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Abstract

In the early 1980’s several developing countries introduced liberalisation policies in their
economies. One of the reforms they implemented was to develop their stock markets. The

theoretical justification for the liberalisation process was provided by the work of

McKinnon (1973) and Shaw (1973). Their model follows neo-classical assumptions on
savings and investment. Other researchers later completed their model with respect to the
stock marke‘t, and claimed that its development could benefit the emerging economies
[Cho (1986)]. The aim of this thesis is to empirically examine if stock market

development in a sample of emerging countries assisted economic growth or not. To
examine this, we form three research questions. The first question is: what is the direct

impact of stock market development on economic growth in developing countries? The
second question refers to the indirect impact of stock market development on the
economy via stock price volatility. The question is: has stock market volatility increased
following liberalisation policies or not? The third question is: have the emerging stock
markets become more integrated with each other and with developed markets following
hberalisation? Stock market integration is a result of stock market development so we
should expect these stock markets to become more integrated after they were liberalised.
In examining these issues, we take into account the special circumstances surrounding
each country. To this end we provide an overview of some of the emerging economies we
examine and discuss the implications of their individual characteristics for our analysis,

We carry out a literature survey which suggests that research in this area has been scarce.
The few empirical evidence on these questions are mixed. This thesis aims to contribute
to this growing literature by providing additional evidence on the questions we posed and
by overcoming some of the problems which are inherent in the methodologies followed

by previous researchers who examined these issues.
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1.1. Background

In the early 1980s, several developing countries were unable to service their sovereign
debts. The result was the well known debt crisis, which several academics and
professionals feared would bring a severe crisis in the banking sector of the developed
countries. This crisis has yet to materialise. The developing countries however, were
faced with a credibility problem which prevented them from borrowing the funds they
needed from abroad, and when they did, it was at high interest rates. In order to attract
funds from abroad, several developing countries encouraged the development of stock
markets and implemented a series of liberalisation policies. These aimed at making these
economies attractive to foreign investors. During the last two decades, several of these
countries managed to attract large funds from abroad. It is doubtful, however, if this
Inflow of foreign investment resulted in higher levels of economic growth for these
countries or not. Research on the effect on this sudden foreign investment influx on the
developing economies became important during the last twenty years. Prior to the 1980s,
such literature was almost non-existent and would have been irrelevant. Few studies have
empirically examined the effect of the liberalisation policies on these economies, mainly
because of the scarcity of macroeconomic data. The aim of this thesis is to contnbute to

this growing literature by examining some of the issues involved.

On a theoretical basis, the liberalisation process is supported by the pioneering work of
McKinnon (1973) and Shaw (1973). They each developed a theoretical model to

demonstrate the adverse effect of financial repression on the developing economies’
growth. McKinnon and Shaw argued that once a country liberalised its financial markets,
interest rates would rise, increasing savings. The money saved would then be available

for investment, which should become more efficient because of the higher interest rates.

Under financial repression, interest rates are kept artificially low, so projects which would

not be profitable otherwise could go ahead because of the low cost of financing. Demand

for credit 1s very high and banks resort to credit rationing.



The McKinnon-Shaw theory was perceived as a valid argument to transform protectionist
economies to market based ones. One of the transformations that took place was the

development of stock markets in these economies and - in many cases - the opening up of
the stock markets to foreign investors. However, neither McKinnon nor Shaw advocate
the development of a stock market in their framework. Actually, Shaw argues that the
development of a stock market in the early stages of development may be very expensive
for the developing economies. A role for the stock market is provided by Cho (1986) who
develops a model to show that credit markets cannot act efficiently in the absence of a
stock market. Furthermore, some models of endogenous growth [e.g. Boyd and Smith
(1996)] show that both bank and equity finance can make a positive contribution to the
economic development of a country. In turn, as the economy develops, both the banking
sector and the stock market develop. The relationship between the economy and the

financial markets is therefore, positive and bi-directional.

On an empirical level, there are hardly any studies examining this relationship for
developing economies. A recent study by Arestis and Demetriades (1997) examines this
relationship for South Korea and find that financial repression in South Korea had a
positive effect on economic growth. However, Arestis and Demetriades recognise that
South Korea is a unique case and in other countries financial repression had the opposite
effect. Earlier studies [e.g. De Gregorio and Guidotti (1995)] find that financial
development may lead to lower growth levels in the absence of an adequate regulatory

framework. Considering that almost every developing country which liberalised 1ts
economy followed a different path of reforms, examining in which countries the financial

sector enhances economic growth, becomes more important because it can provide us

with evidence as to which liberalisation process is more ‘appropriate’.

One of the adverse effects of liberalisation may be increased volatility in the stock
market. Several of the developing countries’ stock markets have offered very high returns
compared to developed countries. This was one of the ‘pull’ factors which attracted

foreign investors [e.g. Gooptu (1993)]. However, the emerging stock markets (ESMs) are

very volatile. It became therefore, very important for institutional investors to know when




to pull out of a market. The sudden inflow and outflow of funds in these countries may

have resulted 1n higher volatility in their stock markets. From a neo-classical perspective,
increased investment in the stock market should result in lower volatility because of
increased production and dissemination of information. This process should make the
market more efficient and thus, less volatile. Keynesians [e.g. Singh (1997)] argue that
opening the developing stock markets to foreign investors will transform them into
casinos and increase volatility. The increased volatility could damage the growth of the
economy because it will become more unstable. Another view is provided by Lamoureux
and Lastrapes (1990a) who argue that volatility may increase as a result of more
information production. In other words, inactive stock markets will become active in

pricing assets, and therefore more efficient. So, the increased volatility should not have an

adverse effect on the economy.

There are very few empirical studies examining whether volatility increased in

developing stock markets after they opened to foreign investors and they present
contradictory results. A study by Richards (1996) shows that volatility actually fell after
liberalisation while studies by Aitken (1996) and Grabel (1995) show that volatility
increased. A problem with some of these studies is that they use static models to estimate

volatility, and the cut off periods do not correspond to actual periods of transition.

Another 1ssue concerning liberalisation in developing countries is the effect of the reform
policies on the integration of the ESMs. Financial liberalisation could in principle

enhance integration thereby assisting stock market and economic development. The only
factor which should cause rates of return to differ across stock markets should be their

individual risk. Integrated national stock markets should offer a common reward for the

same risk [Bekaert (1995)]. If national stock markets are well diversified and perfectly

Iintegrated then similar assets should offer similar rewards. Stock markets which open up
to foreign competition-should follow a common trend with other open national stock

markets in the long run, as a result of increasing integration [Kasa (1992)].




1.2. Research Objectives

This thesis aims to empirically provide answers to the following questions:
1) Has stock market development assisted economic growth in developing countries?
11) Has the volatility of developing stock markets increased following the opening up to

foreign investors?

