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CORPORATE GOVERNANCE IN PUBLICLY-QUOTED COMPANIES

Abstract

This paper examines the factors that determine whether a nation’s system of corporate

governance works to maximize overall corporate value and protect the legitimate interests of

non-controlling stakeholders. It begins by defining the major components of an effective

corporate governance system, and describing how various components (legal and regulatory

systems, accounting standards, product market competition) can reinforce each other if designed

effectively—or retard each other otherwise. The paper then asks why “corporate governance”

has become such a burning topic among policy-makers and academics, and answers this question

in three ways. First, corporate governance has become important because the role of capital

markets has grown so dramatically during the past decade. Second, a flood of recent academic

research has clearly documented the importance of effective governance in maximizing the value

and productivity of a nation’s publicly traded firms. Third, the spread of privatization programs

around the world has forced governments to improve (or create) effective governance systems in

order for the programs to be perceived as economic and political successes. The paper next

surveys the various strands of academic literature that have contributed to today’s sophisticated

view of what constitutes an effective corporate governance system. Finally, this survey lists

several specific steps that reforming governments should take to improve corporate governance,

and concludes with a discussion of the economic benefits that can accrue from designing an

effective governance system.



Corporate Governance of SOEs in China
Beijing, 18-19 January 2000

4
Copyright © OECD 2000 All rights reserved

CORPORATE GOVERNANCE IN PUBLICLY-QUOTED COMPANIES

Every sovereign nation has a system of corporate governance, though very few countries

are content with their system as it currently functions. A nation’s corporate governance system

can be defined as the set of laws, institutions, practices, and regulations that determine how

limited-liability companies will be run—and in whose interest. Given the economic primacy of

publicly quoted firms in most national economies, the current debate about corporate governance

centers on these large companies. Specifically, the debate focuses on how to create a legal and

regulatory system that will give the managers of public-listed companies the incentive to operate

their firms in a way that maximizes economic value and financial performance, and to protect the

legitimate interests of non-controlling corporate stakeholders. Several dramatic recent examples

of corporate governance calamities, particularly in Russia and a few other transition countries,

have added new urgency to a long-standing academic debate regarding the proper objective

function for corporate managers and the appropriate methods of monitoring and controlling

company insiders. This debate has now entered the mainstream of political discourse as policy-

makers around the world grapple with challenges posed by the drastically increased role played

by publicly-quoted companies—particularly privatized companies—in most national economies

over the past decade.

This paper surveys the academic literature on corporate governance, with a specific

emphasis on the importance of such a system for countries implementing large-scale

privatization programs. While developing an effective, value-maximizing system of corporate

governance is an increasing concern for most nations, doing so becomes a political and economic

imperative for countries wishing to launch privatization schemes, particularly share issue

privatization (SIP) programs. Both the financial success of the program and the electoral survival

of the sponsoring government typically hinge on the post-privatization operating performance of

the former state-owned enterprises being divested, and on the financial return earned by the

newly-created class of citizen-shareholders on the stocks they purchase. However, almost by

definition, countries that are contemplating a significant privatization program will lack many or

most of the necessary ingredients of an effective (private) corporate governance system, and will

instead have to create such a system on the fly. This is typically a much more difficult task than

simply selling off large numbers of state-owned firms (itself no mean feat), since it involves the
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necessity of reforming so many laws and institutions simultaneously. Creating a satisfactory

corporate governance system generally involves at least the following: (1) changing a nation’s

corporate and securities laws, (2) strengthening (or creating) the listing and disclosure

requirements for its stock exchanges, (3) enhancing the independence and competence of the

national judiciary, and (4) establishing a regulatory regime capable of balancing the competing

claims of managers, outside shareholders, and creditors. The economic pay-off from success in

this endeavor can be extremely large, but so can the penalties for failure.

This paper is organized as follows. Section 1 describes the most important elements of an

effective corporate governance system, and discusses which elements are typically the most

important determinants of a system’s success or failure. Section 2 surveys the large, and rapidly

growing, volume of recent academic research on corporate governance, and describes why this

research has suddenly become so interesting to policy-makers around the world. In particular,

this section will document the stunning, global rise of capital markets as financiers and arbiters

of economic performance over the past fifteen years. Section 3 switches from an analytical to a

prescriptive mode, and describes the steps that most countries need to take to create an effective

corporate governance system. Naturally, this is the section where the author most enjoys the

academic luxury of describing what should be done without having to be responsible for

developing and implementing such a plan in the real world of political economics. Section 4

concludes with a discussion of the economic payoff that can be reaped through creating an

effective corporate governance system, and of the equally great consequences of failure.

1. What are the key elements of an effective corporate governance system?

Much of the “central plumbing” of an effective national corporate governance system is

apparent to all observers. Obvious components include a nation’s system of corporate and

securities law, its court system (and the independence and activism of its judges), the regulatory

bodies established to enforce governance regulations, and the rules of the nation’s capital

markets. Each of these aspects of corporate governance will be discussed in greater detail in the

next section, since these are the very areas that academic research has focused on in recent years.

For now, we will only briefly highlight each one’s role, and then proceed to describe other, less

obvious pieces of the corporate governance puzzle.
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A nation’s corporate and securities laws should clearly establish the rights and

responsibilities of managers, investors, creditors, and other corporate stakeholders, and these

laws should provide mechanisms for stakeholders to protect their rights and to resolve disputes.

Of particular importance are those laws defining the voting and cash flow rights of non-

controlling shareholders and the rights of creditors to force non-paying corporate borrowers into

bankruptcy in the event of non-payment. The legal system must also establish clear information

disclosure requirements on firms, since outside shareholders and creditors must have timely,

ongoing access to corporate information in order to enforce their claims, and managers are

generally unwilling to disclose this data absent a legal mandate to do so. A nation’s courts are at

least as important to effective governance as is the body of law itself. These must be capable of

enforcing commercial laws, adjudicating claims, and enforcing private property rights in a timely

and effective manner. Finally, the legal system’s disclosure rules in most countries are also

buttressed by the listing requirements that the nation’s stock and bond markets impose on firms

wishing to list securities for public trading.

Less obviously relevant to effective corporate governance are such cosmic issues as the

degree of product market competition and the level of macro-economic and political stability, as

well as seemingly mundane topics such as the national commitment to transparent and

internationally accepted accounting standards. Historical experience suggests that it is very

difficult for businesses to operate effectively in a nation wracked by political or macro-economic

instability. These are especially damaging for capital spending, since entrepreneurs are typically

unwilling to make long-term, potentially expropriable investments in a country where legal rules

are prone to sudden change or where taxes, inflation, or high interest rates can quickly eviscerate

an investment’s value. An equally damaging aspect of instability is the set of incentives this

gives to corporate managers. Even in the best of circumstances, managers will face a tension

between maximizing a firm’s long-term market value and looting the firm for their own short-

term gain. When managers must operate in an uncertain macro-economic and legal environment,

this balance usually shifts heavily in favor of self-dealing over value-maximization. Perhaps the

worst of all possible environments for effective corporate governance is the all-too-frequent case

of a country suffering from political and economic instability, high inflation (itself usually the

result of fiscal profligacy), and endemic corruption. This adds the necessity of paying an
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unending stream of bribes to all the other burdens and temptations of managing a business in the

interest of outside investors.

The importance of product market competition in promoting effective corporate

governance becomes fairly obvious upon reflection. Firms exposed to intense competition in

product and factor markets must be efficient and responsive to customer needs to survive.

Phrased differently, highly competitive industries generate relatively few economic rents and

thus provide few opportunities for corporate managers to enrich themselves at the expense of

outside investors. Additionally, competitive industries tend to also be characterized by

competitive labor markets. Therefore managers who develop a reputation for maximizing firm

value will be rewarded financially and professionally, whereas those with a reputation for

exploiting outside investors will be penalized. On the other hand, protected or monopolistic

industries tend to generate significant economic rents, over which managers exercise effective

control. The temptation managers have to consume these rents is made all the stronger by their

non-transparent nature, and by the reality that non-competitive industries (or economies) are

unlikely to have competitive labor markets capable of punishing managerial self-enrichment.

