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Stock Exchanges and securities markets in general tend in
principle to be a field of study confined to « specialists », most of
whose work is based on a purely technical approach and is limit-
ed to surveys of the structural and operating aspects of these
markets.

On the other hand, relatively little attention seems to have
been devoted to this field by economists and students of finan-
cial and business disciplines, particularly those whose main inter-
ests lie in the devoloping world. As far as economists are con-
cerned, this presumably reflects a widespread academic attitude
that the subject is of little import, while the interest shown by
students of business methods tends to dwell on the microeconom-
ic aspects involved, and thus is restricted to aspects having a
bearing on corporate finance alone.

Furthermore, in this situation the general opinion (with
the odd exception) prevailed for a long time even among go-
vernments and international institutions, that the creation of a
securities market in any developing country would involve con-
siderable difficulty and expense, that action taken to maintain
and develop it would be equally costly, and that it would ulti-
mately yield little economic benefit in any case '.

1 An example of the relative lack of interest shown in securities mar-
kets can be seen from the generalised comments on the contribution they can
make to mobilising savings and financing investment made in the study: Com-
MITTEE FOR Economic DEVELoOPMENT, How Low Income Countries can Ad-
vance their own Growth. The Lessons of Experience, September 1966, pp.
51-52.

Yet even when a more positive attitude has been taken to the function
of stock exchanges in LDCs, analysis has still been very superficial and has
concentrated mainly on emphasising the difficulties involved in getting them
off the ground (See Unitep Nations INDUSTRIAL DEVELOPMENT ORGANISA-
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Three factors appear to have been of special importance in
encouraging this shift of interest.

The first of these lies in the failure of a) foreign aid poli-
cies in the 1950’s to solve financial problems associated with ca-
pital formation and economic growth, and of 5) Government
fiscal policies in the 1960s that consisted of manipulating taxa-
tion on the one hand to build up gross domestic savings and on
the other, of public spending on capital projects and allocation
of investments through the granting of development loans.

In the 1970, these failures led some Governments to try
out policies aimed at encouraging an increase in private domes-
tic savings, and at fostering the allocation of these savings by
developing efficient capital markets *.

The second factor involves the introduction and growing
popularity of studies on the cause-and-effect relationships be-
tween real economic variables and their financial equivalents®.
This field has attracted an increasing number of economists® and
at the same time has drawn their attention to financial instru-
ments and the markets in which these are used. It is worth not-
ing that some studies criticising the then prevailing monetary
theories also played a role in this direction, leading to an inno-
vative approach to the underlying theoretical analysis of econom-
ic growth issues °.

Finally, in the author’s view, interest in the field was cer-
tainly aroused at some periods by the favourable trends in secu-

See U Tun War and Patrick (1973), Op. cit., pp. 253-255.
Studies of this kind originate from the survey by R.W. GoLpsmITH,
Financial Structure and Development, Yale University Press, New Haven,
1969.

5 See P.J. DRAKE (1977), op. cit., p. 73.

® These include: Ronarp J. McKinnon, Money and Capital in Econo-
mic Development, The Brookings Institution, Washington, D.C., 1973 and
Epwarp S. Suaw, Financial Deepening in Economic Development, Oxford Uni-
versity Press, Oxford, 1973. See also: Deena R. KHATKHATE, Analytic Basis
of the Working of Monetary Policy in Less Developed Countries, in « IMF -
Staff Papers », November 1972.

4
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yet no literature whatsoever on the experience gained in French-
speaking African countries with securities markets.

These two points, particularly the latter, have thus led the
author to undertake a specific study of stock exchanges in these
countries.

This survey is therefore aimed at analysing securities mar-
kets in French-speaking Africa. The intention is not merely to
describe the structure and evolution of these markets, but to
pinpoint the role they can play in a devoloping economy, the
prerequisites needed to bring them into operation, and the basic
conditions needed for their development and efficient working
in order to attain the objectives they set out to achieve.

It has been felt advisable to deal with these latter aspects in
the first part of the survey, which should thus provide an overall
framework within which the general problems involved in esta-
blishing stock exchanges in developing countries can be placed
in focus.

Having pinpointed these problems, the survey will go on to
review the markets concerned on a detailed country-by-country
basis.

In each case, the analysis will be carried out in three stages,
covering

a) the origins of the securities market and the role attri-
buted to it,

b) its structural and operating features,

¢) salient developments in its evolution and the results
achieved.

An attempt will also be made at each stage to ascertain whe-
ther or not the prerequisites for the creation of the market exis-
ted, what action, if any, has been taken to ensure its success or
maintenance in being, the costs this has entailed, the advantages
and disadvantages involved in the operation of the market, its
desired goals and the extent to which these can be attained.

A word of warning here: it has not always been possible to
give an in-depth analysis of these factors or to check them on a
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strictly scientific basis, pwing to the lack of reliable figures and
accurate detailed informiation.

Indeed, the shortcqmings in! this area were such as to call for
on-the-spot visits to the countries concerned. While these did not
enable all the gaps to be completely filled, they did allow this
survey to be compiled 4nd an adequate degree of uniformity to
be established between |its different sections.

Here, my sincere thanks ate due for the help and advice
given by the local institpitions I visited and the individuals with-
in them I was privileged to meet.

In the Ivory Coast these were: Messrs. Joaquin Aka Koffi
of the Abidjan Stock Ekchange, Kablan D. Duncan of the Ban-
que Centrale des Etats de I'Afrique de I’Ouest, Casimir Kra Ko-
vadio of the Ministry of Economy and Finance, Konan Germain
of the C.A.A., Jules-Alexander Amani of the Direction des
Assurances, Louis Basquez of the Direction Générale des
Imp6ts, Yao Kovakou jof the Société Générale de Banque en
Céte d’Invoire, Xavier [Laurent of the Banque Internationale
pour I’Afrique Occidentale and Quallara Soumgalo of SONAFI;
In Tunisia: Messrs. Hamaidi Mohamed Salam of the Tunis
Stock Exchange, Khoufi Mohamed Noureddine of the Société
Financi¢re et de Gestion, Redieb Abdelkrim and Ruai Sadok of
the Banque Centrale de Tunisie and Ben Ismail Abdelaali and
Tamar el Abel of the Banque du Sud;

In Morocco: Messrs. A| Ghouti and Bellemlih Abdelilah of the
Casablanca Stock Exchange, Mohamed Belkhayat of the Société
Nationale d’Investissemgnt, Francois Asensi of the Banque Ma-
rocaine pour le Commepce et 'Industrie, M. Laghmary of the
Caisse de Depdt et de Gestion and M. Moumen and A. Daoui of
the Ministry of Finance

Special thanks must also go to Messrs. Antony Brock, P.K.
Djamson and Samuel Morrison of the Central Bank of Ghana,
who provided informatipn on the processes involved in setting
up the Accra Stock Exchange, which is still under way, and on
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the results of visits Mr. Djamson made to Iran and Kenya in
1977 to study those countries’ securities markets.

The author naturally takes sole responsibility for the in-
terpretation of developments investigated, the views expressed,
and for any errors that may have been made.






PART ONE

SECURITIES MARKETS AND
ECONOMIC DEVELOPMENT







INTRODUCTION

As noted in the Foreword, the academic literature on secu-
rities markets is somewhat sparse, and what there is tends to be
rather sceptical of the contribution these markets can make to-
wards solving LDCs’ financial problems and fostering their eco-
nomic development. This attitude has been reflected in both pure-
ly theoretic analyses and in specific case studies, and the gene-
ral conclusions drawn have not been very favourable to the no-
tion of setting up securities markets in such countries.