111) Have the national ESMs become more integrated after liberalisation?

The first question refers to the effect of the banking sector and the stock market on the

economic growth of developing countries. We examine if there is a positive relationship

between the two financial sectors and the economy. We also examine if this relationship
is bi-directional. This is particularly important because it can give us an insight on the
dynamics within an economy. It can also help us understand better the 1997 crisis of the
South East Asian economies. For example, in South Korea, the financial market was used
to provide finance to the chaebol, the big conglomerates which were the base of the South
Korean ‘economic miracle’. To this end, the financial sector was never allowed to
develop based on market forces. It was always under the guidance of the Ministry of
Finance. Under these circumstances, we should expect that the financial sector does not
develop with the economy. This can have a detrimental effect on an economy, as it

became apparent in 1997. The countries for which this hypothesis is tested are: Chile,

India, Mexico, South Korea and Taiwan.

The second question is rather straightforward. Volatility is examined before and after
important liberalisation policies were introduced in selected developing countries. We
examine if volatility changed, and if it did, how it changed. These countries are:

Argentina, Chile, India, Mexico, Pakistan, Philippines, South Korea and Taiwan.

The third question refers to the integration of selected developing stock markets during

the 1980s and 1990s. This is the period when most liberalisation policies were introduced

In most developing economies. The countries in our sample are: Chile, India, Mexico,

Pakistan, Philippines and South Korea.



The contribution of this thesis to the economic literature is to provide additional evidence
concerning the above questions. All three issues have been barely examined, as we shall

see in chapter 3, where we review the existing literature. Also, most of the few studies in

the area suffer from problems which the methodologies we use, overcome.

1.3. Structure of the thesis

The thesis is organised as follows: the second chapter 1s an overview of the development
of Latin American and Asian financial markets and economies. The first part of the
chapter, presents data on the foreign investment flows to the two regions as well as data
on stock market characteristics for the two regions, such as market capitalisation and
liquidity. The second part of the chapter, discusses the social, political and economic

developments in Chile, India, Mexico, South Korea and Taiwan, during the last twenty

years. In the discussion there 1s an explicit reference to the development of the banking

sector and the stock market(s) in these countries.

The third chapter discusses the theoretical background of financial liberalisation and
stock market development. We begin by presenting a simple schematic outline of the

main theoretical approaches. Then we consider the implications of each one of these

approaches for financial liberalisation and discuss the main theoretical advances in this

dI'Cd.

The fourth chapter reviews the academic literature on emerging economies. The literature
review does not cover only the issues examined on this thesis. It is a summary of the
research carried out in most topics concerning emerging economies. The literature review

1s rather general, in order to establish a better understanding of the functioning of the

stock markets in emerging economies, the special issues concerning them and the

developments of the academic research on this area. The fifth chapter discusses the

methodologies we utilise in each of the following chapters and the data we use.

In the sixth chapter we empirically examine the relationship between the financial sectors

and the real economy in selected emerging markets. The countries examined were




especially chosen because they cover a range of liberalisation paths and other

characteristics. Chile and Mexico liberalised their economies to a very high degree. Chile,

however, kept one restriction: repatriation of foreign funds was not allowed freely. This

shielded the country from sudden outflows which other countries experienced. India
implemented some reforms, but 1t did not go as far as the other couﬁtries in the sample..
The Indian economy is still protectionist - up to a certain degree. South Korea is a
particular interesting case because its development has always baffled advocates of the
free market. It 1s a heavily regulated economy with respect to foreign investment, and
restrictions on the capital account would change depending on the country’s needs; when
foreign reserves accumulated, the capital account was liberalised, and when foreign
reserves fell, the capital account liberalisation was reversed. Taiwan is another interesting
case because of its spectacular development and the structure of its market. Unlike South
Korea, the Taiwanese market consists of thousands of small businesses, so in effect the
financial sectors’ development could be quite different from other countries. The sample
period differs according to data availability. It covers a period from the late 1970’s to
1997. To examine the relationship between the financial market and the economy we use

cointegration analysts, in which the banking sector and the stock market are explicitly
modelled.

The seventh chapter examines the effect of financial liberalisation on stock market

volatility. We utilise two methodologies. The first is a generalised autoregressive

conditional heteroscedasticity process (GARCH). The ARCH family processes have been
proved to be very effective tools for modelling volatility. A feature of the GARCH
process 1s that it is dynamic and allows us to examine the changes in the nature of
volatility as well as the changes in volatility per se (which is the unconditional volatility
implied by the process). We estimate the GARCH process for each country’s stock
market returns before and after liberalisation, and compare the results. The second
methodology, utilises the exponential GARCH (EGARCH) process, from which we

derive the news impact curves for each country before and after liberalisation. The news

impact curve relates current volatility to past shocks. Changes in the curves will provide

evidence about the change in volatility after liberalisation.



In the eighth chapter, we conduct two tests to examine integration across national ESMs.
First we use cointegration analysis to examine if the indexeés of selected ESMs follow a

common trend before and after liberalisation. Cointegration implies integration across the
markets. The second test examines integration with respect to risk. We estimate the
financial risk premium for selected developing countries, for every year from 1984 to
1996 (except from South Korea where the sample ends. in 1994 due to data
unavailability). To estimate the financial risk premium, we utilise the options pricing
formula for European options, to calculate the market value of the countries’ residents
equity. In other words, we value the countries’ foreign debt in the same way as corporate
debt. Using the results from the options pricing formula, we can calculate the cost of debt
and then the financial risk premium. This methodology uses macroeconomic variables
specific to each country, so that the result is based on the each country’s economic

situation. Since we estimate the financial risk premium for every year during the sample

period, we can see how it changes during the liberalisation period in each country.

Finally, the ninth chapter discusses the findings of this thesis and draws some

conclusions. It also 1dentifies areas for future research.




HAPTER 2:

2.1. Introduction

At this stage, it is useful to present some information about the Asian and Latin American
financial markets. The aim of this overview is to provide the reader with information
about the functioning and some characteristics of the markets involved in the analysis.
This should help our understanding of some of the problems and some of the issues
involved in emerging financial markets. It should also help to put the results presented in

the next chapters into perspective. This chapter 1s divided in two parts. The first part
presents some aggregate statistics on the development of direct and indirect investment 1n

Asian and Latin American countries. The second part is a profile of the social, economic

and political recent history of some of the countries in our analysis.