While few would doubt that economic stability and product market competition are

critically important in promoting effective corporate governance, the importance of mandating

nation-wide adoption of internationally-accepted accounting standards is less clear-cut. In fact,

both academic research and accumulated experience clearly show that investors will shun any

capital market that does not require public companies to regularly disclose a great deal of

detailed (and audited) financial information, prepared according to the accounting standards

observed in best-practice countries. Domestic investors will be unwilling to commit their savings

to such opaque markets, and international investors will avoid them in favor of markets

characterized by transparent accounting and information-disclosure standards. Being thus

relegated to the second (or lower) tier of international financial markets can be crippling for a

nation’s long-term economic prospects. This is because global investment capital flows now

exceed $500 billion dollars per year, and the relative importance of capital markets in the world’s

economies has more than doubled over the past decade.
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2. Why has interest in corporate governance increased so dramatically?

Every so often, the ivory tower world of academic research and the imminently practical

(though far less reflective) world of political decision-making intersect on a topic of mutual

interest, and this has clearly occurred with respect to corporate governance. There are, we

believe, three principal reasons why interest in governance issues has grown so much in recent

years. First, there has been a dramatic increase in the relative importance of capital markets in

almost all of the world’s major economies—and a quantum leap in the direct financing role

played by bond markets in particular. Second, several major streams of academic research have

in recent years clearly documented a direct link between economic growth and the existence of

efficient and liquid capital markets, and of the key role that effective corporate governance plays

in promoting the growth of these markets. Finally, the rapid global spread of large-scale

privatization programs has forced many different countries to confront the need to develop

workable systems of corporate governance, since in its absence the privatization program will

likely fail. We examine each of these issues in turn.

2.1. The rise of capital-market based corporate finance

As recently as ten years ago, it was possible for objective observers to argue that a system

of corporate finance that relied primarily on commercial banks and other financial intermediaries

could be competitive with a corporate finance system based on capital market financing. This is

no longer the case. Since 1990, capital markets around the world have increased massively in

size—both absolutely and relative to national GDP—even as commercial banking systems in

both developed and developing countries have experienced crisis and retrenchment. In fact, the

scope of the capital markets’ triumph is almost breath-taking, as can be shown by examining

summary measures of market capitalization and trading volume today versus years past, and by

documenting the ten-fold increase in the annual volume of new securities issued world-wide.

Table 1 describes the growth in the total market capitalization, and in the value of shares

traded, on the world’s stock exchanges over the 15-year period 1983 to 1998. Figure 1 presents

the market capitalization data visually. As can be seen, this was a period of almost incredible

growth for every stock exchange except Japan’s—which suffered a devastating decline in total

capitalization after peaking in value at $4.4 trillion in 1989, and which today is barely four times
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as valuable as it was in 1983. By contrast, the total capitalization of the U.S. market increased

almost seven-fold (from $1.9 trillion in 1983 to $12.9 trillion at the end of 1998) and total world

market capitalization increased almost eight-fold (to $26.5 trillion) over the same period. The

growth in markets outside the United States was even greater. The total capitalization of non-

U.S. stock markets increased by almost an order of magnitude during the 1983-1998 period,

rising from $1.49 trillion to $13.59 trillion. The total market capitalization of developing country

stock exchanges increased by 24 times during these fifteen years—even after declining

significantly from 1997’s peak value of $2.5 trillion to $2.0 trillion in 1998.

**** Insert Table 1 and Figure 1 about here ****

As impressive as the rise in market capitalization has been, trading volumes increased

even more. The total value of shares traded worldwide increased sixteen-fold between 1983 and

1988, rising from $1.2 trillion to over $19.4 trillion. As before, non-U.S. markets experienced the

greatest increases, with the value of shares traded on markets in developing countries rising from

a mere $25 billion in 1983 to over $2.7 trillion in 1998. This hundred-fold increase in market

liquidity was largely due to the increasing popularity of “emerging market” investing among

western investors—particularly institutional investors such as pension and mutual funds. The

reader should bear in mind that these capitalization and volume figures do not include data from

1999, a year which set valuation and trading records both globally and in most national markets.

Table 2 measures the rise of stock market capitalization somewhat differently—by

expressing it as a percentage of national and world GDP. The aggregate market capitalization of

the world’s stock markets increased from 51.8 percent of global GDP in 1990 to 84.6 percent in

1997 (by the end of 1999, market capitalization almost certainly exceeded GDP). These overall

figures hide even more dramatic individual stories, regarding both absolute valuation levels and

rapid increases in relative valuation. As examples of strikingly high ratios of stock market

capitalization to GDP, consider those of the Netherlands (140%), the United States (144%), the

United Kingdom (155%), South Africa (180%), Switzerland (225%), and Hong Kong (241%).

Equally revealing are countries with low valuation ratios, including Japan (53%), France (48%),

Germany (39%), Italy (30%), and Austria (17%). Examples of countries that experienced

dramatic increases in market capitalization relative to GDP between 1990 and 1997 include

China (0.5 to 23%), Brazil (3.5 to 31%), Israel (6 to 46%), Finland (17 to 61%), New Zealand

(20 to 140%), Australia (36 to 177%), and Sweden (43 to 120%). These increases in stock
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market valuation far exceeded any comparable growth in corporate profits or national output, and

instead reflected a fundamental reassessment of the value of a nation’s common equity.

**** Insert Table 2 about here****

Another way to measure the rise of capital markets is to examine whether their share of

annual corporate financing activity has grown relative to that of other sources of funding,

particularly commercial banks. While we know of no comprehensive international listing of the

financing market shares of banks versus markets, the data presented in Table 3 clearly shows that

the annual volume of global security issues has surged over the past decade. Worldwide

offerings of debt and equity securities total $504 billion in 1990 (and barely $300 billion in

1988); by 1998 this figure had quintupled to $2.53 trillion, and then climbed above $3 trillion in

1999. Even though security offerings by U.S. issuers accounted for two-thirds of the global total

throughout this period, that still implies that non-U.S. securities issues increased from $191

billion in 1990 to $712 billion in 1998. Given the phenomenal success of the euro-denominated

bond market in 1999, comprehensive figures are likely to reveal that non-U.S. securities issues

more than doubled last year, to over $1.5 trillion. Such a six-fold increase in global security

issuance, and eight-fold increase in non-U.S. issuance, is unprecedented in modern international

financial history (though domestic bond issues often surge during major wars), and completely

dwarfs the increase in total bank financing during the 1990s.

****Insert Table 3 about here****

As the table and discussion above makes clear, the past decade has witnessed a dramatic

rise in the absolute and relative size of capital markets in most of the world’s major economies.

This alone would suggest that corporate governance issues would come to the fore of political

debate worldwide. But capital markets did not rise in an ideological vacuum; instead they surged

during a period of intellectual ferment, as reflected in a remarkable increase in the number of

published academic articles dealing with corporate governance and comparative corporate

financial systems. We address this stream of research next.

2.2. Academic research on corporate governance

At its best, the relationship between academic research and public policy-making can be

symbiotic, with academics bringing their objectivity and analytical skills to bear in addressing

issues of abiding interest to elected officials. This happy confluence has in fact occurred
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regarding academic research into corporate governance during the past ten years—it has

flourished just as governments have begun reaching for policy guidance. One of the first

influential papers was Shleifer and Vishny (1997), since it synthesized the existing strands of

research to that time—and was in fact named “a survey of corporate governance.” Since then,

four specific lines of research have emerged, and these will be discussed in turn below. The first

line examines how a country’s legal system (especially whether the system is based on English

common law) influences the size, efficiency, and productivity of that nation’s capital markets.

