was discussed in chap-
ter 2, the corporate form had certainly existed and operated in many countries
since its origins in the sixteenth century. However, postwar American aid to Fu-
rope (much of it channeled through the multilateral institutions) set the stage for
large amounts of U.S. private investment there. Moreover, the multinational that
arose after the war utilized global systems of production and was, at least for a
time, regarded as an American business form.?

While most American foreign direct investment was directed at other ad-
vanced industrial economies, the rise of the American corporation is significant
because with the American form, financial power was fragmented after the Glass-
Steagall reforms, and managerial power was much more heavily concentrated than
in the American firms’ European counterparts. Multinational investment made
New York City somewhat less important as a financial power immediately after
the war, because multinational corporations could raise capital through financial
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intermediaries in all of the United States’s regional centers.?* Therefore American
corporations sought direct managerial control over their subsidiaries in the former
European colonies where they invested, and were not dependent on local sources
of finance.

Since the economic power of the postwar multinationals rivaled that of many
of the newer, smaller states, theorists argued that they held the potential to eclipse
the state as the defining characteristic of the international system.?” While the state
has endured, multinationals did nonetheless reconfigure some important firm-state
relations, particularly with respect to the international structures of particular in-
dustries and the strength of individual firms seeking market access.?

As Europe recovered from the war, the World Bank changed its focus and
the pattern of foreign direct investment changed as well. Table 3.1 shows the
escalating growth rates of flows of foreign direct investment from Western countries
to developing countries in current dollars. The United States supplied approxi-
mately two-thirds of global foreign investment from 1965 to 1969. From 1975 to
1979, however, foreign direct investment from the original six European Economic
Community (EEC) countries, Canada, and Japan grew, as did the number of the
world’s 5o largest industrial firms headquartered outside the United States. Hence,
when the multinational was decreasingly identifiable as an American business
form, the United States only accounted for 48% of foreign direct investment from
1975 to 1979, and 28% from 1980 to 1981.7

Nonetheless, regardless of the source, the recipient pattern of private direct
investment had not shifted dramatically from the colonial era. Figure 3.1 depicts
a breakdown of Western countries’” investment by region in 1978, showing Central
and South American countries continued to receive the lion’s share, and African
countries continued to account for little foreign investment.

TABLE 3.1 Average Annual Growth Rates of
Flows of Direct Foreign Investment from
Developed® Countries to Developing
Countries, 1960-1978 (in Current Dollars)

Years Average annual growth rates
1960-1968 7.0%
1968-1973 9.2%
1973-1978 19.4%

Source: Derived from OECD Development Co-Operation,
various years, and unpublished data provided by the De-
velopment Assistance Committee. As printed in Interna-
tional Investment and Multinational Enterprises, Recent
International Direct Investment Trends, Paris: OECD,
1981, p. 43.

“The developed countries include Australia, Austria, Bel-
gium, Canada, Denmark, Finland, France, Germany, It-
aly, Japan, Netherlands, New Zealand, Norway, Switzer-
land, United Kingdom, and the United States.
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FIGURE 3.1. Developed countries’ stock of FDI in develop-
ing countries by host region, end 1978. Source: OECD,
International Investment and Multinational Enterprises,
Paris: OECD, 1981, p. 46.

Capital outflows only finance a proportion of all international direct invest-
ment, at least for older, established investing countries. In the late 1960s and early
1970s the U.S. firms’ share of reinvested earnings (compared with other forms of
financing like capital flows) increased from an average of 1% in 1966-1971, peaked
at 86% in 1974, and remained stable at about 60% after that year. These figures
hint that borrowing locally was an important source of financing for U.S. firms
during these years, although the amount appears to fluctuate much more as a
residual of asset changes.?

A multinational corporation setting up or continuing operations in a devel-
oping country had a variety of financing options available to it; in some ways
similar to and in other ways different from the British global firms of the nine-
teenth century. In a similar fashion to British global firms, the postwar multina-
tional corporation could raise money at home either through debt or equity, or it
could raise money overseas. Unlike the situation with nineteenth century British
global firms, twentieth century transnational corporations now conducted their
overseas operations in juridically sovereign territories. Thus equity capital acquired
a political dimension connected to “development” strategies.