2.2 Stock Markets in Emerging Countries

Since the early 1980s there has been a tremendous increase in the amount of investment

flows to emerging economies. Historically, the biggest proportion of investment to

emerging markets was in the form of debt. As we see in Figure 2.1, during the early
1980s net investment in equity to all emerging markets was very small. In 1984, private

debt flows to emerging economies was $25.9 billion while equity flows was only $0.15
billion. By the end of the 1980s this trend had began to reverse. In 1993, net equity flows
to emerging markets was $45 billion, $1 billion more than private debt. After 1993,
private debt flows were more than portfolio investment but, the amount of money
entering emerging markets had increased dramatically. By 1997, net private debt flows

reached $103.2 billion, a fourfold increase since 1984, Net equity flows in 1997 were
$32.5 billion; increased by more than 2,000% since 1984.
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Figure 2.1. Net private debt and portfolio investment flows to emerging markets (billion
of dollars).

Source: IFC Emerging Stock Markets Factbook

One of the reasons ESMs became very attractive to investors was the extraordinary
returns they offered. Several of the ESMs offered annual returns of 100% or more 1n
dollar terms. In 1989, the Argentinean, the Taiwanese and the Thai stock market indexes
increased by more that 100% 1n dollar terms. Obviously, this was a great opportunity for

investors who could predict which markets would be the best performers.
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Figure 2.2. Annual real growth in GNP per capita for selected emerging markets.
Source: IFC Emerging Stock Markets Factbook



Although direct and indirect investment increased in emerging economies, 1t 1s not clear
whether these economies grew as a result of this. Figure 2.2. shows the annual real
growth rates of GNP per capita for several emerging economies. The annualised growth
rates are reported for two periods: from 1985 to 1993 and from 1990 to 1996. As we see
from Figure 2.1, investment in ESMs picked up after 1993. However, as it shown 1n
Figure 2.2, there is not an obvious trend of real GNP growth for the later period. While
for six countries real GNP per capita 1s higher during the second period, for five countries
1t 1s higher during the first period. The relationship between economic growth and stock

market development 1s the subject of the next chapter where the 1ssue will be examined

empirically.

2.2.1. Latin American Economies

Several Latin American economies liberalised their stock markets 1in order to attract

foreign capital. During the early 1990s most Latin American stock markets became very

active. Figure 2.3 shows the market capitalisation of Latin American stock markets

from 1980 to 1997.
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Figure 2.3. Market Capitalisation of selected Latin American stock markets (billion of
dollars).

Source: IFC Emerging Stock Markets Factbook
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I'he countries included are: Argentina, Brazil, Chile, Colombia and Mexico.
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Up to 1990, the value of stock traded in Latin American countries was lower than $100
billion. During the 1980s, the highest value of the Latin American stock markets was 1n
1989 when it reached $81.7 billion. In 1991, the stock market capitalisation of these
countries almost tripled (it went from $67.2 billion in 1990 to $191.3 billion at the end of

1991). Since then the value of stock traded in these markets has continue to increase

rapidly. In 1997, the stock market capitalisation of Latin American countries had reached

$562.8 billion; about 15 times up since 1980 when 1t was $37 billion.

Although the value of the listed stock increased, the number of the companies listed did
not. As we see from Figure 2.4, the number of listed companies 1n the sample countries
actually fell. In 1980, there were 1,228 companies listed on Latin American stock

markets. In 1983 their number was 1,120 and since then their has been a minor increase.
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Figure 2.4. Number of listed companies 1n selected Latin American stock markets.
Source: IFC Emerging Stock Markets Factbook

In 1997, there were 1,165 companies listed on Latin American stock markets. Therefore,

the increase 1n stock market capitalisation was not the result of an increase in the number

of companies listed on these stock markets.

The increase in the market capitalisation of these countries came in two ways: first, the
value of the companies which were listed increased several times. Second, most of the

Latin American countries in the sample implemented privatisation programmes as a

result of which, several public utility companies were listed on the stock market. These

11



companies - most of which remained state controlled - are considered giants compared to
other companies in these countries. The public utility companies and a handful of other
very big companies account for a large part of the capitalisation in Latin American stock
markets. Figure 2.5 presents the share of market capitalisation held by the ten largest

stocks 1n each country, in 1989 and 1n 1997.
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Figure 2.5. Share of market capitalisation held by the ten largest stocks in selected Latin
American countries.

Source: IFC Emerging Stock Markets Factbook

In all the countries except from Brazil, the market was less concentrated in 1997 than n
1989. The biggest change in concentration happened in Colombia where the ten largest
stocks accounted for 71.7% of the total market capitalisation in 1989 but for 49.8% 1n

1997. However, these markets are still heavily concentrated compared to developed stock

markets (in 1989 the same figures for the UK and the US were 21.9% and 13.7%

respectively).

The development of the Latin American stock markets resulted in an increase in trading,
as shown 1n Figure 2.6. During the 1980s trading in Latin American stock markets was
relatively low. For that decade, the highest value traded for one year was in 1986, when
$33.3 billion were traded. In 1991, there is a sharp increase in trading which continues

until the end of the sample period. In 1997, value traded stood at $288.9 billion.

12
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Figure 2.6. Value Traded in selected Latin American stock markets (billions of dollars).
Source: IFC Emerging Stock Markets Factbook

Increases in trading mean that the market 1s becoming active which 1s a prerequisite for
market efficiency. However, this increased activity has to apply to most stocks, which 1s

not the case in the Latin American countries of our sample.
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Figure 2.7. Share of value traded held by the ten most active stocks in Latin American
countries.

Source: IFC Emerging Stock Markets Factbook

Figure 2.7 shows the share of value traded held by the ten most active stocks. In all
countries the ten most active stocks accounted for more than 50% of value traded n
1997, except for Mexico where they accounted for 45.6%. In most countries the
concentration of value traded increased. While in most countries it increased by a little, in
Brazil it went up by 32.7%. Such heavy concentration means that although the markets

are becoming more active, not all companies benefit from that. Since a handful of

13



companies account for most of the trading in these stock markets, the majority of stocks
are relatively inactive. This suggests that investors are only interested in very few
companies, limiting thus the role of the stock market in making the markets more
efficient. This is especially true for Argentina where the concentration of value traded 1s

extremely high: in 1997 1t was 85.4%, up 1.9% from 1989.

2.2.2. East Asian Economies

The East Asian economies were not liberalised at the same extent as Latin American ones
during the 1980s and 1990s. Most governments in the region decided to keep several of
the restrictions on foreign investment and capital flows in order to control their
economies and avoid shocks. All East Asian economies took some steps towards
liberalisation, but the process was slow and frustrated Westemn investors who wanted
freedom of movement for their capital. However, equities in these markets were in great
demand until the 1997 crisis because of the rapid growth rates experienced by these
countries and the potential they offered. Figure 2.8 shows the development of the market
capitalisation of several stock markets in that region’. We can see that market
capitalisation in these countries grew at a very rapid pace. In 1980, market capitalisation
stood at $35.1 billion, about the same as in the Latin American markets. In 1996, market
capitalisation was $1,033.2 billion, more than twice that of the Latin American countries.