This conclusion; shared to varying degrees by economists
who have dealt with the subject, has undergone some critical
reappraisal in recent years, and some authors held the view that
a securities market brings with it a number of benefits sufficient
to justify its being established, even in a less-developed environ-
ment, provided it is accompanied by appropriate Government
policies .

Unfortunately, these studies have failed to set in train any
significant debate on the subject. They nonetheless deserve inter-
est, and provide the stimulus for a re-examination of the gener-
al theme in the first section of this survey, which will look at

! Cfr. P.J. DRAKE (1977) op. cit. The same author also took a favou-

rable view of setting up securities markets in prevision studies: The New-
Issue Boom in Malaya and Singapore, (1961-1964), (1969), op. cit., and De-
velopment in Malaya and Singapore, AN.U, Press, Canberra, 1969. A similar
view was also taken by Doucras Gustarson, The Development of Ni-
geria's Stock Exchange, p. 187, in T.]. FARER, Financing African Development,
M.LT. Press, Cambridge, Mass., 1965 in which the Nigerian experience is ana-

lysed, albeit without providing any theoretic framework, and based only on
Nigeria.
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affects the primary market, as it determines to what extent secu-
rities are liquid.

The most sophisticated type of secondary market in an or-
ganised form is the stock exchange, this being an institution to
encourage securities to be traded in one specific place which op-
erates in compliance with formal regulations devised both to
protect the interests of investors and to guarantee that all deal-
ings are fully above board.

With these definitions in mind, the term securities market
will be used in this survey to mean a complete structure of this
kind in which it is assumed that a stock exchange or any other
form of organised secondary market exists. However, in view of
the different roles fulfilled by each segment of the market (pri-
mary, secondary, share and bond markets), each such segment
will be specified where the meaning is not otherwise clear. The
term securities will be taken to mean medium-and long-term
securities.






1. THE ROLE OF SECURITIES MARKETS
IN LESS DEVELOPED COUNTRIES: a) THE PROMOTION
OF ECONOMIC DEVELOPMENT

In absolute terms, a securities market fulfils a large number
of different functions. In order to assess its ability to perform
these functions in LDCs, it will be convenient to classify them
into two categories. This section will therefore deal whith those
functions directly related to the promotion of economic growth,
while the other functions will be discussed in the next section.

The interaction between real variables and monetary va-
riables has been closely examined in analyses concerned with the
monetary theory of growth, and these analyses have led to dis-
agreements thus generating widespread debate that has led
to detailed studies on the subject. The in-depth treatise of
McKinnon * has been particularly useful in this respect.

Further contributions in this direction have been provided
by studies based on the theory of growth, which have not been
confined to considering money alone, but have drawn attention
to the financial structure and activities of banks and non-ban-

¥ These include: Mivton Frieoman, The Optimum Quantity of Mo-
ney and Other Essays, Aldine Publ. Co., Chicago, 1969 (Chap. 1.); H.G.
Jounson, Inside Money, Qutside Money, Income, Wealth and Welfare in
Monetary Theory, in « Journal of Money, Credit and Banking», February
1968; D. Levuart and D. PATINKIN, The Role of Money in a Simple Growth
Model, in « American Economic Review », September 1968; R. McKINNON
(1973), op. cit; ].L. StewN, Monetary Growth Theory in Perspective, in
« American Economic Review », March 1970 and I. Torin, Money and Economic
Growth, in « Econometrica », October 1965.
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gible wealth, apart frqm new inflows;
iii) an increase in the pggregate volume of investment
and more efficient allogation of savings among potential invest-

ments.

In most cases, thase effects have been analysed by reference
to the activities of findncial intermediaries. It is therefore help-
ful to ascertain whether and to what extent the existence of a
securities market may |contribute to each of them.

1.1

Effects on aggregate volume of savings.

Those economists| who have studied financial deepening are

not in full agreement

4 See: Ronno Camy
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1975, (in particular pp. 9-25 and 424-426) and
161 Crocca giving an overall review of monetary
elopment as well as a more detailed bibliography;
SuAw, Financial Aspects of Economic Development,
leview », September 1955; Jonn G. GURLEY and
beory of Fimance, Brookings Institution, Washing-
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r presented to the International Symposium on
1 Markets, Rio de Janeiro, September 1971: ES.
Hucu T. Patrick, Financial Development and Eco-
veloped Countries, in « Economic Development and
P67.
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savings and its related causes and effects. The latter have mainly
been identified as the negative effect of money replacing physical
capital in private portfolios, and the positive income effect
through the function of production, which is in part offset by the
negative income effect arising from the input of physical capital
and labour in the production of money and financial services.

In addition to these effects, each of which have been accept-
ed or rejected to varying degrees according to the theoretical
approach adopted °, other processes have been identified through
(which would stimulate the investment unit to increase its cash
se the ratio between savings and income.

For instance, in his model, Shaw * while rejecting the substi-
tution effect and emphasising the income effect, contends that an
increase in the propensity to save may derive from:

a) greater opportunities for gaining access to credit
(which would stimulate the inevstment unit to increase its cash
generation)

b) an improvement in the technical and economic chara-
cteristics (yields) of financial assets.
= It should be noted that there are two main prerequisites
needed to produce these effects. First, the financial instruments
available must be acceptable to potential users, or in other
words, can be made popular enough to justify their introduc-
tion. Secondly, to achieve a positive net effect on income, it is
essential for these instruments to absorb a volume of real re-
sources lower than that which their use enables economies to be
made in the process of search and negotiation vis-a-vis the pre-
existing situation.

% These aspects are dealt with in more detail by MARIo MASINI in his

presentation of the Italian translation of E.S. SHaw’s study under the title:
Intensificazione dei Processi Finanziari nello Sviuppo Ecomomico, Cassa di
Risparmio delle Provincie Lombarde, Milan, 1976, pp. X-XII and P. Crocca,
op. cit., pp. XII-XVII.

¢ Cfr. ES. Snaw (1973), op. cit., pp. 9-12, 52-57 and 71-77.
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I shall deal later pn with the question of the real costs at-
tributable to the existdnce of a|securities market, and hence the
economisation of resources absarbed by the financial process. In
this section, consideratjon will he given to the effects of a securi-
ties market on the propensity to save (points ) and 4)) and an
attempt will be made fto prove that the first prerequisite exists
for securities as a necgssary condition for these effects to come

into play.
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Even so, it would seem that there are no valid a priori rea-
sons for not extending to shares and bonds the potential prero-
gatives attributed to indirect securities or « new assets » provided
by the financial system.

In the first place, it is worth noting that such securities are
not always primary securities in the true sense of the term, this
being the case with bonds issued by financial intermediaries, or
where the issuer of a security forms a link in the chain of rela-
tionships involved in the savings-investment circuit®. Conse-
quently some of the differences between indirect and direct se-
curities may tend to become blurred ™, except of course for those
related to services rendered by liabilities which function as a
surrogate for money. On the other hand, great store is laid on
the importance of distributive techniques ', as well as techniques
for intermediation.