This stream is complemented by the second line of inquiry, which studies whether the size and

efficiency of a nation’s capital markets influences the rate of economic growth the country can

achieve. The last two major lines of research examine the role of the state in a nation’s economic

life, beginning with those studies that test whether private ownership of business assets is

inherently superior to state ownership. Finally, we will summarize the rapidly growing empirical

literature testing whether privatization improves the operating and financial performance of

previously state-owned firms.

Since this manuscript focuses on international systems of corporate governance, we will

not survey the vast theoretical and empirical literature on U.S. mergers and acquisitions or the

management compensation policies adopted by American corporations—unless the results of

these studies are truly generalizeable to a global context. Additionally, we will not devote much

attention to any one of the several survey articles on corporate governance that have been written

during the past year, though four highly readable and informative surveys deserve specific (if

brief) mention. Maher and Andersson (1999) present a comparative analysis of the “shareholder”

versus the “stakeholder” models of corporate governance, and conclude that neither has decisive

competitive advantages. Though we disagree with this conclusion (believing instead that only the

shareholder model has real survival value), this paper provides a sophisticated assessment of

what other researchers label the “capital-market based” versus “bank-based” (or “Anglo-Saxon”

versus “European”) models of corporate finance and governance. Black, Kraakman, and

Tarassova (1999) focus primarily on the causes of Russia’s dismal privatization experience,

though they also provide an excellent overview of corporate governance principles. Coffee

(1999) emphasizes the importance of legal systems generally--and securities law in particular--in

an effective system of corporate governance. Finally, Lin (2000) presents the single best

discussion we have read of the multi-faceted nature of a value-maximizing corporate governance
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system. Lin’s focus is on China, but he also discusses topics that are globally relevant, such as

the need to promote product and labor market competition, mandate international accounting

standards, and set up effective legal and regulatory bodies as a counter-weight to managerial

control.

2.2.1. Capital markets and national legal systems

Though several authors have commented on the importance of legal systems to effective

corporate governance, the works of LaPorta, Lopez-de-Silanes, Shleifer, and Vishny (hereafter

LLSV) have had unprecedented impact due to their number and the fact that the papers have

been published in very prestigious academic journals. Using a sample of 49 countries, LLSV

(1997) show that countries with poorer investor protection—measured both by the character of

legal rules and the quality of law enforcement—have smaller and less liquid capital markets.

This is true for both debt and equity markets, suggesting that stock and bond markets are

complements rather than supplements, and both require the proper legal infrastructure to reach

maturity. LLSV (1997) also show that French civil law countries offer much poorer investor

protection than do common law countries, and LLSV (1998) show why this is so. They examine

the investor protection characteristics of the world’s four basic legal systems (English common

law, French civil law, and German and Scandinavian law), and find that the common law

countries offer by far the greatest protection to non-controlling investors. Further, LLSV (1998)

document (and provide a rationale for) the fact that ownership concentration is highest in

countries offering poor investor protection, which is consistent with the idea that small,

diversified shareholders are unlikely to be important in countries that fail to protect outside

investors. In a specific investigation of the ownership structures of the largest publicly traded

companies in the world’s developed economies, LLSV (1999a) show that dispersed ownership

structures are common only in the U.S., Japan, and Britain. Effective family control over even

the largest companies—often exercised through pyramidal share ownership structures--is the

norm everywhere else. LLSV (2000a) also find that dividend policies in different nations are

related to ownership structure-related agency costs.

Empirical studies by LLSV and others support their proposition that a nation’s legal

system influences the optimal ownership structures of publicly listed companies, and that

ownership structure “matters.” LLSV (1999b) find that the size of a nation’s government is
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related to its efficiency, honesty (the legal system again), and the demographic make-up of its

citizenry. LLSV (2000b) document that countries with the greatest legal protection for investors

also assign the highest valuation to publicly-traded share. The clear implication of this finding is

that individual investors are more willing to entrust their savings to capital market investments

when they are confident that their wealth will not be expropriated by insiders. Demirgüç-Kunt

and Maksimovic (1998) show that in countries whose legal systems score high on an efficiency

index, a greater proportion of firms use long-term external financing. Since their measure of

efficiency is different from LLSV’s, the results are not a direct test of the LLSV hypothesis that

common law countries offer better investor protection than civil law countries (especially since

France receives higher efficiency scores than Britain). Nonetheless, Demirgüç-Kunt and

Maksimovic document that an active stock market and large banking sector are associated with

externally financed firm growth, and that companies in countries with weak financial sectors are

unable to fund maximum achievable growth. Finally, though Coffee (1999) takes issue with

LLSV’s focus on the transcending importance of a nation’s system of corporate law, he agrees

that the commercial legal system is a vitally important part of an effective corporate governance

system—though he emphasizes differences in national securities laws and regulations.

2.2.2. Capital market development and economic growth

For many years, a debate has raged within academic finance regarding whether a capital

market-based system of corporate finance is inherently better or worse than a bank-based system.

During the late-1980s and early-1990s, when Japan and Germany appeared to be out-performing

major capital market-oriented countries such as Britain and the U.S., the academic literature

often favored bank-based systems. Examples of this literature include Prowse (1992), Kester

(1992), Porter (1992), and the supporting arguments are summarized in Maher and Andersson

(1999). More recently, however, the weight of opinion has swung strongly in favor of the idea

that capital markets have decisive comparative advantages over banks and other financial

intermediaries as optimal monitors and financiers of a nation’s corporate life. This reassessment

has been driven in part by the observation, discussed at length above, that capital markets have

been prospering relative to banks for many years now. The repetitive nature—and massive

costs—of banking crises in developing and developed countries alike has also convinced many
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observers that banks are inherently fragile institutions, whose role in corporate finance should be

minimized as much and as quickly as possible.

While experience and observation have driven much of the reassessment of the optimal

role of capital markets in corporate finance, academic research has also been important since it

now strongly favors capital markets over banks. The single most important paper in the stream of

research documenting that capital markets are essential for good corporate governance is the

survey article by Levine (1997). Additional papers by Levine and Zervos (1998), Rajan and

Zingales (1998), the Demirgüç-Kunt and Maksimovic (1998) article discussed above, and Henry

(2000) all direct or indirect support for the capital market optimality hypothesis.

2.2.3. The optimality of state versus private ownership

Another long-standing academic and policy-oriented debate that has recently taken a

twist towards decisive resolution involves the question whether private ownership of business

assets is necessarily superior to state ownership. Until the late-1980s, there was surprisingly

little evidence conclusively favoring private ownership, but that began to change with the

influential Boardman and Vining (1989) study. This showed that privately owned companies

were significantly more profitable than state-owned or mixed state and privately-owned

enterprises in both developed and developing economies. Vining and Boardman (1992) produced

similar findings in their study comparing the performance of private-sector versus Crown

corporations in Canada.

More recently, Hart, Shleifer, and Vishny (1997) and Shleifer (1997) examine under what

circumstances public ownership might be preferable to private ownership. They conclude that

the set of real-world instances where this might be the case was very small, and even then the

non-profit form will be superior to state ownership. Boycko, Shleifer, and Vishny (1994, 1996)

theoretically examine why state ownership is inherently less efficient than private ownership.

They conclude it is because politicians deliberately retain the ability to interfere in SOEs, and

have an ongoing incentive to do so. Perhaps most persuasively, Dewenter and Malatesta (2000)

empirically document that private-sector firms have significantly (and consistently) out-

performed state-owned enterprises for the past quarter-century.

In fairness, however, we should point out that academic research has found at least two

cases where state ownership is not necessarily value-destroying. Kole and Mulherin (1997) find
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that enemy-owned companies that were confiscated by the U.S. government during World War I

and II, and which were subsequently operated by state-appointed managers, were no less

efficient than comparable privately owned American firms. More generally, a series of academic

studies has documented that the post-1978 economic reforms in the People’s Republic of China

lead to dramatic performance improvements in Chinese SOEs. Groves, et al (1994), Xu and

Wang (1997), Li (1997), and Cao, Qian, and Weingast (1999) all find significant performance

improvements in Chinese SOEs, achieved without full privatization. However, none of these

studies argued that public ownership was better than private ownership (most would surely have

argued otherwise), and several other studies cast doubt upon the importance and/or the durability

of improvement achieved by these SOEs. This list of doubters includes Bai, Li, and Wang

(1997), Lin, Cai, and Li (1998), and Lin (2000).