In 1997, due to the severe crisis which hit the region, market capitalisation fell to $617.5

billion. During that year, only India, Pakistan and Taiwan were not seriously affected.

The other countries in the sample saw their stock market capitalisation shrinking to less
than half the 1996 level. |

2 s :
Countries included are: India, Korea, Malaysia, Pakistan, Philippines, Taiwan and Thailand.
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Figure 2.8. Market Capitalisation of selected East Asian stock markets (billion of
dollars).

Source: 1FC Emerging Stock Markets Factbook

Stock prices 1n several of these countries were increasing rapidly. Taiwan and Philippines
have repeatedly being referred to in the press as casinos. The potential for the companies
In these countries was to attract capital (foreign or domestic) relatively cheap. This
resulted 1n a large increase in the number of listed companies in the stock markets of the
region. As we can see from Figure 2.9, the number of listed companies grew steadily at a
fast pace since the late 1980s. In 1980, there were 1,222 companies listed on East Asian

stock markets. By 1997, that figure had almost tripled; there were 3,321 listed companies

in the region.
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Figure 2.9. Number of listed companies in selected East Asian stock markets.
Source: IFC Emerging Stock Markets Factbook
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'In Figure 2.9, India is not included.
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The stock markets in East Asia exhibit large differences in terms of concentration. In
1989. the stock markets in India, Korea and Pakistan were less concentrated than the UK
stock markets. The ten largest companies in the markets held 20.8% of the total market
capitalisation in India, 19.2% in Korea and 19.3% in Pakistan. The other four markets
were more concentrated but still the level of concentration was relatively low compared
to other emerging markets. As it is shown in Figure 2.10, in every market, the ten largest
stocks held less than 40% of total market capitalisation in 1989. However, by 1997, this
picture changed. Except for Malaysia and Taiwan, in the other countries market
concentration increased. The biggest change occurred in Pakistan were the ten largest
stocks in 1997, held 66.8% of total market capitalisation; the Pakistani stock market
changed from being a very low concentrated market to becoming a very highly
concentrated market. Considering that the number of listed companies increased, 1t seems
strange that market concentration should increase, too. The explanation 1s probably the
same as in the Latin American countries. Part of the liberalisation process was the
privatisation of public utilities, which compared to other companies in these markets, are
giants. Once public utility companies are listed on the stock market, they dominate 1t.

That 1s why market concentration increased in these countries although more and more

companies were seeking a listing on the stock market.
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Figure 2.10. Share of market capitalisation held by the ten largest stocks in selected East
Asian countries.

Source: IFC Emerging Stock Markets Factbook
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As 1t 1s expected, stock market development also increased the value traded in these
markets. This increase is shown in Figure 2.11%. In 1980, only $12.6 billion worth of
shares were traded 1n the East Asian countries of our sample. This is roughly the same

amount as for Latin American countries the same year. For four consecutive years, from

1986 to 1989, value traded tripled every year. In 1985, value traded was $16.9 billion;
value traded for 1989 was $1,127.3 billion. Trading in Taiwan accounted for most of this
increase. In 1989, value traded in the Taiwanese stock market was $965.8 billion.
Although the other countries in the sample had much smaller amounts of equity traded,

trading was steadily increasing in all countries. In 1997, value traded in the region was

$1,711.5 billion: it had increased 136 times since 1980.

The good news for companies 1s that trading was not very concentrated in a few
companies. Only in India and Pakistan 1s trading very concentrated (Figure 2.12). In
1980, the ten largest stocks accounted for 47.3% of total value traded in India and 18.2%

in Pakistan. In 1997, the same figures were 81.1% for India and 90.5% for Pakistan.
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Figure 2.11. Value Traded in selected East Asian stock markets (billions of dollars).
Source: IFC Emerging Stock Markets Factbook

Again, we see that the Pakistani stock market became very concentrated following
liberalisation. Concentration in the other markets is rather low. In Philippines and

Thailand the ten largest stocks account for about 35% of equity traded throughout the

* In Figure 2.11, Pakistan is not Included.
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sample period and in the remaining countries trade concentration is around or below

20%. This means that a lot of stocks were very active which is encouraging news for

market efﬁciencys.
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Figure 2.12. Share of value traded held by the ten most active stocks in East Asian
countries.

Source: IFC Emerging Stock Markets Factbook

2.2.3. Regional differences

The above statistics present a picture of the development of the stock markets in several

Latin American and East Asian countries during the last two decades. In every country

the operations of the stock market expanded considerably during the sample period.
Although most of the statistics exhibit a strong upward trend, there are several difterences
between the Latin American and the East Asian countries. Although Latin American
stock markets developed, their development was much slower than in East Asia. In both
regions stock market capitalisation, value traded and the number of listed companies were
roughly in the same level in 1980. By 1997, market capitalisation in East Asian countries
was 10% more than in Latin America. The difference was only 10% because of the 1997
crisis. In 1996, the same percentage was 250%. Value traded in 1997 in East Asia was
about 6 times that in Latin America and the number of listed companies was 3 times

more. These differences reflect the different growth rates experienced by these countries.

5 . : . _ L ' ; "
Active trading does not imply efficiency but activity in the stock market is one of the necessary
conditions for market efficiency.
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Most of the Asian ‘tigers’ were growing at rates of 6% per year in real terms. The Latin
American countries failed to reach such growth levels (except a few, like Chile). For
most of the sample period these countries were trying to overcome the problems
generated during the 1970s which resulted in the debt crisis at the beginning of our

sample period.

Having praised the rapid development of the East Asia countries, we should also consider
the 1997 crisis and its effect on these economies. In terms of their stock markets, we can
see in Figure 2.8 that the stock market capitalisation in these countries almost halved in
1997. Value traded increased dramatically, but this probably reflects the liquidation of
equities by investors. Therefore, for most of our sample period the East Asian countries
performed extremely well but, to get a better picture of their current situation we would

need to look at 1997 and at the aftermath of the crisis.