Secondly, since the pivot of the whole process has correctly
been identified as the attraction new financial assets are liable to
exert on surplus units to the extent that, other things being equal,
they are encouraged to increase their rate of savings, (and/or
formation of financial savings), the most important thing is that

7 This is also shown by J.G. GurrLey and E.S. Suaw (1960), op. cit.,
p. 94.

0 In such cases, for instance, the existence of some degree of « collec-
tivisation of risk » may be discounted.

" For instance J.G. GurLey and E.S. SHaw (1960), op. cit., acknow-
ledge that the monetisation of the economy and the development of interme-
diation and distributive techniques both have a positive effect on savings and
investment. Indeed, on p. 197 of their survey they state that « Distributive
techniques get primary securities distributed efficiently from borrower to len-
der and from one lender to another, through such facilities as dealers and
security exchanges. They tend to raise the level of investment and savings
by increasing the marginal utility of the last dollar’s worth of financial assets
to the lender and reducing the marginal disutility of the last dollar’s worth
of debt to the borrower. At the same time, they tend to increase the efficiency
of resource allocation by pitting more investment projects against one another
for lendars to examine ».
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nomy. Nor it can be contended that securities have a different
degree of deepening. In any case, if this process does not occur,
given the lack of reliable empirical evidence and confirmed
theoretic analysis ", securities on this basis alone would be on a
par with other financial assets. However, it would be of interest
to investigate this point further by ad hoc studies of the beha-
viour of certain categories of individuals when confronted by
pressures arising from changes in the financial structure, since

W H.T, Patrick (1967), op. cit., goes into this aspect in considerable
detail on p. 184, when he states that « ... the major rationale of the stimulus
to saving is that with new assets having higher vield, lower risk, and or
other desirable characteristics, the return on saving is higher than it was
heretofore. With the terms of the trade-off (the exchange ratio) between sav-
ing and present consumption relatively more favourable to the former, indi-
viduals substitute increased saving for consumption out of current income.

Offsetting somewhat this favourable substitution effect on saving are the
effects of increased real income (or wealth) derived from having a wider se-
lection of assets in which to hold wealth. Having the additional alternative to
holding financial assets makes an individual better off, and he likely will
utilise some of this increased income in the form of consumption. This is
especially important where the individual is a target saver. Target saving is
a shorter-run characteristic of some rural savers in underdeveloped countries.
The (subsistence) farmer wants to be certain of adequate savings to provide
for consumption until his next crop is harvested, plus a margin to cover the
possibility of adverse crop conditions. However, in the longer run, the hori-
zon of conceivable alternatives expands, targets are raised, and the beneficial
substitution effects on saving will probably substantially outweigh offsetting
income effects ».

The study referred to by Patrick (on p. 187), Un Ecare, Measures for
Mobilising Domestic Saving for Productive Investment, in « Economic Bulle-
tin for Asia and the Far East, December, 1962, is also of significance, in that
it shows that in Asian countries there is a close positive correlation between
the increase in the rate of savings versus GNP and the increase in the pro-
portion of savings invested in financial assets vis-d-vis that invested in real
assets. However this casual relationship is not explained, and it cannot be
ruled out that both the rate of savings and the proportion of savings inve-
sted in financial assets are a consequence of the level and rate of economic
development,

Finally, it should be noted that at no point in his survey does E.S.
Suaw (1973) op. cit. to which frequent reference has been made, give any
empirical proof of the assumptions he puts forward.
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that can be exerted by securities, and confine ourselves for the
moment to a judgement based on their terms and conditions and
the nature of the issuers on the implicit assumption, which will
be put to the test later on, that a set of not unfavourable general
circumstances does in fact exist '*. As far as the question of risk
is concerned, it must be admitted that where surplus units have
little basic grounding in economics and where there is an imper-
fect market, the element of risk in investing in securities is higher
than is the case with other financial assets, which are shorter-dat-
ed or can be more easily managed (such as term deposits, which
can be redeemed in advance or are subject to interest rate re-
views at relatively short intervals). Furthermore, risks of an
economic nature tend to intensify, the greater the element of
chance in the effective yield that can be earned on investments
in securities .

It is of course true that in the case of bond issues, the risk
element can be attenuated by pitching their issue price, nomi-
nal interest rate, and redemption value and terms on similar li-
nes to the term and conditions of long-dated savings deposits.
Yet, given the relatively longer life of bonds, this will not gua-
rantee that the risk element will not increase in time, since the
resale value of a bond will always be closely dependent on the
efficiency of the secondary market in the widest sense. The risk
will thus be highest both in recently-established unconsolidated

5 The simplified terms of reference introduced here, which one would
wish to avoid, nonetheless do not affect the validity of the analysis, since the
assessments put forward in this section will be dependent on finding the mi-
nimum prerequisites and conditions to be indicated in subsequent sections on
which final judgement will ultimately depend.

19 This element of risk is frequently ignored or underestimated in sur-
veys of stock exchanges in LDCs. TFor instance, this occurs even in the
otherwise first-rate study by U Tux War and Partrick (1973) op. cit. pp.
285-291, where attention is concentrated on the type of issuer, and above
all on the efficiency of the secondary market and speculation, with special
reference to the equity sector.
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From what has been said, it is fair to conclude that securi-
ties have a higher degree of risk than other financial assets
(especially money and quasi-money) and that the highest risk
lies in bonds issued by private enterprises. Although this risk
differential occurs in developed economies as well, it tends to be
more marked in LDCs, and among other things will depend on
the degree of sophistication achieved by the country’s financial
structure and distributive techniques.

Given these differentials, it follows that the rate of return
on securities should be higher than on other financial assets
(especially bank deposits) and should vary according to the type of
issuer. However, this may often run counter to the need for en-
terprises to keep their cost of funding in check, so that they
may prefer to borrow money from banks rather than issue
bonds ". Also, Governments themselves may not be keen to pay
« attractive » interest rates on their securities, and may prefer to
use other types of financing, or impose low interest rates and
place their bonds outside the market, i.e., with certain financial
intermediaries ™,

Finally, there is the question of share yields. Here, I shall
confine myself to pointing out that a conflict of interest may arise
between a company’s policy to plough back its profits into the
business, and the investor’s desire to receive a return on the
money he has invested in the form of a dividend, rather than
having to monetise his gains on the market. This however im-
plies the full disclosure by the company to its shareholders of
all relevant facts and information, and a secondary market that
operates petfectly as far as price formation and marketability is
concerned.

1 This state of affairs was in fact found in all the countries investi-
gated in this survey,

# This situation was also typical of the countries analysed here. U Tun
War and Partrick (1973) op. cit. pp. 280-281, also stress its frequent occur-

rence and the extent to which it restricts the growth of securitics markets
and acts as a disincentive to the formation of financial savings.
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In any case, let u{ assume for a moment that these pro-
blems do not exist, althpugh in reality they are quite common,
and let us defer the disqussion of the company’s costs to a sub-
sequent section.

Given that securitigs may be objectively « attractive », it is
necessary to ascertain whether units in surplus have a propen-
sity to invest in them, aljove all bearing in mind that investment
decisions tend to be subjective by nature, and hence the defini-
tion of « objective » attrjiction is not very apt. This was the sec-
ond proposition.

In a developing country, and indeed in any recently-esta-
blished small securities nfarket, there are virtually no institutional
investors who manage sefurities investments on a collective basis
in the form of mutual finds and investment trusts. Distributive
techniques also tend to be undeveloped. In the absence of bodies
which specialise in sellipg and dealing in shares, this function
will be carried out by |Tincii\-'ic:lual banks, and will depend on
their degree of organisation ,the extent of their branch network,
and their willingness (in |many cases very limited) actively to en-
courage the popularity of securities *'.