2.2.4. The evidence on privatization

As we will document in section 2.4, the last ten years has witnessed a massive surge in

the size and number of firms being sold to private investors by governments around the world.

The cumulative value of privatizations passed $1 trillion during 1999, and over two-thirds of this

total was raised after 1989. Not surprisingly, an economic and political phenomenon as

significant as privatization has attracted a significant amount of academic attention, and several

important theoretical and empirical studies have recently been published. Early theoretical

studies, including Sappington and Stiglitz (1987) and Laffont and Tirole (1991), described the

conditions favoring privatization over continued state ownership and the incentives arising from

privatization, respectively, while Vickers and Yarrow (1991) presented a readable description of

the policy issues involved. Early empirical papers by Martin and Parker (1995) and Newberry

and Pollitt (1997)—which examine the British experience under Margaret Thatcher—offered at

best ambiguous support for the idea that privatization improves firm performance.

Except for these two papers, however, almost all other published empirical research has

supported privatization. One of the most influential papers, by World Bank researchers Galal,

Jones, Tandon, and Vogelsang (1995), compares the actual post-privatization performance of 12

large companies (mostly utilities) in four countries to the predicted performance of these firms

had they not been divested. This “counter-factual” approach found significant and pervasive

performance improvements after the state divested its shares. Single-industry or single-country
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empirical studies supporting privatization include Barberis, Boycko, Shleifer, and Tsukanova

(1996), Eckel, Eckel, and Singal (1997), Ramamurti (1997), LaPorta and Lopez-de-Silanes

(1997), and Claessens and Djankov (1999), while Jones, et al (1999) study the share allocation

and pricing terms of share issue privatizations.

A second category of empirical studies employs multi-national, multi-industry samples of

privatized companies, and generally tests whether performance improved after the companies

were privatized. For reasons of data availability—specifically, the need to have comparable

financial information before and after divestiture—most of these studies examine SIPs. Virtually

without exception, these studies strongly suggest that privatization is associated with significant

performance improvements. Two important studies—Pohl, Anderson, Claessens, and Djankov

(1997) and Frydman, Gray, Hessel, and Rapaczynski (1999)--examine the eastern European

experience, and find that private ownership (especially concentrated ownership) improves

performance after divestment. Three studies employ identical methodology to examine whether

companies privatized via share offerings between 1961 and 1996 experience performance

improvements after their IPOs. Megginson, Nash, and van Randenborgh (1994), Boubakri and

Cosset (1998), and Megginson and D’Souza (1999) collectively study 211 firms—split almost

evenly between developed and developing countries. These three studies (summarized in

D’Souza and Megginson) document significant improvements in sales, efficiency, profitability,

dividend payments, and capital investment spending after privatization, as well as reduced

leverage and increased or unchanged employment levels.

The past three years have also produced a number of survey articles focusing on various

aspects of the privatization experience. Nellis (1999) and Havrylshyn and McGettigan (1999)

examine privatization in transition economies, while MacKenzie (1997) describes the fiscal and

macro-economic implications of large-scale privatization programs. The aforementioned papers

by Black, Kraakman, and Tarassova (1999) and Lin (2000) provide overviews of the

privatization literature, but then focus on specific countries. Finally, Sheshinski and López-Calva

(1999) and Megginson and Netter (2000) provide general surveys of privatization research.

The paragraphs above have discussed how academic research has contributed to the

debate on corporate governance, and how this research has provided policy-makers with positive

economic answers to key questions. The next section, which documents the economic and
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financial importance of privatization programs, completes our discussion of “why” corporate

governance issues have risen to such prominence lately.

2.3. The impact of privatization programs on corporate governance

According to data published by Privatisation International magazine, the cumulative

value of proceeds raised by governments through privatization programs surpassed $1 trillion

sometime during the second half of 1999. As shown in Figure 2, well over two-thirds of this

amount has been raised since the start of 1990, and the annual volume of privatization proceeds

has exceeded $140 billion for the past three years. Over three-quarters of the total value of

proceeds raised has come from share issue privatization (SIP) programs, and these are by far the

most important in terms of the impact on corporate governance practices around the world. In

fact, it would be difficult to over-state the impact of SIP programs on global capital markets, on

the fiscal positions of divesting governments, or on the national stock markets of the countries

involved.

**** Insert Figure 2 about here ****

In many countries contemplating SIP programs, stock markets are sleepy, rather

backward places that play little active role in corporate finance or governance. Few people own

shares, and what stock ownership that does exist is highly concentrated in controlling blocks for

family-dominated businesses. This is an intolerable situation for a government that wishes to

raise very significant sums of money by selling blocs of shares in state-owned businesses to a

citizenry ignorant of—or, worse, hostile towards—the entire idea of stock ownership. To have

any chance of success, a government must create a new (and trust-worthy) corporate governance

system literally from scratch. Though this is always a difficult task, it is made easier by the fact

that many other countries have successfully executed SIP programs since 1979, and there is now

a vast store of accumulated experience available to guide novice privatizers.

As documented in Jones, et al (1999) and Menyah and Paudyal (1996), governments

adopting large-scale SIP programs are at least as concerned with political and economic

objectives in designing the share offerings as they are in raising revenues. In fact, the findings in

Jones et al, summarized below as table 4, show governments deliberately structure privatizing

share offerings to maximize political or economic benefits at the expense of revenue

maximization. As examples, consider the following choices that governments typically make:
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• SIPs are almost always offered to the public at a price that is significantly less than the

expected post-offering market price. In the language of academic finance, these issues are

underpriced, thus offering buyers the chance to make an immediate capital gain on the shares

purchased. Furthermore, the degree of underpricing is not related to uncertainty regarding the

divested firm’s long-term prospects—as is usually the case in private-sector issues—which

clearly indicates the underpricing of SIP shares is deliberate. This conclusion is reinforced by

the fact that governments almost always use fixed price offerings, rather than employ

competitive bidding to set the price of initial public offerings of SOE shares.

• Since the shares are underpriced, there is often massive excess demand (one offering was

over-subscribed 106 times) for privatization issues, which governments meet by

preferentially allocating shares to citizens over foreigners, to small investors over domestic

institutions, and to SOE employees over everyone else. Whereas investment bankers favor

institutional investors—regardless of nationality—in the allocation of underpriced private

sector stock offerings, governments do just the opposite for SIPs. This is consistent with a

governmental desire to promote share ownership as an end in itself among the citizenry, as

well as a desire to “bribe” SOE employees into supporting (or at least acquiescing in) the

privatization of their company and their own transition from public to private-sector

employees.

• As predicted theoretically by Perotti (1995) and Biais and Perotti (1999), governments

almost never sell all of their holdings in a SOE in one offering. Instead, they divest

ownership in multiple tranches spread out over several years. The logic of pursuing this

gradualist strategy is that it allows governments to build credibility with investors over time

by not resorting to discriminatory regulation or other means of expropriating the wealth of

SIP shareholders after divestiture. As investors’ faith in the government grows, it is able to

sell subsequent SOE tranches at progressively higher per share offering prices.

• The inherently political nature of SIPs is starkly illustrated by the frequency with which

governments insist upon retaining “golden shares” in privatizing share issues. These shares

give a government veto power over certain types of transactions—especially foreign

takeovers of former SOEs—even after state ownership has been fully divested. They are

clearly designed to assuage nationalist misgivings, and are used by most privatizing
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governments for some or all of their SIPs, in spite of the fact that experience suggests golden

shares will almost never be used (see McCurry (2000)).