2.3. Countries profile

2.3.1. Chile

In 1974, the Pinochet regime started a big scale liberalisation. Banks were denationalised,
interest rates were freed, reserve requirements were scaled down, preferential credit was
drastically reduced and the refinancing rate of existing credit was raised to market level’.
The regime increased the role of the markets and open the economy to foreign trade. It
also introduced a tax reform and reduced government spending’. In 1978, the exchange
rate became the main instrument of stabilisation and an active pre-announced crawling
peg was introduced. By June 1979, the rate of the crawl became zero and the peso was

fixed to the dollar. Because domestic inflation was higher than international inflation, the

peso appreciated greatly. Furthermore, wage indexation was based on lagged changes of

the CPI so, because of decreasing inflation real wages increased. The difference in

domestic and international interest rates, accelerated demand for foreign borrowing. In

1982 capital inflows were reduced and the overvalued peso resulted in the collapse of the

° For a review of the economic reforms in Chile during that period see: Corbo (1993) and Corbo and
Fischer (1993)

" For a discussion on the economic policies adopted in Chile during 1974-84 see: Corbo V. in Corbo and
DeMelo (1985).
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fixed exchange rate system and a 14.3% drop of GDP. In June 1982, the peso depreciated

by 18% against the dollar and a new system pegged it against a basket of currencies. The
government announced a further 0.8% monthly devaluation with respect to the basket of

currencies for the next 12 months. Also, the wage indexation was suspended.

A casualty of the 1982 crisis was the banking sector. Prior to the crisis, the government
had left the banking sector to its own devices. It offered no protection in case of a
banking run or bankruptcy. Since the financial system was liberalised the debt
accumulated by the private sector grew dramatically. The ratio of debt to the banking
system increased from 5% of GDP in 1974 to 61.7% in 1982. After the crisis, most banks
were unable to service their foreign debt and were bailed out by the government. The

government provided them with emergency loans and subsidised credit and the Central
Bank purchased some of their risky loans with the provision that the banks will buy them
back in 10 to 50 years. The Central Bank also provided interest rate guidance and in
whole the sector was regulated and slowly recovered. Competition in the banking sector
was encouraged and foreign banks could compete equally with the local banks. By 1988
there were 39 commercial banks in Chile, of which 23 were foreign. During the 1990s
different sources of finance had developed in the country (e.g. private pension funds, life

insurance companies and shares issuance either locally or in the US in the form of
American Depository Receipts). The trend in that period was mergers between banks and

focus on other areas of business (e.g. consumer credit and housing loans).

The stock market in Chile developed fast in the decade after the crisis. Several factors
contributed to that: diminished political risk after a peaceful transition from dictatorship
to democracy, persistent economic growth, decreasing inflation and a decreasing foreign

debt which had been rescheduled. During the late 80’s and early 90’s the stock market
was performing very well. Although listing on the Bolsa increased, it remained heavily

concentrated. In 1996, the electricity and telecommunications companies accounted for

two thirds of the stock market capitalisation.

Foreign investors could not liquidate their stocks and take them out of the country

whenever they pleased. From the foreign funds entering the country, 30% had to be
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deposited 1n the Central Bank for one year interest free; this served as a tax on short term
investments. This “tax” was lowered to 15% in 1997. This restriction was part of a

wider set of restrictions on the capital account -~ which have been eased but not abolished

- to protect the country from capital flight after the 1982 crisis.

Since the crisis, the Chilean economy grew fast due to several reasons. Foreign investors
have been welcomed 1n the country. Legislation gave foreign investors and domestic
businessmen equal rights so foreign investors could compete on equal terms with the
locals. Also, the government tried to pursue export led growth. To that end, Chile entered
or still tries to enter several free trade agreements (NAFTA, Mercosur, APEC and a trade

agreement with the European Union), as well as bilateral agreements (with Argentina,

Bolivia, Colombia, Mexico, Peru, Venezuela and others). While copper accounted for

more than 70% of exports 1n the 1970s, it accounted for about 40% of exports a decade

later. As a result, the trade balance became healthier.

The government also managed to reduce the fiscal deficit to negligible amounts and
generate a fiscal surplus every year after 1989. The tight fiscal policy was good for the
economy although 1t had a social cost. The sectors affected the most were health and
education. Monetary policy is set by the Central Bank which was given full independence
in 1989. The Pinochet regime followed an extensive privatisation scheme which was
continued by the socialist government elected in 1989. One of the most famous reforms

was the privatised pension funds designed to free the government from paying pensions.

It 1s not clear yet if this controversial scheme is beneficiary for the country or not. The
policies adopted by the military regime were continued by the 1989 elected government

with few changes (the major change was the increase in social spending to provide much

needed improvement to the health and education sectors).

The economic success of Chile was brought to a halt in 1997 because of the Asian crisis.
The country was well equipped to absorb external shocks thanks to prudent fiscal
management, tight banking supervision, capital controls to avoid massive capital
outflows and a stabilisation fund created by gains from high copper prices standing at

$1.85 billion in early 1998. However, 33% of its exports went to Asia. Although only
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10% went to countries which were in deep trouble, the crisis reduced demand -for all

goods. The price of copper fell from $1.19 a pound in June 1997 to 75 cents in March

1998. The economic slowdown though is seen as a temporary problem. Guillermo Perry,

the World Bank’s chief economist for Latin America, said that Chile was better placed

than any other country in the region to absorb external shocks (Economist, 7 March

1998).

2.3.2. India

When India gained its independence on August 15th 1947 the government introduced a
licensing system which dictated how many companies would exist in each industry and
how much they produced. Exports were not regarded important as India tried to achieve
self sufficiency. Labour laws commanded that employees in large companies (i.e.
companies with more than 100 employees) could not be fired without government
permission and to keep them in a job, companies could not close down. These are some
of the basic features of the socialist system established by Nehru after independence. In
1966 Indira Ganghi became prime minister. She increased price and trade controls,

nationalised banks and several industries and squeezed foreign investment. Imports were

restricted as well: consumer goods’ imports were forbidden and imports of intermediate

and capital goods were regulated depending on the nature of each particular good and

whether 1t was available in the country or not.

Since the 1950s, the Indian economy has been growing slowly (what economist call the
“Hindu rate of growth”). In 1987, less than 1% of the population were employed in
Indian factories (Economist, 9 May 1987). At the end of 1987, there were 160,000 “sick

enterprises” in India and their number kept growing. However, they were prohibited
from closing down and they were faced with limited options. Takeovers and mergers
were tightly controlled and the simplest cases took at least six months to get permission.
Asset and land sales were also controlled - and often impossible - and no worker could be
sacked. In most cases, problematic companies were kept alive by subsidies which in

1987 accounted for almost 20% of all outstanding loans of India’s financial institutions.
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India has a poor record of health and education. The level of educated Indians is around
50%, which 1s one of the lowest in the world. The health sector also suffers: 300,000
children a year die of diarrhoea and in 1994 there was an outbreak of pneumonic plague.
The infrastructure 1s also 1n need of money. For example, there are daily power cuts all
over the country. Although investment is needed in infrastructure, public spending on it is
declining. Between 1990 and 1995, central government spending went up by 6% in real

terms. Current spending increased by 13% while capital spending fell by 19%.