The result is that where there are no effective organisations
for channelling savings into the securities market or for provid-
ing individual savers with investment advice, investments in se-
curities are made and mgnaged ditectly by the surplus units and
it is therefore correct tq see them in this light.

The first implicatiop of these findings is that access to the
securities market will bq difficult for small and medium savers,
and for any other potentfal investors who do not live in the im-
mediate vicinity of the main financial centres ** where the stock
exchange, banks and brdkers are located.

! Indeed, in all the gpuntries investigated in this survey, except the

Ivory Coast, the banking system takes anything but an active role in this
field.

2 The geographical cpncentration of securities ownership has also

been noted in other surveys, dlbeit with varying intensities and based on dif-
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This state of affairs prevailed in all the countries we inves-
tigated, and if, as seems possible, it is a typical feature of un-
derdeveloped countries, then the number of potential sub-
scribers to shares and bonds would seem to be restricted right
from the outset. The number is then likely to be further redu-
ced where wealth is highly concentrated in a few areas which
may not coincide with the financial centres in which facilities
exist to encourage and facilitate access to investments in securi-
ties.

Apart from these objective limitations, which must be
taken into account as they themselves pose considerable obstacles,
the results of our investigations * also point to a number of sub-
jective obstacles to the propagation of securities among poten-
tial individual investors. In the first place, many savers, gener-
ally, but not necessarily, in the small to medium category are
averse to risk-taking, and for them neither the higher yields, nor
the potential liquidity of securities is a sufficient attraction in
itself. For the more sophisticated of these savers there are (or
should ideally be) available, a range of financial assets, such as
savings deposits, or interest bearing warrants, which effectively
substitute investments in securities *'.

Secondly, those individuals more willing to take a risk
(usually but not necessarily those with high incomes), while ap-
preciating the advantages of liquidity implicit in marketable secu-
rities, are attracted by investments in many cases of a speculative
nature ** sometimes in partnership with others in trading, pro-

ferent factors. See, for instance, |.P. DrRaKE (1969) op. cit. pp. 86-87 and D.
GUSTAFSON (1963) op. cit. pp. 165-179.

' In addition to my actual findings in the African countries covered
here, see U Tan War and Parrick (1973) op. cit. pp. 257-258 and 277. Al-
though these authors do not provide any empirical evidence to support their
assumptions, my own findings fully confirm their theories.

2 In this sense, I fully concur with U Tux War and Patrick (1973)
op. cit. pp. 257 and 277. However, ].P. Drake holds the opposite view
(see note 34).

B

The general tendency to speculate by cperators with a propensity
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d by U Tun War and Patrick (1973) op. cit.

pp. 257-258, a contention not|shared by |.P. DRAKE (1977) op. cit. p. 75. See
PuiLLips PERERA, Developmeyt Finance,| Institutions, Problems and Prospects,
Preager Publishing, New Yorkl 1969, pp. 302-305, regarding the greater profit-
ability offered by real assets |and trading activities in many LDCs, and the
other disincentives to investm¢nt in securities mentioned in the text.

7 This factor, along With the inclination of savers to invest in the
types of asset mentioned in the text, hay also been emphasised by E.S. StAw
(1973) op. cit. pp. 58-70, in pxplaining the reasons why, in his opinion, it is
better to have a relatively smhll variety of financial assets in LDCs, inter alia
in order to simplify the available choice of units in surplus.

#  Cfr. Georee G. Mhniatis, Reliability of the Equities Market to
Finance Industrial Developmdnt in Greece, in « Economic Development and
Cultural Change », July, 1971} p. 604.

®  See Chapter 1I, Section 1.3.1. Regarding the comments in Note 38,
see also Sub-sections 3.1 in Seftions 2 and 3 in the second part of this survey.

¥ DRAKE’s analysis of experience in Malaya and Singapote summarised
in J.P. DRAKE (1977) op. cif|, p. 80 bear out, in that author’s opinion, the
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come from middle - to high - income groups rather than the
wealthy as such; they tend to be fairly knowledgeable about
financial matters, and are engaged in professions which do not
provide any opportunities for undertaking business in the tra-
ding or property sectors. In any case, activities in this sphere are
likely to be limited, as many of the people concerned either do
not possess adequate funds for the purpose, or, while not averse
to risk-taking, are not inclined by nature to business of this type.

In fact, shares in many countries tend to be highly concen-
trated in the hands of a small number of individuals in the wealth-
ier classes . However, this bears out my observations, in that
the shares concerned usually represent controlling interests,
which would be the case even if there were no securities market,
and anyway do not involve problems of mobilising household
savings.

In conclusion, my view is that the opportunities for expan-
ding aggregate savings in LDCs by establishing securities markets
will primarily depend on how far the limiting factors described
above interact with each other. Given that most of these con-
straints exist and given that it is difficult to remove them in the
short term, the degree of wealth concentration and the size of
the socio-economic groups inclined to invest in securities take on

desirability of securities being sold more widely to medium- to low-income
groups (domestic servants, gardeners and labourers). To support this proposition
DRrAKE also refers to the survey of E.A. Aroworo, The Developing of Capital
Markets in Africa, with Particular Reference to Kenya and Nigeria, in « IM.F.
Staff Papers», July, 1971 pp. 449-457. In this author’s view, however, the
information given provides no conclusions other than the fact that investment
in certain bond and share issues by private individuals (hence incomplete data
not based on stocks held in portfolios) had increased. This does not of course
give any reliable indication of the distribution by income group of issues in
circulation. The Brazilian experience referred to by U Tun War and PaTrick
(1973) op. cit., p. 298 is in line with the type of classification T have en-
countered,

31 See Sections 2.3.1. and 3.3.1. (Note 54) in the second part of this
survey.
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terprises have major difficulties in gaining access to the securities
market. These are compounded by the considerable reluctance
of groups in control of enterprises to expand the shareholder
base of such firms by offering shares to the public, and the gener-
al preference for bank credit as against money raised through
debentures. /.

Given this situation, one’s conclusion is that very little
pressure to save is exerted on companies by the existence of a se-
curities market representing a source of finance.

The same applies with regard to investment opportunities
that such a market could provide for those enterprises, whose
financial management is likely not to be sophisticated enough to
include investments in securities. The arguments put forward
regarding the spending units are also valid in this area.

1.2. The effects in terms of more efficient allocation of the ini-
tial stock of real wealth and increased financial savings.

It is reasonable to think that the creation of an efficient
financial system may help to accelerate economic growth, parti-
cularly in non-industrialised countries, not only by reducing
the production factors absorbed in the search and negotiation
process (income effect) ** but also by redistributing existing real
wealth, apart from new inflows *. The latter effect would arise
from the process of change in individuals’ portfolios brought
about by the supply of financial assets capable of substituting
tangible assets hoarded on an unproductive basis.

It is well established that in less developed countries, as a
result of lack of opportunities for productive investment, igno-
rance and the absence of an adequate range of financial assets, a

* Cfr. ES. Suaw (1973) op. cit., p. 56 and the bibliography cited.