The key difference that emerged in the developing world between the earlier
era and the postcolonial era was in the political purpose of raising equity capital
in a particular locale. Whereas equity markets in the United States, Europe, and
nineteenth-century empires evolved in response to the need for capital generated
by the industrial revolution, the postcolonial exchanges reflected the increasing
acceptance of economic intervention for political purposes. That is, it mattered to
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the new state in question that the equity market was located where it was. Some
state goals were developmental: where they encouraged markets, states sought fi-
nancial deepening and more advanced market institutions to finance other goals.
Other state goals were strictly political: local securities markets forced foreign firms
to diversify ownership and in turn democratize their economic systems.?

F.conomic Nationalism in Postcolonial States

The third structural change in the international political economy of the postwar
era that transformed the nature of equity finance was the rise of economic na-
tionalism in the postcolonial states. Depending on the nature of the revolution
that ousted foreign influences, stock markets were closed, large firms nationalized,
or multinationals’ local shares listed in an attempt to diversify ownership. In most
cases, new states saw stock markets in strongly symbolic terms. Moreover, states
sought to achieve a degree of direct control over economic enterprise by active
engagement in economic development. Yet the various strategies meant that some
emerging market stock exchanges shrank in this era, while others grew.

Retrenchment of Equity Shares

The most dramatic retrenchment of equity finance occurred in states that expe-
rienced Communist revolutions. Thus the Shanghai Stock Exchange stands out
as a prominent turn-of-the-century exchange that disappeared completely, since
Communist ideology prohibited the private ownership of the means of production
and finance was handled through state-owned banks that implemented the direc-
tives of a planned economy. Although not colonial exchanges, a similar transfor-
mation occurred in eastern Europe under Soviet domination. Of the states that
had functioning stock exchanges, many ceased trading in the economic turmoil
of the Great Depression of the 1930s. They were then completely disbanded in
Communist takeovers.

A less dramatic break occurred in states experimenting with socialism. In
many of these cases, the colonial stock exchange became irrelevant as states bought
shares of firms when they nationalized industries, and thus trading slowed to a
miniscule amount or ceased altogether. Indonesia is an example of this type. The
market closed in 1958 when the Sukarno regime nationalized Dutch assets. Egypt
is another example during the Nasser regime in the 1960s. Nasser’s military gov-
ernment nationalized almost all large-scale Egyptian commercial firms.

Of the colonial exchanges that continued to function, much of the activity
centered on trades of transnational corporations that governments had encouraged
(or forced) to list shares. The Indian government was the first such state to insist
that wholly owned subsidiaries of transnational firms list shares locally and to
establish ownership requirements for Indian nationals. The Suharto regime like-
wise instituted national ownership requirements on shares of foreign firms when
it resurrected the Jakarta Stock Exchange in 1977. Suharto announced that foreign-
owned companies must transfer a majority of their shares to Indonesian nationals,
specifically ethnic Pribumi, because critics of his regime had argued that eco-
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nomic development benefited foreign firms, corrupt government officials, and eth-
nic Chinese. Therefore, when Suharto reopened the exchange, it was a response
to political pressure and against the advice of many Western advisers counseling
in favor of developing banks and a stronger long-term debt market first.® In time,
however, the Jakarta exchange became an importance source for these transna-
tionals to raise capital.’!

Latin American states with longstanding equities markets progressed somewhat
less dramatically through these years, since the era of decolonization had occurred
earlier. The exchanges did not embody the same postcolonial symbolism, although
trading slowed on most of them as developmental states preferred directed bank
lending to equity finance. In addition, wealthy individuals in these states preferred
to hold real assets, or to remove their capital from the country completely, than
to hold equity shares. Hyperinflation and tax policies reinforced the trend.?> Some
early notable examples did prove to be exceptions. Brazil, for example, incorpo-
rated capital market development into its developmental strategy in the 1960s with
a plan to create fiscal investment funds. Although the plan was an initial success,
the government did not continue the program following a market crash in 1971.

New Exchanges in New States

In the examples of new states that did not have colonial exchanges, many moved
to establish a national stock exchange regardless of its institutional compatibility
with broader developmental goals. In this sense, the exchanges were promoted as
symbols of nationhood and were connected to the state’s economic prestige in the
same way airlines symbolized global reach and battleships symbolized military
might. For some states, the efforts to establish an exchange at this time ended with
the construction of a stock exchange building. Others echoed the themes of the
Indian and Indonesian strategies to broaden the ownership base of enterprises,
improve the di