Political risk 1s high in India. It has a democratic system, unlike most third world
countries, but political scandals and instability is the trend. In 1996, an ex-minister was

fined 5 million rupees for fraud and Narasimha Rao, who was an ex-prime minister was
charge with criminal conspiracy to cheat a businessman. In 1997, Lallo Prasad Yadav,
the ruling party’s president, was prosecuted in connection with a racket. Also, several

politicians have been assassinated, including Rajiv Gandhi while he was serving as a

prime minister.

Although economic conditions 1n India are better now that four decades ago, India
remains one of countries with the worst record in poverty. Determining exactly how

many Indians live in poverty depends on who one believes. In 1996, the government

estimated that 18.9% of the population lives in poverty but a group of Indian economists

estimated the figure to be 37%. If this is the true figure, then more than 300 million

Indians are poor.

India also has a Iong' history of violence, both internal and external. India is a country
divided by different languages, religions, castes and nationalistic tendencies. Violent

confrontations in the country are common. The fighting usually takes place between

Hindus and Muslims. Regional chauvinism is another cause of trouble for Indians. One
example 1s the o1l blockade from the state of Assam by the United Liberation Front of
Assam (ULFA) (Economist, 1 September, 1990). Even more serious are the problems
between India and Pakistan. The two countries have already -fought three wars since
independence and are constantly on the brink of another war over the Kashmir valley.

The Indian side of Kashmir is mainly Muslim territory and the Muslims there want either
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independence or to join Pakistan. The tension between the two countries escalated 1n

1998 when both countries carried out nuclear tests.

Traditionally, in order to sustain its policies, the government imposed high tax rates.
During Indira Gandhi’s early years the top rate of income tax was 97.5%. When tax
revenues fell as a percentage of GDP, the government switched to excise duties. The

Janata Party government in 1977 began to relax the most stringent controls. Import

quotas were replaced with import tariffs which in 1987 were as high as 200%. This
provided the exchequer with increased revenues. The liberalisation policies were

continued after Indira Gandhi was assassinated. In 1984, her son, Rajiv Gandhi, came to
power but his liberalisation policies were inconsistent. However, on the whole the market
became more liberal during the early 80’s with some industries freed from licences,
overall taxes drastically lowered and import of capital goods made easier. Also, foreign
investment in India was made easier during that period. However, the rsing
government’s spending forced it to borrow heavily both internally and externally. This
raised its international rate of borrowing from 0.25% above LIBOR 1in 1990 to 3% above
LIBOR in 1991. It was downgraded several times by S&P’s to a BB-plus. Its foreign
debt stood at $71 billion, with $5.5 billion being short term debt. The foreign reserves
had fallen in April 1991 to $1.2 billion which was barely three weeks’ imports(
Economist, 8 June 1991). The government had to accept a loan from IMF and to sell
gold abroad. Rajiv Gandhi’s successor, Narasimha Rao, devalued the rupee and
introduced radical reform policies. Since 1991 the government relaxed more and more its

control on the Indian economy but the process was criticised by the IMF as very slow.

Foreign investors welcomed the liberalisation process and increasingly invested in the
country. In 1995, foreign direct investment stood at $10 billion (Economist, 29 July,

1995). The hiberalisation programme stopped short of creating a market economy. For

example, the labour law did not change. During the years after 1991, the Indian economy

grew at a faster pace than before, with the highest being 7% in 1995-96. There is also

some evidence provided by the government suggesting that poverty fell in the years after

the reforms from 25.5% 1n 1987 to 18.9% in 1993, but these figures are disputed by other

Indian economists.

24



India has 22 stock exchanges. The two biggest by far are the Bombay Stock Exchange
(BSE) which was established 1n 1885 and the National Stock Exchange (NSE). Although
the state 1s the larger part of the economy, there are more than 6,000 companies (not all
actively traded) listed in India’s stock markets. Until recently, the microstructure of
India’s stock markets was rather obsolete: the share settlement system was paper based
and computers were not introduced in the stock markets function. Also, the BSE has a

history of not enforcing its rules and allowing market manipulation. After a big financial

scandal in 1992, the authorities decided to promote a competitor to the BSE, the NSE.
Competition between the two exchanges has resulted in the modernisation of both. In
September 1992, the government allowed foreign institutional investors to buy Indian
shares. Investors could buy up to 5% of any company’s shares and all foreign portfolio

investors could not hold more than 24% of any company. Some of the restrictions were
further relaxed later on. Despite the restrictions foreign investors poured money into the
stock market: the market capitélisation grew from l,llb billion rupees 1n 1990 to 3,980
billion rupees in 1993. However, it is not clear how this money was invested. In 1992,
Indian companies were putting 3% of their funds into stocks and bonds and 52% into
fixed assets; in 1993 they put 22% into the markets and only 47% into fixed assets. Also,

much of the capital raised was used for restructuring of finance; they exchange expensive

bank credit for equity.

Most Indian banks were nationalised in two waves, in 1969 and 1979-80 by Indira
Gandhi. The restrictions imposed on them made them unprofitable. Until 1992 they had

to hold 38.5% of their net liabilities in government securities at very low yields. In 1992,
this figure-was changed to 30%. They also had to lent money to borrowers whom the
government considered worthy, again at very low rates. The banks’ staff were public

employees who could not be fired and their union was one of the stronger in the country.
In 1992, state owned banks employed 900,000 workers whose average pay was four
times the usual pay of other workers. The union had the power to dictate the banks’
operations. It refused to let the use of computers in more than one branch of every bank.

In 1993, the union agreed to the introduction of computers at the rate of 1% per year for

banks with fewer than 500 branches and 0.5% per year for banks with more than 500
branches. The profitability of the banks was eroded; in 1990 their profits were 1% of
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capital employed. In contrast, foreign banks which were allowed to operate in the
country were doing a lot better because the above rules did not apply to them. Since 1991,
the banking sector has been included in the liberalisation agenda and changes have been
made. The government bailed out problematic banks with re-capitalisation bonds; fresh
capital for the banks while the government assumes their bad loans. The total bad loans
of all 27 state banks 1n 1997 was 396 billion rupees, or 17% of their loan books. Since
the reform started, the banks followed stricter accounting rules, have strong balance
sheets and most have reported profits. The state banks could also issue shares and the
foreign stock offering by the State Bank of India in 1997 was a big success. Many

foreign financial institutions, such as Merrill Lynch and Goldman Sachs, have pursue

partnerships with Indian financial firms because the financial market in India is
undeveloped and it has a great potential. Foreign banks have also helped Indian firms to
raise capital abroad in the form of Global Depository Receipts. Since 1992, more than $5

billion were raised by Indian firms this way.