% See R. CAMERON (1975) op. cit., pp. 20-21; Eric L. Furness, Money
and Credit in Developing Africa, Heinemann, London, 1975, pp. 17-20; M.
Masint (1976) op. cit., p. XIX; H.T. PaTrIcK (1967) op. cit., pp. 178-181 and
E.S. Suaw (1973) op. cit.
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ties, and on a microeconomic level, to the reinvestment of income
in innovatory sectors ”. The development of this process,
which has rightly been defined as being extraordinary, unrepeat-
able and of long duration ™ will depend to a great degree on the
structure and efficiency of the financial system. In effect, despite
the fact that the major impetus is likely to occur when the eco-
nomy is becoming monetised and cash in circulation is becoming
enriched with various types of key currencies, considerable po-
tential will probably remain even in those LDCs which are
already well on the way to full monetisation *.

This potential is demonstrated by the high volume of pre-
cious metals, foreign currencies and or other real assets held to
protect individuals’ wealth, which could be exploited by offering
adequate financial assets.

The question is therefore what role a securities market can
play in this process. As I have already shown, it is hard to an-
swer this question in the abstract, nor can empirical analyses be
used to produce an answer, as they simply do not exist. While
the crux of the problem lies in being able to substitute existing
real assets for securities (since for our purposes the substitution
of one type of financial asset for another is of negligible impor-
tance), I feel the conclusions previously reached on the effects
on the propensity of individuals to save can also be applied to
this problem.

In relatively undeveloped economic and financial systems,
securities are likely to be of interest only to a limited and
clearly-defined class of investors, on whose operating potential
the propagation of such securities will ultimately depend. Fur-
thermore, if the supply of securities simply leads to a reduction
in the volume of deposits held by banks, the benefits inherent in

57 Cfr. H.T. PaTrick (1967) op. cit., p. 181.

% Cfr. CAMERON and PaTrick, in R. CAMERON (1967) op. cit., p. 20.

?  See experience and surveys mentioned by H.T. PaTrICK (1967) 0p.
cit., pp. 181-182 and notes 21 and 22.



36 THE SECUR

TIES MARKET AND UNDERDEVELOPMENT

reallocation of real wealth will not materialise, and indeed could

lead to negative effects

in terms of disintermediation.

It does not necessdrily follow from this that the existence of
a securities market would act as a disincentive to the unproduc-

tive holding of real as
allocation of physical w
is small to the point o

sets, or that it would encourage the re-
palth, but it is my view that this influence
f being virtually negligible in some envi-

ronments, owing to th¢ reasons| set out above.

In other wotds, 1
financial asset, notably
system are more likely
most individuals are ¢
quate *’.

At the same time
physical wealth into m
cial structure, I am cd
take a closer look at Sq
attention to the activiti
tions. This theory is tqg
sion, but two of its p

The first is the sj

am inclined to think that other kinds of
indirect securities issued by the banking
to produce the desired results as far as
pncerned, provided their yields are ade-

| while on the subject of reallocation of
pre productive uses induced by the finan-
nvinced that developed countries should
humpetet’s theory, and hence give closer
es of banks that carry out monetary func-
o well known to call for detailed discus-
Fopositions deserve considerable thought.
becial capacity Schumpeter contends that

banks have for encout

aging the transfer of funds to entrepre-

neurs (as defined by Him) for productive investment *' by cre-

ating credit **. Althou
tends to overemphasis
applying for) credit, of

% Among others, M
Policy in Developing Coun
hold Savings, Cartrro, Mil
9-16 and 55-68 discuss the

1 Cfr. Josepn A. Sc
Oxford University Press, Ne

2 What Schumpeter
credit, which he associates ¥
Chap. 3, pp. 105-115.

, for reasons of exposition, Schumpeter
the distinction between granting (and
the basis of the purpose for which it is

=
-
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vith forced savings, cfr. ].S. SCHUMPETER, op. cit.,




THE ROLE OF SECURITY MARKETS 57

to be used, and in demonstrating in what specific conditions
such credit is essential for economic growth, there is no doubt
that he has fully grasped the basic purpose of the modern depo-
sit-taking bank. However, it still remains to be proved whether
the banks are actually inclined to finance innovatory activities **.

Here, as research into economic history has progressed,
some writers, albeit to a varying extent have come to reject the
simplistic contention that banks have failed to finance innova-
tion ** and at the same time have pointed to other ways in which
bank credit has helped to stimulate industrial development. For
instance, Cameron has shown that in some cases, « banks have
constantly financed promising technical innovations from their
outset » and that in many other cases, this has occured « uncon-
sciously or at the least, accidentally » **. He has also noted that
« ... while it is rare for a bank directly to finance a period of
experimentation by a new and inexpert entrepreneur (...), it is
fairly common for banks to finance the expansion of enterprises
which have already introduced successful innovations, and also
for them to finance the adoption of innovations by imitators ».
He also loses no time in adding that « it is likely (...) that the

¥ Here it should be noted that contrary to what has sometimes been
ascribed to him, Schumpeter does not contend that in practice banks are in
general particularly inclined consciously to finance innovation. In effect, re-
verting to what in his exposition he terms operating credit used to finance
ordinary trading (operating credit in a circular flow), he states that «... when
in the end all businesses — old as well as new ones — are drawn into the
circle of the credit phenomenon, bankers will even prefer this kind of credit
on account of the smaller risk it involves. Many banks, particularly of the
« deposit » type and also almost all old-established houses, actually do this and
restrict themselves more or less to such « current » credit. But this is only a
consequence of development already in full swing » (op. cit., p. 104).

# Although starting from a different basis and reaching different con-
clusions, see the following authors: R. CAMERON (1975), op. cit., (in particular
CameroN and Patrick’s foreword and CAMERON's conclusions) and A. GER-
SCHENKRON, Economic Backwardness in Historical Perspective: a Book of
Essay, Cambridge, Mass, 1962,

% Cfr. R. Cameron (1975), op. cit., p. 23.
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majority of technical innovations will have been introduced by
sound manufacturing erterprises,.. » so that « in such cases it is
a simple matter for th¢ entrepreneur to obtain finance from a
bank without the baner knowing or necessarily bothering to
know whether he is financing innovations or not » (*)*".

It thus seems reaspnable to contend that underdeveloped e-
conomies can make beheficial yse of the banking system and
create a basis on which|it can stimulate and accelerate industria-
fisation and economic growth. In this area, such countries can
draw on the experiencg acquired in relatively more developed
economies and the opportunity to « borrow » more efficient
banking techniques and adapt them to their own needs.

The second point|in Schumpeter’s thesis draws attention
both to banking activities and the securities market as being
complementary to those activities. The question turns on the
long-term financing of enterprises, which as he observes, is some-
times effected by shorf-term credit. Yet, « every entrepreneur
and every bank will try| for obvious reasons to exchange this ba-
sis as soon as possible [for a more permanent one, indeed will
regard it as an achievement if the first stage can be completely
jumped in an individua| case » **.

In particular, Schjimpeter points out that the bank’s role
here is to make available to the entrepreneur, when shares or
bonds are issued, purchpsing power created for the purpose, and
to place these securitie§ with its customers, thereby substituting
incremental means of payment by reserves of existing purchas-
ing power *". '

By mentioning thif point, I do not intend it as an opportu-
nity to review the statyis of the mixed bank, which has already
been the subject of extgnsive and very useful studies, but I feel
that it does offer an opportunity to stress how banks may play a

% Ibid., p. 24.
*  Translator's Note: [retranslated from Ttalian version of CAMERON,
47 Cfr. J.A. ScaumpgTer (1961), op. cit., p. 111.