**** Insert Table 4 about here ****

Taken as a whole, this pattern of behavior clearly suggests that governments care very

deeply whether their citizens have a positive investment experience after purchasing shares of

SOEs being privatized. Governments therefore take great care in designing share offerings, and

must then be equally concerned that the stock markets on which citizen-shareholders trade their

shares are fair and honest markets, rather than crooked casinos where insiders are able to rip off

naïve outside stakeholders. To ensure this, governments must take a number of steps more or less

simultaneously—including adopting a new regime of corporate and securities law, establishing a

regulatory body to oversee privatized utilities, and perhaps setting up an investor protection body

comparable to the U.S. Securities and Exchange Commission. But governments are not the only

actors who play critical roles in constructing post-privatization systems of corporate governance;

in particular, no institution is more dramatically affected by large SIP programs than is the

nation’s stock exchange.

Boutchkova and Megginson (1999) demonstrate that share issue privatizations have

immensely increased the size almost all non-U.S. stock markets during the past two decades. At

the end of 1983, the total market capitalization of the handful of British, Chilean, and

Singaporean firms that had been privatized by then was probably far less than $50 billion. By the

middle of 1999, the 153 privatized firms listed in either the Business Week “Global 1000”

ranking of the most valuable companies in developed-nation stock markets or in the Business

Week “Top 200 Emerging Market Companies” ranking had a total market capitalization of $2.44

trillion. While this was equal to approximately 10 percent of the combined market capitalization

of the firms on the two lists it was equal to over 21 percent of the non-U.S. total. This is because

American firms accounted for 494 of the Global 1000 firms and $11.3 trillion of the $19.7

trillion Global 1000 total capitalization.

It is almost certainly the case that privatized firms have an even greater impact on the

development of non-U.S. stock markets than these aggregate numbers suggest, because they are

generally among the largest firms in these markets. Also using Business Week 1999 Global 1000

and Top 200 data as presented in Boutchkova and Megginson, table 5 details the total market

value and relative size of the world’s 30 most valuable privatized firms. Columns 1 and 2 detail
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the company names and domicile countries, while column 3 shows the firm’s ranking in the

Global 1000 list (firms from the Emerging Market list are given the ranking they would have if

included in the Global 1000 ranking). Column 4 gives the firm’s ranking within its home market,

while column 5 lists the firm’s total market capitalization. The final column expresses the single

firm’s market capitalization as a percentage of the entire national market’s year-end 1998

capitalization (as detailed in the “Capitalization” section of the London Stock Exchange’s web-

site). Table 6 presents similar rankings of all 153 firms in the two Business Week lists, but

details which of the ten most valuable companies in a nation’s stock market are privatized firms.

**** Insert Tables 5 & 6 about here ****

Tables 5 and 6 clearly reveal the relative importance of SIPs in most non-U.S. stock

exchanges. Privatized firms are the most valuable companies in Japan, Britain, Germany, France,

Italy, Spain, Australia, Mexico, Singapore, China, Denmark, New Zealand, Portugal, Russia,

Taiwan, Korea, Argentina, Brazil, Greece, Malaysia, Poland, the Czech Republic, Hungary,

Turkey, Chile, Indonesia, Venezuela, and Pakistan. SIPs are the second most valuable firms in

many other countries—including Austria, Finland, Hong Kong, the Netherlands, and Israel.

Privatized companies are the first and second most valuable companies in eleven countries—

including Japan, Britain, Singapore, and Korea; they occupy the three top slots in Italy, Portugal,

Russia, and Argentina. Table 8 also reveals that the largest privatized firms by themselves often

account for sizable fractions of the total capitalization of national stock markets, even in

advanced countries such as Germany (10.5%), Italy (11.8%), Spain (14.8%), and Australia

(19.4%). In developing countries such as Singapore (15.8%), Korea (17.2%), and Mexico

(36.3%), individual privatized often account for very large fractions of the total market

capitalization.

These data make clear that share issue privatizations often transform the total capitalization

and liquidity (trading volume) of national stock markets, which suggests that many exchanges

have successfully developed listing requirements and disclosure rules that protect shareholders.

What this market level data obscures is just how many shareholders last SIP offerings can create.

In many cases, a single privatizing share issue will yield over 1,000,000 shareholders—often in

countries with little tradition of share ownership by individual investors. As mentioned earlier,

governments explicitly design SIP offers to attract individual citizen/investors, and they favor

certain groups (especially the employees of companies being privatized) with preferential share
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allocations and pricing. Additionally, many governments have voiced a desire to promote an

“equity culture,” meaning a greater willingness to support entrepreneurship through share

ownership, as one of the chief rationales for adopting privatization programs.

Boutchkova and Megginson (1999) also examine this issue. Specifically, they study how

many individual shareholders are created in certain large SIPs, as well as how these highly

atomistic ownership structures evolve over time. They compare the numbers of stockholders in

the privatized firms in the Business Week Global 1000 and Top 200 Emerging Market lists to

capitalization-matched private sector firms from the same markets, obtaining useable data for 97

of the 153 privatized companies, and for 99 of the matching privately-owned firms. In the

majority of those cases where data is available for both the privatized and the matching firm, the

privatized company had a much larger number of shareholders. This despite the fact that in most

cases governments retain sizable stakes in these firms, thus reducing their effective total

capitalization since these stakes have not yet been sold to private investors. They conclude that

the number of shareholders of the privatized companies is significantly higher, at the 0.01 level,

than the number of shareholders in the matching private-sector (non-privatized) sample

companies.

To examine how the total number of shareholders in a company evolves during the years

subsequent to a SIP, Boutchkova and Megginson collect shareholding data for up to seven years

after each privatization. They normalize the number of shareholders in Year 0 to 1.00, and then

measure the number of shareholders in subsequent years as a ratio of Year 0’s value. This yields

a value less than, greater than, or equal to 1.00 depending upon whether the number of

shareholders has increased, decreased, or remained constant. The pattern thus observed

represents one of the most important, and surprising, results off their study—since they

demonstrate that the extremely large numbers of shareholders created by many SIPs are not a

stable pattern of corporate ownership! Figure 4 shows the dynamics in share ownership in

privatized firms. For SIPs with less than 100,000 initial holders there is an observed tendency for

the number of shareholders to increase steadily in years +1 to +4. However, this is far from true

for the 39 SIPs that yield over 100,000 shareholders. In these cases the total number declines

dramatically and steadily. As shown in figure 3, the total number of shareholders in these highly

politicized privatizations declines by 33 percent within five years of the share offering.

**** Insert Figure 3 about here ****
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The implications of this finding for government efforts to develop an effective corporate

governance system (or equity culture) are unclear. It is certainly true that many new stockholders

do not retain the shares they purchase. Further, other evidence suggests that retail investors in

privatizations generally own only that one stock—hardly indicative of a rising class of well-

diversified stockholders. On the other hand, since Megginson, Nash, Netter, and Schwartz (1999)

document that the long-run return to investors in SIPs is strongly positive, this implies that retail

investors’ first experience in stock market trading was a very positive one (earning a capital

gain). Furthermore, the fact that governments are able to entice large numbers of investors to

return for subsequent share offerings suggests that these programs are indeed creating effective

governance systems and stock markets capable of absorbing large new stock issues—just as the

governments had hoped.

Having examined why governments have become so concerned with corporate

governance, we now change gears from positive economics (what has been observed) to

normative prescriptions of what should be done. Specifically, we describe the steps governments

and concerned private-sector agents should take to develop an effective corporate governance

system in their countries—whether or not a large-scale privatization program is being

contemplated.

3. What must be done to develop an effective corporate governance system?

The prescriptions presented in this section will be based primarily on the findings of

academic research, and will implicitly assume we are advising government policy-makers about

priorities to be followed in establishing (or reforming) a workable governance system. We will

thus emphasize specific, realistic policy actions and will refrain from admonitions such as

“encourage honesty and discipline among workers and managers.” While there is nothing

magical about creating a system of governance that protects legitimate stakeholder interests and

provides incentives for managers to make value-increasing investments, the steps required to

achieve this can be extraordinarily difficult. However, to quote an old World Bank saying, “there

are no short cuts to development.”