2.3.3. Mexico

In 1928, the National Revolutionary Party - which today is named the Institutional
Revolutionary Party - was established and has been in power ever since. It is the world’s
longest governing political party. Some of the party’s economic policies was
protectionism and import substitution. Mexico’s growth rates for the last thirty years were
low when compared to other developing countries. In the 15 years to 1981, Mexico’s
GDP grew by an average of 6.7% a year. From 1970 to 1982, Mexico’s presidents - Luis
Echeverria and Jose Lopez Portillio - followed expansionary policies which led to high
inflation and deterioration of the balance of payments. Although government revenue
grew 1n 1978 because of a high oil price, public spending grew even more. From 32% of
GDP 1n 1978, public spending was raised to 48% of GDP in 1982. To cope with the
increased spending, Mexico had to borrow from abroad. In the three years from 1979 to

1982, Mexico debt increased from $50 billion to $90 billion, which was about 60% of
GDP or 335% of annual exports. In the three years to 1981, the economy grew fast but

inflation rose to 100%. The peso was fixed against the dollar so it became overvalued. To
lower 1nflation, the government responded with controls in prices and imports. In 1981-

82, the price of o1l fell and the US, which was the main market for Mexican exports, went
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into a recession (US short term interest rates jumped from 9% in 1978 to 17% in 1982).
Mexican revenues fell and the dollar denominated national debt became more expensive.
Foreign reserves dried up and the government imposed stiff import controls. Imports fell

by 40% after the quota were imposed and economic growth stopped. In August 1982

Mexico declared a moratorium on its debt repayment.

Since then Mexico has been praised by world economists but its economic recovery has

not been stable. After 1982, the Mexican government tightened fiscal and monetary

policy, devalued the peso and implemented liberalisation policies suggested by the IMF.
In 1984, the public sector borrowing requirement (PSBR) was 8% of GDP, down from
17% in 1982. As the economy was recovering, in 1985 an earthquake flattened Mexico
City and in 1986 the o1l price collapsed. The PSBR widened and the current account

went back into deficit. In the two years to mid-1987, the peso was devalued by 45%
giving a boost to exports but sending inflation to 160% in December 1987. One of the
measures took by the government to combat inflation, was to freeze wages and salaries
through the Economic Solidarity Pact of December 1987. This was an agreement with
trade unions and businessmen to freeze wages and prices. By December 1988 inflation
was down to 50%. The government continued its tight fiscal policy. In 1989, the budget
deficit was 5.8% of GDP, down from 16% in 1986. The peso was devalued again in 1988
by 20%. Between 1982 and 1988, GDP declined by an average 2% per year. Since 1988

the country experienced some economic growth but not as high as it hoped for (for the

period 1988 to 1993 the economy grew by an average of 3.5% per year). In 1993, the

government push up interest rates and the economy went into recession. By 1994,
inflation was very low (below 8%) and the budget was in surplus. However, interest rates
were very high and small and medium companies which could not find finance outside

Mexico had to pay real interest rates of 15-20%, driving thousands of them bankrupt.

Mexico’s exchange rate policy was to fix the peso against the dollar and at times it

devalued the peso at a constant datly rate (e.g. in 1989 the peso was devalued at an annual

rate of 14%). That rate of devaluation was much lower than the rate of inflation and

although 1t reduced 1nflationary expectations it resulted in an overvalued peso. At times

when the peso looked very expensive residents sent their capital abroad forcing the
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government to raise interest rates in order to keep foreign exchange into the country (in
1989 the real interest rate was 35%). Eventually the government was forced to devalue
the peso in December L1994, in the wake of a major crisis which spread in other Latin
American countries (the ‘tequila’ effect). The 1994 crisis was devastating for Mexico.
GDP fell by almost 7% in 1995. The country did not have enough foreign reserves to
service its debt. Eventually, it was bailed out by a US $40 billion rescue plan. After the
devaluation, exports rose sharply and by 1996 the country showed strong signs of

recovery. The peso was allowed to float freely against the dollar so that a devaluation

would not have to happen again.

Since 1982 the Mexican government implemented reform policies. The first step for
Mexico was to join the GATT 1n 1986 and liberalise its trade. This forced Mexican
companies to compete with foreign companies. Between 1982 and 1994 the Mexican
economy was completely transformed. The protectionist, state-led country became an
open country with market oriented policies. Import quotas weré abolished and tanffs
were lowered from an average of 45% in 1982 (and ranging up to 200%), to an average of
11% in 1987 (and ranging up to 20%). In 1982, 95% of imports needed licences and 1n
1987 only 6% of imports needed licences. Personal income tax was cut from 50% to 35%

and corporate tax from 56% to 35%. Tax loopholes were closed. President Salinas set up

an anti-regulation agency, whose job was to scrap regulation which made opening and
operating a business difficult. The Salinas government also liberalised foreign investment

so that every investment of less than $100 million was automatically approved, unless it
was in industries of strong national interest such as banking and oil. The central bank was
given independence. The agricultural sector was also reformed. Until then, land in
Mexico was given to farmers through the ejidos; collective firms where the farmers did
not own the land. This system made sure that all farmers had land. The problem with the
system was that farmers did not have any incentive to invest in the land since they were

not assured of 1ts use. Throughout the 80’s investment in agriculture was less than 2% of

output. Under the reform system, farmers would have ownership of their land and they

could seek joint ventures with foreign investors.
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In 1994, Mexico joined the North America Free Trade Area. Another part of the reforms

was the privatisation programlhe. The government tried to limit its involvement in the
market by selling or closing down state owned companies. From the 1,155 parastatals in
1982, 230 were privatised raising $3 billion and hundreds of others were closed by 1990.
Between June 1991 and July 1992, the 18 state national commercial banks were

privatised yielding $12.4 billion. Most of the privatisation proceeds were used to pay the

country’s debt.

Banks were nationalised in 1982 for $600 million by President Jose Lopez Portillio.

About ten years later the government decided to privatise them again. The main reason

banks were nationalised was because after the 1982 crisis most banks were technically
bankrupt. Throughout the 80’s companies and consumers had very little access to finance
because most banks were unable to lend any money. Most of the credit during that period
was provided by the government. At the end of 1991, M4 as a percentage of GDP was
about 46% when in other countries it was more than 100%. At that time there was only
one branch per 18,000 people compared with one for every 2,000 in Western Europe.
Consumer loans in Mexico represented about 5% of GDP compared with about 50% in
Canada. Investors realised that the banking sector in Mexico had enormous potential and
paid more than three times book value to buy into the banks during the privatisation
programme. After the privatisation 1n 1992, bank loans grew by 25%. Banks were
allowed to compete with each other since interest rates were liberalised in two stages in
1988 and 1989. More than half the banks were bought by securities firms and formed

financial groups. After liberalisation, 1t seemed that banks were still taking the same risks

that nearly made them bankrupt in 1982. A lot of the banks were borrowing dollars and

lending pesos, taking advantage of the stable exchange rate and the big difference

between Mexican and US inflation. In order to avoid another crisis the central bank
limited banks’ foreign exchange liabilities to 10% of their total borrowings. Several of
the banks had a large percentage of bad loans in their portfolios. Overdue loans in 1992,
accounted for 4.7% of total loans while some banks had up to 14% of their loans not
paying interest. About 9% of credit card loans were overdue. The problems escalated in