8 Ibid., pp. 111-112|




THE ROLE OF SECURITY MARKETS 39

vital part in classifying and propagating securities, even though
they may not be directly involved in investment financing on a
systematic basis. Here it is enough to think of the support they
can provide by forming underwriting syndicates, the advice they
may give to entrepreneurs as a prelude to securities issues, the
credit with which they can support securities dealers, the in
vestment advice and management services they can provide for
their depositors and savers in general, and the quite considerable
influence they can exert on their choice of investment *.

In effect, all these transactions and services should repre-
sent one of the essential functions of a commercial bank as such.
Any banker worth his salt is fully aware of this and will not
make the mistake, which is frequently encountered, of consider-
ing intermediation in securities to be a mere deterrent to depo-
sit-taking and credit giving. The famous Italian banker, Raffae-
le Mattioli pinpointed this aspect with great clarity, when he sta-
ted that « the basic function of any bank is to mediate, and to
mediate in two complementary directions, i.e. to mediate )
between deposits and lending and %) between savings and in-
vestment. The result of mediation #) is credit-giving. The result
of mediation 4) termed « intermediation » in banking jargon —
or the buying and selling of currencies and securities on behalf
of customers — is to channel savings into the capital market,
and complement their integration into the production process by
purchasing or subscribing equities, bonds and Government se-
curities ». It is the job of the banker to ensure that these two
types of mediation become harmonised and complement each other
rather than hindering each other ™.

¥ Exemplary in this respect is the support offered by banks in the
Ivory Coast towards popularising securities among savers,

% See p. 231 of BANcA COMMERCIALE ITALIANA's 1960 Annual Report.
Mattioli drew the attention of the bank’s shareholders and the banking world
in general to this subject and its implications in a number of BCI’s Annual

Reports around that period.
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51 Such transactions | have been effected, for instance, at various times

in Kenya, and in some casps represented a discreet method of increasing sha-
reholdings. For informative| purposes 4s to how these atrangements worked, it
is worth noting that on thq occasion of a Dunlop rights issue, two local banks
undertook to finance part pf the issue by lending to Kenyan nationals 80%
of the value of shares they|might purchase (up to a maximum number of 500
shares per individual), under a sche¢me providing for repayment over 18
months. Cfr, Horer L. ENGBERG, Thé Nairobi Stock Exchange: An Organised
Capital Market in a Devefoping Country, in « The Journal of Management
Studies », March 1976.

Here, it is also of irjterest to note that the Banque Centrale des Etats
de I'Afrique de I'Ouest offfred a scheme in 1976 whereby it would refinance
the purchase by local invejtors of thé assets of foreign companies located in
the West African Monetary Union area (cfr. Chapter 1T 1.3.1.).
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ket could curb the tendency to send money out of the country
However, here again, one should not expect significant results,
if for no other reason than the narrow range of securi-
ties available on the domestic market. Furthermore, the same
objective can be achieved by encouraging a rise in interest rates
paid on deposits and other financial assets.

Regarding the inflow of foreign capital it seems unlikely
that the development of a securities market will exert any at-
traction in this respect, as such attraction occurs for other rea-
sons and in accordance with other needs. In saying this, I do
not wish to reject or underestimate the positive effects foreign
investors may see in opportunities to obtain participation by lo-
cal businessmen (protection against political risks and other fac-
tors) and to cash their investments more easily, albeit gradually **,
but would simply contend that this is not a determining factor.

1.3. The effects on the aggregate volume of investment and the
allocation of savings.

This last set of effects through which the financial structure
may influence economic growth involves the volume and alloca-
tion of investment.

Albeit with sometimes considerable differences in approach,
some students of financial theory and less-developed economies **

#  The mutual advantages accruing to foreign and local investors from
a broad sharcholding base are illustrated by E.A. Aroworo (1971) op. cit., p.
464; D. GusTAFSON, Promoting Broader Ownership of Private Securities in
the Low Income Countries; W. Diamonp, Development Finance Companies:
Aspects of Policy and Operation, published by the Johns Hopkins Press for the
World Bank Group, Baltimore, 1968, p. 28.

¥ See R. CamEroN (1975), op. cit., pp. 17-20 and 425-426: VINCENT
GAvLBis, Financial Intermediation and Economic Growth in Less-Developed
Countries: A Theoretical Approach, in « Journal of Development Studies »,
Vol 13, No. 2, January 1977, pp. 64-69; R.W. Gorpsmrri (1969), op. cit,,
pp. 390-400; R. McKinnon (1975), op. cit.,, H.T. Patrick (1967), op. cit.,
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pp. 182-185; RicHAarD Po1
Economic Development in t}
and ES. Suaw (1973), op. ¢it., pp. 75-77.

¥ Cfr. HT. PaTrick|(1967), op. cit., p. 184,

%5 Cfr. V. Gavsis (1977), op. cit., p. 84 regarding the positive effects
generated in the volume of [investment and allocation of resources.

* This could also tepd to siphbn funds out of unorganised financial
markets into organised ones|

TER, The Promotion of the Banking Habit and
e « Journal of Development Studies », July 1966
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average return they yield . This is because it allows a greater
selection of investment opportunities while at the same time fos-
tering a specialist approach by economic units in terms of sa-
vings and investment, by relegating investment to the initiative
of those businesses with the best entrepreneurial talents.

Yet perhaps the biggest incentive to increasing investment
is afforded by the greater availability of funds and greater op-
portunities for access to capital that development of the financial
structure can provide for entrepreneurs, thereby enabling them
to borrow more money and achieve economies of scale.

Since the points made above as usual mainly refer to the
activities of financial intermediaries, it is worth seeking to assess
the contribution which a securities market can make to the
growth and efficient allocation of investment.

As to its growth, a fairly simple way to find out whether a
securities market can significantly encourage investment in
LDCs, is to see to what extent it can facilitate and expand oppot-
tunities for access to capital, reduce the cost of borrowing and
increase the volume of funds available for lending.

While stressing once again that only rough estimates can be
made by reference to general situations, it should be noted that
increased access to credit is likely to benefit mainly larger well-
established businesses, namely the only kind of business that
will be in a position to place its securities without too much
difficulty.

It is also likely that as such businesses represent the banks’
preferred customers as far as lending is concerned, they will not
stand to gain so much advantage from the existence of a bond
market * as from an equities market. Yet even the existence of

57 See E.S. Suaw (1973), op. cit.,, pp. 75-76 and V. Garsis (1977),
op. cit., pp. 63-67, who analyses the effects in this direction resulting from
an increase in real interest rates towards the point of equilibrium.

¥ Tt is of course assumed that existing financial intermediaries would
be in a position to provide long-term loans. If this is not the case, one would
expect long-term lending by financial intermediaries to become developed at
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As to the real scope of these potential advantages, there are
various reasons for assuming that they would be pretty modest,
if not indeed non-existent, in the presence of financial interme-
diaries with efficient operating methods.

First, as noted previously, in an underdeveloped economic
environment, the risk factor may lead to yields on first-class se-
curities held in the portfolios of surplus units that are high
enough to discourage recourse to direct borrowing. Furthermore,
the cost of such direct borrowing in terms of small loans in
markets that are relatively organised may be significantly affect-
ed by the cost of issuing and placing the securities concerned,
and by any intervention that may be needed to support their
market price.

Secondly, if it is also borne in mind that businesses in a
position to sell securities to the public anyway already enjoy
privileged treatment from their bankers, it is clear that the
advantages in terms of capital cost offered by securities markets
may in fact be fairly minimal.