Though the needs of every country are different, it is possible to specify what steps most

governments should take to improve (or create) an effective corporate governance system. For
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most non-OECD countries (and a few OECD nations as well), the following reforms should be

encouraged:

1. Legal reforms. While it is essentially impossible for a nation to change its entire system of

corporate law—say from civil law to common law—it is within the grasp of most

governments to reform existing laws to provide better protection for non-controlling

investors. Academic research has clearly shown that in the absence of strong investor

protection laws, and courts willing and able to enforce these laws, investors will be unwilling

to purchase debt and equity securities and capital markets will remain small and inefficient.

In particular, a nation’s laws, regulations, and courts must protect outside investors from

expropriation by insiders who have an incentive to enrich themselves through a variety of

self-dealing schemes. An important part of this reform process is simply to mandate (and

enforce) sufficient information disclosure for outside stockholders and creditors to know they

are in danger of being expropriated, and then to provide timely and effective venues for

investors to protect their rights. This venue could be the nation’s court system, or it could

involve a special purpose agency—provided this agency had real power.

2. Mandate international accounting standards. The “simple” act of requiring publicly

traded domestic companies to use internationally accepted accounting standards can be an

important--perhaps vital--adjunct to strengthening investor protection through reform of a

nation’s corporate and securities laws. This accomplishes three main purposes. First, it

transfers much of the burden of reforming a country’s corporate governance system from the

state to the private sector. Second, it prevents domestic companies from concealing financial

and operating problems behind non-transparent accounting conventions, and ensures that all

domestic companies can be compared both to each other and to international competition.

Third, mandating international accounting standards will help attract international investors

to a nation’s stock and bond markets. These investors bring not only vast wealth, but also a

much needed professionalism and demand for managerial accountability. Unfortunately,

simply mandating use of modern reporting systems will help only marginally if a nation does

not have a sufficient number of professionally-trained accountants, or if domestic

accountants are themselves not trustworthy. In this case, the only alternative will be to allow

foreign accounting firms unlimited access to the domestic market.
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3. Promote high standards for listing on the national stock market. Transparency begins at

the stock exchange; if a country’s stock market does not take transparent information

disclosure requirements seriously, than neither will the firms that choose to list on that

exchange nor the country’s investors. This is an especially critical problem in countries

where stock exchange rules are set by government fiat, rather than by private owners of the

exchange. Member or investor-owned exchanges have an inherent incentive to maximize the

exchange’s “brand value,” and are thus far more likely to mandate rigorous listing standards

and to police the disclosure and governance policies of companies once they begin trading.

To an extent, exchange credibility can be imported, by establishing ongoing relationships

with major western exchanges, and by encouraging domestic companies to cross-list on one

or more foreign market as well as the domestic exchange.

4. Set clear rules for corporate control contests. Few societies are comfortable with hostile

takeover battles—these are controversial even in the countries where they are witnessed the

most, the United States and Great Britain. Nonetheless, it is vitally important to establish

mechanisms whereby poorly performing corporate managers can be effectively challenged

by outsiders. The best way to do this is to set rules for takeover contests, and to not tilt these

rules too much in favor of incumbents. While the most extreme control contests, such as

hostile takeover battles, may be socially unacceptable, most countries less dramatic but

practically more important steps. These can include mundane steps such as allowing the use

of signed proxies (rather than requiring personal attendance at shareholder meetings) and

mandating that companies hold shareholder meetings in accessible locations and at

reasonable times. To paraphrase Lord Acton, “managerial incumbency corrupts;

unchallenged incumbency corrupts absolutely.”

5. Encourage institutional investors to become major players in the national stock market.

The past three decades have witnessed a nearly incredible increase in the liquidity and

efficiency of capital markets in the U.S. Great Britain, Switzerland, and the Netherlands.

Most other countries have experienced far less dramatic growth in trading volume and

securities issuance volume (though capitalization has increased comparably). Not

coincidentally, the four countries listed above all have large funded (private) pension systems

and a large number of active institutional investors—especially pension funds. These

investors bring a number of significant strengths to the market with them—they are
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sophisticated financial analysts, they command significant (often, vast) resources, and they

have the clout to demand that corporate managers perform effectively and attend to

shareholders’ interests. Countries wishing to develop an effective corporate governance

system should both encourage the growth of domestic institutional investors and attract

participation by foreign institutions.

6. Establish workable, efficient bankruptcy systems. At first blush, it may seem odd to assert

that a country wishing to develop an effective corporate governance system must also

develop an efficient bankruptcy system. However, upon reflection, most people understand

that protecting investors also means protecting creditors—and this is usually impossible

without providing creditors with a mechanism for penalizing borrowers who default and

forcing liquidation of hopeless or fraudulent debtors. This is often a very difficult step to

take politically—especially in newly democratic transition economies—since the natural

impulse is to favor debtors’ rights over those of creditors. But without assurance that they

will be able to enforce their legal rights, creditors will be unwilling to make loans in the first

place.

7. Clarify—but limit—government’s role in corporate governance. An efficient corporate

governance system does not arise in a vacuum, nor will it spring full-blown strictly from

private sector initiatives. Many of the reforms detailed above (especially legislative and

regulatory reforms) cannot be accomplished without the central government playing a

leading role. On the other hand, government’s role can easily become too dominant. In fact,

one of the core problems with corporate governance in most countries is that state-owned

firms play much too large a role in the nation’s economy or that the government’s claim on

available private sector credit is too high, or both. Perhaps the most straight-forward

assertions we can safely make is to say that, to the maximum extent possible, government

should be a catalyst of change and it should serve as an unbiased referee and regulator of

private sector economic activity. The two great economic dangers for all political economies

are, first, a state that is so powerful that it strangles private initiative and, second, a state that

is too weak to ensure political stability and enforce property rights. Reform-minded,

democratic leaders must walk a fine line between these extremes.

8. If a government is contemplating a large-scale privatization program, it should avoid

voucher schemes. Both academic research and observed experience now clearly suggest that
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virtually all state-owned enterprises should be sold to private investors. “Sold” is a key word

in this sentence, since attempts to create private owners for SOEs through voucher

privatization schemes have fared far worse than privatizations that create real owners by

selling an SOE for cash. Though voucher schemes have a superficial attractiveness because

they seem to offer a method of creating private ownership without surrendering control to

foreigners, this freedom is illusory. Without creating real owners who have the proper

incentives to maximize corporate value, firms will not be restructured, incumbent

management will not be disciplined (or replaced), and the former SOEs will remain

economic cripples. If foreign control is truly politically unacceptable—and this is rarely the

case in fact—then governments should still adopt a policy of selling SOEs for cash, either as

a share offering or an asset sale. A government thus constrained will simply have to proceed

very slowly and thus delay for many years enjoying the economic benefits that can only

accrue from effective governance of privatized companies.

4. What is the economic benefit from effective corporate governance?

Most elected officials who surveyed the laundry list of reforms presented above would be

tempted to ask themselves why they should bother attempting to implement such a Herculean

agenda? Any one of these reforms will require confronting formidable political opposition and

will impose significant economic costs on some identifiable group of citizens. Even if these

groups have no legitimate claim to the economic rents being conferred on them by the status quo,

this will not endear them to the reform process. Further, it will usually be more or less necessary

to enact all of these reforms to create a truly effective corporate governance system, so the

economic and political payoff of doing so must be great to make the attempt worthwhile. It is.

No invention of the industrial age has created as much wealth over the past two centuries

as has the development of limited liability, publicly traded corporations. These businesses

dominate economic life in virtually every country—even those where such firms were illegal for

ideological reasons a dozen years ago—and they collectively have a market value that exceeds

the annual global output of goods and services. Yet these companies do not function with equal

efficiency in all countries; not even in all developed countries. Instead, the past decade has

witnessed a clear dichotomy in economic performance between those countries with and without
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effective corporate governance systems and the large capital markets that result from effective

governance policies. Good corporate governance ensures that managers will have the proper

incentives to make value-maximizing investments in human and physical capital, which will

manifest itself at the national scale in rapid growth in overall output and economic productivity.