1995, following the December 1994 peso devaluation. Several banks avoided bankruptcy

thanks to government schemes which bailed them out. These schemes included the sale of
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one tenth of all debts to the government, real interest rate cups and the lengthening of
some debts’ maturities. The government created an agency to restructure and sell many of

the banks’ assets which it held, trying to create a secondary market for bank loans. In
1996, bad loans accounted for more than 30% of banks’ total loans. Banks were not

allowed to consolidate and foreign firms could not have more than 1.5% of the market in

1992. By 1996, about 14% of Mexico’s banking industry belonged to foreigners.

The Mexican stock market is very volatile compared to other emerging stock markets.
After the 1982 crisis, the Mexican Bolsa was one of the most profitable in the world.
Between 1982 and 1987 the market rose 16-fold. In 1982 there were 66,000 accounts
with stock brokers and in 1987 the figure was 312,000. The equity market was dominated

by five big companies (Telemex, the communications monopoly, Televisa, the
broadcasting giant, Cemex, the cement producer, ICA, the construction and engineering
company and Vitro, the flat glass produce). Foreign participation in the Bolsa was

relatively small (22% of market capitalisation 1n 1992) but accounted for 60% of the

market’s turnover. Between 1982 and 1997 the market had two major crashes, one in
1987 before the peso devaluation and one 1n 1994 when the peso was devalued. However,
for the rest of the period the index was still very volatile and the index experienced mini
crashes (e.g. in September 1992 it lost one third of its value because of fears that Mexico
would not join NAFTA and in April 1994, mainly because of political uncertainty). A lot
of Mexican stock is traded in New York and in total, 41 stocks were traded in foreign
markets in 1993. Because many Mexican blue chip are traded in the New York stock

exchange which opens one hour earlier, prices in the Mexican Bolsa usually follow New

York. In 1993 legislation was approved to allow foreign stocks to trade in Mexico.

2.3.4. South Korea

The economic “miracle” of South Korea has for many years baffled the advocates of free
market. From 1910 to 1945 Korea was under Japanese rule. When the war ended the
country was split. Three quarters of South Korea’s citizens were impoverished farmers.
Since then the country has expenienced spectacular economic growth. This growth was

the result of the Korean model designed by Park Chung Hee who run the country from his

coup in 1961, to 1979 when he was assassinated. Park directed investment towards the
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development of heavy industry such as steel and shipbuilding. These industries were
heavily subsidised. The focus then was on economic growth and nothing else. Wages
were very low by international standards which made the South Korean products very
competitive. The ingredients behind the spectacular South Korean economic growth were

subsidised capital, imported technologies, low wages, promotion of exports and

restriction of imports.

The promotion of these industries resulted 1n the creation of huge conglomerates, the
chaebol. Unlike India, where government intervention resulted in inefficient and loss
making industries, the chaebol were very successful. POSCO, for example, the steel
manufacturer, became in a few years a very efficient steel maker and successfully
competes with Nippon Steel, the world’s largest steel manufacturer. The economic
success of South Korea during the late 1970s and early 80’s was very high by
international standards: between 1953 and 1988, national income in real terms had
expanded by 1,200%. While 1n 1970 there were refrigerators in 2% of households and

telephones in 4% of them, in 1988 three quarters of households had refrigerators and half
of them had telephones.

The government spent a lot of money on education: in 1960 27% of children were
enrolled at school; in 1983 the same figure was 89%. There is also intense competition
for university places since without a degree, a South Korean is expected to find a job only
as a labourer. Another desirable effect of economic growth was the reduction in poverty:
in 1965, 40.9% of households were in absolute poverty; in 1980, 9.8% of households

were poor. The economic growth of the country had undesirable side-effects as well. The

government did not concern itself with problems that could hamper the competitiveness
of South Korean products by increasing their costs. So, the country was left with a big

pollution problem, inadequate social welfare and no safety standards for workers.

For all their success the chaebol had a big problem: to expand rapidly they borrowed vast
amounts both domestically (low rate loans) and abroad. In 1986, South Korea’s debt was

$46 billion, the largest in Asia. The chaebol, assured of government protection, continued

to borrow and expand their operations in every sector they could. Furthermore, the
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chaebol distorted competition. A chaebol subsidiary could drive competition out of

business because it enjoyed easy access to capital, political contacts, a ready-made

customer base and the ability to sustain losses for a prolonged period since the parent
company would always cover them. However, 1if business slowed down, the chaebol
would be unable to service their huge debts. Because of their size, this would have a

devastating effect on their associate companies and banking system and the whole

economy could become unstable.

The administration of Chun Doo Hwan, which succeeded Park, tried to break up the
chaebol and reduce their importance in the economy. They also tried to reduce
government intervention and introduce liberalisation policies’. The government
introduced legislation to stop chaebol member firms guaranteeing loans for another
member, restrict cross-shareholdings, reduce indebtedness by issuing shares and limit
their operations to two or three industries. The first major incident of a chaebol in trouble

was in 1985, when Kukje, the sixth biggest chaebol, collapsed resulting in the write off or
roll over of 900 billion won of loans. In 1997, a full blown economic crisis hit South

Korea resulting in thousands of bankruptcies.

In December 1987, South Korea saw democracy and an elected president after many
years of colonial rule and dictatorships. Democracy brought pressure on the government
to increase the low wages and trade unions gained significant power. Between 1987 and

1992, average wages rose by more than 18% a year, while productivity rose by only 10%

a year according to estimates of the Bank of Korea.

The banking sector of South Korea had been used to develop the heavy industry. The
country’s four commercial banks were nationalised under Park and privatised during the
1980s. Five more banks were allowed to open up. The government did not let the banks
assess the riskiness of their borrowers because the development of the market was not
based on market forces but the state’s industrial plan. Although the country has several

successful companies, several others failed leaving the banks full of bad debts, which in

1987 accounted for 10% of total commercial bank lending. In the 1980s the government

® For a review of the 1980s reforms in South Korea, see: Amsden and Euh (1993).
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decided to interfere less in companies’ investment decisions but it still promoted favoured
sectors of industry and the banks had to finance them. In 1990, these “policy loans”
accounted for 54% of total bank lending..In 1982, the government abolished preferential
lending rates and set all bank lending rates at 10%. However, lending at preferential rates
of interest continued after that. In December 1988, the government liberalised interest
rates and<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>