Finally, as to a possible « availability effect », one can rule
out the possibility that activation of a securities market sig-
nificantly increases the volume of finance available to business
enterprises because as far as rising debt capital is concerned —
and this seems hardly worth repeating — potential issuers
already have ready access to indirect credit. At the same time
when the question of raising venture capital arises, the limita-
tions to the supply of funds along with the reluctance of many
businesses to use this channel for finance lead to the conclusion
that, taken as a whole, the effect in question is not of major
significance.

It remains to be seen whether the co-existence of a securi-
ties market with other financial institutions improves the alloca-
tion of savings among various potential investments. Here, a
word of warning is due. At the present stage of knowledge, it is
not possible to express a firm judgement, since this calls for spe-
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SHAw, for example| is firmly convinced that the creation of organised

securities markets is unfavograble to the process of allocation, since, among
their other negative effects, [they lead to an increase in the concentration of
economic power (cfr. E.S. Siiaw (1973) op. cit., pp. 144-147).




2. THE ROLE OF SECURITIES MARKETS
IN LESS DEVELOPED COUNTRIES: b) OTHER FUNCTIONS
AND AIMS

In the previous section, attention was concentrated on the
contribution that a securities market may provide towards eco-
nomic take-off in LDCs. Indirectly, I also looked at a large va-
riety of other functions attributable to such a market, such as
the raising of capital by business enterprises, liquidity of mon-
etary wealth, the formation and popularity of economic indica-
tors (market prices, yields and so forth) and the selection of
more profitable investments for savers.

To complete this analysis of the role played by securities
markets and the aims that can be achieved through them, we
now have to consider the following aims:

i) encouraging the pursuit of economies of scale, there-
by allowing companies to achieve a larger output capacity;

ii) avoiding and opposing excessive concentration of cco-
nomic power while at the same time providing a basis for achiev-
ing a reasonable distribution of wealth and income;

iif) exerting pressure on enterprises to maximise profits
and pursue more skilful management policies by using profession-
al managers (and, in the process, stimulating entrepreneurial
talents and individual skills);

iv) encouraging the process of placing economic activity
in local (or private) hands.

2.1. Contribution to economies of scale.

This aim has already been discussed when I referred to the
incentives to investment that a securities market may provide,



48

and the comments then
merely add that this o

THE SECURITIES MARKET AND UNDERDEVELOPMENT

made may be expanded. Here, I would
jective in all likelihood does not repre-

sent a prerequisite nor s it perhaps even necessary for economic
development in countrigs at the initial stages of industrialisation.

Analyses of economic

successful development
small businesses played
by their nature they t¢
agile, flexible and lively

story have indeed proved that the most
case-histories have been those in which
a major role at the take-off stage ', since
nd to form an industrial fabric that is
The pragressive and selective growth of

small businesses also makes it possible to avoid the risks and

rigidity inherent in an 4
ent that have not been
lopment.

Careful thought sk
the economies of scale
in comparison with tho

rconomy where large businesses are pres-
the result of gradual and selective deve-

ould thus be given to just how effective
bffered by big businesses are going to be
se offered by a widespread base of small

enterprises. It follows t
the question of wheth

at greater attention should be devoted to
it is desirable to foster the growth of

certain production unfts albeit through exclusively financial
channels, which may wgll mean that there is a risk of diverting
financial resources away from smaller businesses.

This does not of ¢ourse mean that one should not encour-
age some businesses to [grow in size. It does however mean that
this should be done at the right time, and above all in response
to actual needs, prefeably at the spontaneous request of the
entrepreneurs concerned. At an carly stage of development it is
more important to congider the quality of the industrial sector,
rather than the size of ipdividual production units. This is shown
by the fact that many businesses, despite being in a position to
raise venture capital without impinging on the controlling inter-
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1

Cfr. R. CAMERON (1975) 0p. cif., p. 459 and the essays in this volume.
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which may be complemented by direct contributions from their
existing shareholders.

In any case, an approach of this kind seems to be in perfect
keeping with the lead time needed to acquire the experience and
management skills required to run larger businesses (or even
merely to exercise the power to choose). It is no coincidence that
in a number of countries, including those investigated in this sur-
vey, there is a situation, paradoxical though it may seem at first
sight, whereby demand for equities, including new issues, fre-
quently exceeds supply.

2.2. The effects of securities markets in terms of concentrating
economic power, income and wealth.

It is often contended that the development of a securities
market and the widespread placement of equities with investors
is essential to avoid an excessive concentration of wealth in the
public sector or, at the opposite extreme, in the hands of a re-
stricted clique of private capitalists, as well as representing the
basic prerequisite for reasonable distribution of income, and
economic power as such *. In my view, it is somewhat unrealistic
to assume that securities markets per se can achieve these aims in
an LDC, nor does there seem to be much evidence to that effect.
This view also applies in full measure to developed industrial
countries, and the experience gained in such countries proves
the point.

In the first place, concentration of wealth, which in turn
tends to concentrate economic power, is very likely to form an
unbridgeable barrier to wider share ownership. It is therefore
an illusion to think that concentration of wealth and power can
thus be influenced by a process, the development of which
actually requires its removal.

* See D. GusTtarson (1968), op. cit., pp. 27-28.
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Even so, in my view, this is more a theoretic hypothesis
than a real one (as the authors themselves stress) and however
acceptable and convincing it may be, it still does not allay the
doubts expressed earlier on about whether this mechanism would
work, even where efficient schemes for redistributing income and
wealth existed.

2.3. The effects of a securities market on corporate manage-
ment and as a stimulus to entrepreneurial capacity.

This third set of objectives has a closer bearing on corpo-
rate management, to which a broader shareholding base could pro-
vide an incentive for improvement in a number of respects. In
fact, it may be supposed that where a company goes public, it
will be stimulated to earn higher profits and to employ skilled
professional management *. In addition to making better use of
latent entrepreneurial capacity, this would also lead to improved
accounting practices, greater profit orientation and more dis-
closure of information, thus also yielding social benefits.

While it is quite possible that such effects might come
about, I am somewhat sceptical about whether firms would also
be induced to maximise profits rather than pursuing other
goals *.

This is because, first, there is no reason to think that, before
going public, companies aim at a set of objectives in which
the profit motive carries relatively little weight, and secondly
because in practice it has been frequently observed that, just
when ownership and control become split, the arrival of profes-
sional managers leads to other objectives emerging along with
profit maximisation. In some cases, these other objectives are
based on the personal interests and goals of the new managers.

Cfr. U Tun War and Partrick (1973) op. cit., p. 260.
¢ A hypothesis put forward by U Tun War and PATRICK (1973) op.
cit., p. 260.
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Provided it does not entail any particularly coercitive measures,
action taken along these lines can yield a number of definite
benefits, such as continuity in growth, achieved by avoiding any
drastic premature divestment by foreign interests, and a larger
degree of control over the firms concerned. Also, a greater slice
of profits previously exported will tend to be retained and re-
distributed in the country, and so forth.

Of course, such a process involves solely the capital factor
and hence requires additional measures aimed at correcting
other factors that cause dependence on foreign countries. It also
presupposes the formation of a fair-sized volume of private sav-
ings, and that surplus units will have a propensity to invest in
leading shares.