Critically, only countries with particularly effective systems of corporate governance

have been able to develop truly liquid stock and bond markets, though many countries have

taken steps such as adopting privatization programs that have increased market size. This matters

far more today than in years past. A decade ago, an educated person could present a defensible

case that a corporate finance system based on commercial banks could be competitive with one

based on capital markets, and might be superior at some financial margins. This is no longer a

viable proposition. Capital markets are winning the present and will completely dominate the

future due to the competitive advantages being conferred on them by advances in information

processing technology, and by the dawning global perception that banks are inherently fragile

institutions whose role in financing corporate activity should be minimized. There is at present

no viable alternative to assigning banks a central role in a nation’s payments system, but there

are a great number of securitized alternatives to plain vanilla bank loans—most of which are

superior to loan products in terms of efficiency, cost, and/or optimal risk-bearing.

Perhaps the single most compelling argument in favor of developing an effective national

corporate governance system is the fact that such a system must be in place before a truly

productive entrepreneurial culture can emerge. All countries dream of creating domestic

equivalents of America’s Silicon Valley or NASDAQ stock market, but very few have taken the

necessary steps to create a vibrant venture capital industry. To achieve this, the corporate

governance system must protect investors and reward entrepreneurs, and the national

government must establish a legal and regulatory system that promotes competition, protect the

property rights of legitimate corporate stakeholders, and encourages the growth of efficient

capital markets. Societies that meet this challenge can face the new millennium with equanimity,

confident that their citizens will achieve increasingly high standards of living. Societies that

shrink from implementing needed reforms face the far less attractive prospect of economic

decline and political stagnation.
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Table 1: The Growth of World Stock Market Capitalization and Trading Volume, 1983-1998
---------------------------------------------------------------------------------------------------------------------------------------------------------------------------
This table details the growth in the aggregate market capitalization and trading volume, in $US millions, over the 15-year period 1983-1998. Market
capitalization figures are year-end values, translated from local currencies into US$ at the contemporaneous exchange rate, while trading volumes
represent the total value of all trades executed during the year. Data sources: the World Bank’s Emerging Markets Fact Book (various issues) and the
Statistics section of the Federation of International Stock Exchange’s website (www.fibv.com).

Market Capitalization 1983 1986 1989 1992 1995 1998
Developed Countries 3,301,117 6,378,234 10,957,463 9,921,841 15,842,152 24,530,692

United States 1,898,063 2,636,598 3,505,686 4,485,040 6,857,622 12,926,177
Japan 565,164 1,841,785 4,392,597 2,399,004 3,667,292 2,495,757
United Kingdom 225,800 439,500 826,598 927,129 1,407,737 2,372,738

Developing Countries 83,222 135,056 755,210 1,000,014 1,939,919 1,989,081a

Total World 3,384,339 6,513,290 11,712,673 10,921,855 17,782,071 26,519,773
World, ex. US 1,486,276 3,876,692 8,206,987 6,436,815 10,924,449 13,593,596
US as % of World 56.1% 40.5% 29.9% 41.1% 38.6% 48.7%

Trading Volume
Developed Countries 1,202,546 3,495,708 6,297,069 4,151,573 9,169,761 16,782,995 b

United States 797,123 1,795,998 2,015,544 2,081,658 5,108,591 10,216,074 b

Japan 230,906 1,145,615 2,800,695 635,261 1,231,552 1,251,750 b

United Kingdom 42,544 132,912 320,268 382,996 510,131 829,131 b

Developing Countries 25,215 77,972 1,170,928 631,277 1,046,546 2,701,711 b

Total World 1,227,761 3,573,680 7,467,997 4,782,850 10,216,307 19,484,706 b

World, ex. US 430,638 1,777,682 5,452,453 2,701,192 5,107,716 9,268,632
US as % of World 64.9% 50.3% 27.0% 43.5% 50.0% 52.4%

Notes: a Estimated value, based on actual 1998 data for approximately half of all developing markets and extrapolation from 1997 for others.
b Volume measures for 1998 are 1997 data; all others as marked.
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Figure 1: Total Market Capitalization of the World’s Stock Markets, 1983-1998
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Table 2: Stock Market Capitalization as a Percent of GDP, 1990 Vs 1997

Country or Region 1990 1997
Low Income 10.9 26.5
Middle Income 19.4 31.8
Argentina 2.3 18.2
Brazil 3.5 31.1
Chile 45.0 93.5
China 0.5 22.9
Egypt 4.1 27.5
Hungary 1.5 32.8
Jamaica 21.5 53.4
Jordan 49.8 77.6
Malaysia 113.6 95.1
Mexico 12.4 38.9
Nigeria 4.8 9.1
Philippines 13.4 38.2
Russian Federation 0.0 28.7
South Africa 128.9 179.8
Thailand 28.0 15.3
Venezuela 17.2 16.7

High Income 56.4 97.8
Australia 36.2 177.0
Hong Kong, SAR 111.5 241.1
France 26.3 48.4
Germany 22.9 39.4
Italy 13.6 30.1
Japan 98.2 52.9
Netherlands 42.2 130.1
New Zealand 20.5 140.1
Singapore 91.6 110.4
Spain 22.6 54.6
Sweden 42.6 119.8
Switzerland 70.1 225.4
United Kingdom 87.0 155.2
United States 55.1 144.4

Europe EMU 22.4 46.5
World 51.8 84.6
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Table 3: Worldwide Securities Issues, 1990-1998
_____________________________________________________________________________________________________________________

This table details the total value, in billions of U.S. dollars, and number (in parentheses) of securities issues worldwide (including the
United States) for selected years in the period 1990-98. The data are taken from early-January issues of the Investment Dealers' Digest.
_____________________________________________________________________________________________________________________

Type of Security Issue 1998 1997 1996 1995 1993 1990
_____________________________________________________________________________________________________________________

Worldwide offerings $2,532 $1,816 $1,443 $1,066 $1,503 $504
(debt & equity) (17,906) (15,669) (11,891) (9,305) (9,969) (7,574)

U.S. issuers worldwide 1,820 1,196 903 700 1,049 313
(14,395) (11,644) (8,660) (6,807) (7,378) (6,141)

International debt 888 635 547 385 479 184
(4,682) (4,066) (3,172) (2,548) (2,701) (1,376)

Eurobonds 606 475 432 280 388 172
(2,735) (2,804) (2,388) (1,840) (2,162) (1,213)

$-denominated Eurobonds NA 132 111 64 78 48
(595) (531) (320) (403) (253)

Foreign bonds NA NA NA 60 35 12
(471) (302) (163)

Yankee bonds 241 150 90 45 59 13
(1,704) (1,177) (535) (237) (270) (81)

Yankee common NA 21 19 11 10 13
(155) (166) (103) (91) (81)

International common stock* 74 34 28 21 19 7
(575) (302) (305) (242) (309) (132)

* Does not include privatization share offerings
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Figure 2: Annual Privatization Revenues For Divesting Governments, 1988-1999
Source: Privatization International
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Table 4: Pricing, Share Allocation, and Control Allocation Patterns in Share Issue Privatizations
--------------------------------------------------------------------------------------------------------------------------------------
This table provides summary statistics on pricing, share allocation, and control allocation patterns for a sample of 630
share issue privatizations (SIPs) executed by 59 national governments during the period 1977-1997. Measures are
broken down for the 417 initial public offerings of SIP shares and the 213 seasoned SIP offerings. Pricing variables
include Initial return (also known as initial underpricing), which is a measure of one-day return an investor who
purchased shares at the offering price could earn by reselling those shares at the end of the first day’s trading;
Percent of offers at a fixed price, which measures the fraction of an issue offered to investors at a pre-determined,
fixed price rather than at an auction-determined price; and Cost of sales as a percent of issue size is a measure of the
sum of cash expenses and underwriter discount charged by the investment banking syndicate managing the issue. The
Share allocation variables measure the fraction of an issue specifically allocated to employees and foreigners, while
the Control allocation variables describe how corporate control is parceled out as a result of the offering. Percent of
capital sold measures the fraction of a firm’s total common equity (which is not necessarily synonymous with total
voting rights) sold in an offering.
--------------------------------------------------------------------------------------------------------------------------------------

Initial SIPS Seasoned Offers
Measure Mean Median Number Mean Median Number
--------------------------------------------------------------------------------------------------------------------------------------

Pricing Variables

Issue size (US$ million) 555.7 104.0 417 1,068.9 311.0 172

Initial return 34.1 12.4 242 9.4 3.3 55

Percent of offer at fixed price 85.0 100.0 273 61.0 100.0 77

Cost of sales as a percent of issue 4.4 3.3 178 2.5 2.6 61

Share Allocation Variables

Percent of offer allocated 8.5 7.0 255 4.8 2.6 76
to employees

Fraction of offers with some 91.0 255 65.8 76
allocation to employees

Percent of offer allocated 28.4 11.5 348 35.9 32.5 142
to foreigners

Percent of offers with some 57.1 348 67.6 142
allocation to foreigners

Control Allocation Variables

Percent of capital sold in offer 43.9 35.0 384 22.7 18.1 154

Percent of offers where 100% 11.5 384 0 154
of capital sold

Percent of capital where 50% 28.9 384 8.4 154
or more of capital sold

------------------------------------------------------------------------------------------------------------------------------------------
Source: Steven Jones, William Megginson, Robert Nash, and Jeffry Netter, 1999, Share issue privatizations as

financial means to political and economic ends, Journal of Financial Economics 53, 217-253.
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Table 5: Market Value, Sales, and Profits of the Largest, Publicly-Traded Privatized Firms
---------------------------------------------------------------------------------------------------------------------------------------------
This table details the stock market value, total sales, and total profits--in millions of US dollars (translated at the
contemporaneous exchange rate)--of the 30 publicly-traded privatized firms worth at least US $18 billion as of May
31, 1999. Market value is calculated as the stock price times the latest available number of shares outstanding. Firms
are classified as privatized if any shares of a state-owned enterprise have been sold to private investors through a
public share offering, even if the government still retains a majority of the firm’s outstanding shares. Information is
from Morgan Stanley Capital International, as reported in “The Business Week Global 1000,” Business Week (July
12, 1999). Global 1000 Rank refers to the company’s global ranking based on market valuation, while Country Rank
refers to the company’s relative position among those firms from their country on the Global 1000 List.
--------------------------------------------------------------------------------------------------------------------------------------------

Global Market Mkt Value as %
1000 Country Value of National Mkt

Company Name Country Rank Rank US $mil Capitalization
BP Amoco United Kingdom 10 1 173,870 7.30
Nippon Telegraph & Telephone Japan 13 1 156,770 6.43
Deutsche Telekom Germany 23 1 115,023 10.51
British Telecommunications United Kingdom 26 2 107,142 4.51
NTT DoCoMo Japan 27 2 106,140 4.35
France Telecom France 43 1 79,925 8.15
Telecom Italia Italy 58 1 66,446 11.76
Telstra Australia 62 1 63,890 19.40
Telefonica Spain 80 1 51,150 14.75
ING Groep Netherlands 81 2 50,763 8.43
ENI Italy 83 2 50,483 8.94
TIM (Telecom Italia Mobiliare) Italy 95 3 43,839 7.76
Elf Acquitaine France 106 5 39,340 4.01
Telefonos de Mexico Mexico 126 a 1 33,305 36.30
Total Fina France 141 8 30,199 3.08
Cable & Wireless United Kingdom 145 14 29,593 1.25
VEBA Germany 154 9 28,629 2.62
Hong Kong Telecommunicatns Hong Kong 164 2 27,600 8.03
Swisscom Switzerland 170 8 26,659 3.87
Volkswagen Germany 173 11 26,276 2.40
Singapore Telecommunications Singapore 187 1 25,446 15.80
China Telecom China 182a 1 25,294 7.36b

Gazprom Russia 191 a 1 24,502 ----
National Australia Bank Australia 190 3 24,287 7.38
Unicredito Italiano Italy 194 5 23,255 4.12
Koninklijke KPN Netherlands 201 7 22,711 3.77
East Japan Railways Japan 215 18 21,676 0.89
Endesa Spain 230 4 20,432 5.89
Japan Tobacco Japan 235 21 20,034 0.82
Korea Electric Power Korea 241 a 1 19,752 17.23
San Paolo-IMI Italy 251 6 19,129 3.39
NTT Data Japan 255 25 18.908 0.77
Societe Generale France 261 14 18,734 1.91
Banque Nationale de Paris France 264 15 18,580 1.90
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Paribas France 279 16 17,880 1.82
Rhone-Poulenc France 281 17 17,476 1.78
Repsol Spain 305 5 16,256 4.69
Commonwealth Bank Australia 317 5 15,253 4.63
---------------------------------------------------------------------------------------------------------------------------------------
a These firms are from a companion “Top 200 Emerging-Market Companies” ranking in the same Business Week
issue, and they are given the rankings they would have if this list was included in the Global 1000 List.
b Expressed as a percentage of the Hong Kong market’s total capitalization.
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Table 6: How Many of a Nation’s Most Valuable Firms are Privatized Companies?
-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

This table details the relative size, measured by market valuation, of privatized firms in 44 national stock markets. Information is from Morgan Stanley Capital
International, as reported in “The Business Week Global 1000,” Business Week (July 12, 1999). Note that this is a biased (low) estimate, since many countries only
had a small number of firms valuable enough to make the Business Week rankings, which implies that privatized firms probably would have occupied an even
larger number of positions if a full ten companies had been listed for every country.

Country (Number of
companies in list)

Largest
Firm

Second
Largest

Third
Largest

Fourth
Largest

Fifth
Largest

Sixth
Largest

Seventh
Largest

Eight
Largest

Ninth
Largest

Tenth
Largest

Australia (17) x x x
Austria (2) x
Belgium (13)
Britain (108) x x
Canada (25)
Denmark (5) x
Finland (6) x x
France (45) x x x
Germany (36) x x
Hong Kong (15) x
Ireland (5) x
Italy (23) x x x x x x
Japan (135) x x
Netherlands (22) x x
New Zealand (1) x
Norway (1)
Portugal (3) x x x
Singapore (8) x x
Spain (10) x x x x x
Sweden (16) x
Switzerland (20) x
Top 200 Emerging
Market Firms
Mexico (18) x x
China (1) x
Russia (4) x x x x
Taiwan (32) x x x x x
Korea (18) x x x x x
South Africa (19) x
Argentina (6) x x x
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Brazil (20) x x x x x x
India (7) x x x
Greece (10) x x x
Malaysia (10) x x x
Poland (1) x
Thailand (7) x x
Hungary (2) x x
Czech Republic (1) x
Turkey (6) x
Chile (7) x x x x
Indonesia (5) x x
Philippines (8) x
Venezuela (1) x
Israel (6) x x x x
Jordan (1)
Pakistan (1) x



Figure 2: Changes in the Number of Shareholders in Privatized Firms Over Years +1 to +6
This figure represents the dynamics of share ownership of a sample of privatized firms, where the number of shareholders in Year 0 is normalized
to 1 and in subsequent years shows the change with respect to Year 0. The companies with less than 100,000 initial shareholders exhibit increasing
numbers of shareholders, and the companies with more than 100,000, more than 250,000 and more than 500,000 initial shareholders exhibit strong
declines that pull the whole sample to a significant decrease in the number of shareholders over the whole period.
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