Yet, apart from the limitations and problems that may arise,
which are not worth dwelling on here, it is of interest to note
one positive aspect of indigenisation and privatisation of busi-
ness activity, where this is implemented along the lines de-
scribed. In effect, it enables one major obstacle to be overcome
that frequently obstructs the growth of an equities market, na-
mely the unwillingness of firms to go public. A transfer of shares
held by Government authorities and the indigenisation of fo-
reign-controlled companies, would in fact allow a volume of sha-
res in better keeping with absorption capacity of surplus units
to be gradually brought to market at the appropriate time.

Even so, this positive aspect should not be overestimated,
since the leeway for manoeuvre will be directly dependent on
the quantity of securities that the public sector is able to transter
to the private sector, and on the number and size of firms that
will stand to benefit by indigenisation. It should also be added
that once the equities available run out, any further growth in
the supply of shares will rest entirely with the growth of the
firms themselves and the degree to which they are willing to go
public. In any case, experience in some countties * tends to lend

8 The Kenyan experience is discussed by H.L. ExBERrG (1976), op. cit.,
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jectives. Careful thought should thus be given to this other as-
pect and the resulting effects, especially in terms of the scope
for action by the central bank in the widest sense, and the rela-
tive state of development and stability of the financial market.

On the basis of the points thus far made, one’s conclusion
is that the creation of a securities market — even if this consists
mainly of issuers represented by financial intermediaries — may
provide a very limited contribution to economic development in
LDCs and to the solution of their financial problems, if indeed it
makes any contribution at all.

Even so, given the generalised nature of the analysis and
the wide variety of different situations in the less developed
world, it cannot be ruled out that a securities market may
achieve a fair degree of success in specific countries. In my view
however, these are likely to be restricted to but a few cases. Given
the limitations in both the supply of, and demand for funds,
it seems fair to conclude that, in general, a securities market
may yield benefits only where industrialisation is well under
way and where there is a fairly well-developed and consolidated
financial market.

These are not of course the only factors that have an in-
fluence. Other circumstances will also be of prime importance,
and in order to develop this analysis, it is desirable to attempt to
identify the prerequisites for the creation of a securities market.

and favour can command savers' attentions. Intervention by the central bank
to stabilise the equity or debenture market would be one more source of en-
dogeneity in the supply of nominal money ».






3. THE PREREQUISITES FOR THE CREATION
OF A SECURITIES MARKET

Two points must be made before seeking to pinpoint the
preconditions for a securities market to benefit the financial
structure of an LDC.

The first is that it is impossible clearly to identify what these
conditions are, and the degree to which they are necessary.
Obviously, this is because there are no generally valid rules for
defining them, and also because such yardsticks as there may be
will vary considerably from one country to another. In addition,
as the overall effect is, in the final analysis, what really matters,
an accurate assessment of the importance of each prerequisite
and its relative degree of significance can only be made by refe-
rence to all the prerequisites as a whole and to the different
ways in which they are combined in practical reality in each of
the countries observed.

The second point is that even where the existence of these
prerequisites is established, this does not imply that a securities
market will in any event be a success, and exert positive effects,
but simply that such a market can be established. In effect, its
onward development and the pursuit of its desired goals will be
conditional upon a host of other factors, some of which have
been indirectly indicated in the preceding section.

Given the foregoing, the circumstances reviewed below
should be taken solely as a very rough indication of what are the
prerequisites needed to set up a securities market.
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Tt might possibly be of use in the initial stages of getting a
securities market off the ground, in particular, where this had to
be achieved by supply lending, that is, steps taken to equip a
country’s economic and financial system with new financial insti-
tutions and instruments before the demand for these from the
business community actually made itself felt'. However, once
the initial stage was completed, the market should be able to
rely on a broader selection of issuers and adequate inflow of se-
curities on a continuing basis.

Similar considerations apply to the process of indigenisation
and privatisation of production. They may represent a useful
means of activating a securities market (even where supply-lend-
ing is the norm). Yet, as their effects will still perforce be limited
to the companies and volume of securities involved, the subse-
quent growth and fate of the latter will continue to depend on
whether the conditions just referred to actually exist.

3.2. The level and distribution of domestic savings and the skill
of people in charge of selecting investments.

A second set of essential prerequisites lies in the formation
of a reasonable volume of domestic savings, especially in the
household sector. In particular, the flow of savings must not be
sporadic, as is typically the case in many LDCs, and must be ade-
quately distributed among the surplus units. These aspects are
closely interrelated, where they do not indeed depend on the le-
vel and distribution of income and wealth® and other real fac-
tors, which consequently also form other prerequisites.

! This is a concept put forward by FLT. Patrick (1967), op. cit., pp.
174-176, whereby « supply leading » (defined as described in the text and as
innovations aimed at getting the financial market to play an active role in
cconomic development) is distinguished from « demand-following », where new
financial institutions and instruments are created in response to specific demand
by the business community,

2 H.B. pa Fonseca (1971), op. cit., pp. 64-67 makes a number of points
on the interrelation of income distribution and savings formation and the
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and distribution on a territorial basis of financial intermediaries
who can play an essential role in popularising securities in a va-
riety of ways.

Without overlooking or underestimating the special contri-
bution that can be made by institutions such as investment
banks, development banks and other specialist bodies of this
kind , it is fair to state that the attitude taken by the commer-
cial banks will be critical. In any country, irrespective of struc-
tural and functional differences in the banking system, these banks
are in a position to provide valuable support for a primary and
secondary securities market, owing to their widespread branch

/.
/

networks and extensive relationships with the business commu- |

nity as a whole. Their cooperation is thus essential, especially if |
it is borne in mind that LDCs are particularly short of institu-
tions specialising in the placement and marketing of securities,
and, in any case, such institutions could not base their activities
on such transactions alone, in view of the limited returns avail-
able on a small turnover.

3.3. The level and structure of yields on financial investments.

Along with the circumstances outlined above, a further
vital prerequisite, which has a critical influence on demand for
securities, is the level and structure of yields on financial in-
vestment. These must be differentiated on the basis of the de-
gree of risk and liquidity of each type of investment and they
must be formed as a result of the free action of market forces.
In other words, vields on securities should not be artificially
maintained at below their market equilibrium rates, and should

Nosay, Essays in Modern Economics: The Proceedings of the Association of
University Teachers of Economics, London, 1973, p. 338.

5 Cfr. H.B. pa Fonseca (1971), op. cit., pp. 96-97; Davio Giui The
Kole of lnvestment Banking in Developing Countries, in « Savings and De-
velopment », Finafrica Quarterly Review, No. 3, 1980.
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7 Cfr. RW. Gorpsmriu (1971), op. cit., p. 36.
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The importance of each of these conditions is such as to
require no comment. In any case, there is quite a large bib-
liography which can be consulted *.

Perhaps only one of these factors — monetary stability —
calls for a brief discussion dictated by the need to set out the
various opinions that are held on the subject. It is often main-
tained that a stock market can be launched with fair success
even in a permanently inflationary situation, if indexation
schemes are introduced. Examples of countries are quoted to
support this theory, but in fact these are rare exceptions, and no
consideration has been given to the side effects and overall im-
plications of such schemes.

In my view, monetary stability is a sine qua non, especially
at the initial stages of any securities market, whether it be based
on equities or bonds. As well as being likely to generate major
distorsionary effects, indexation would discourage companies
from issuing stock, and in all probability would not even stimu-
late demand for securities. Indeed, it is reasonable to assume
that for various reasons including lack of confidence and of eco-
nomic training on the part of individuals, as well as various bar-
riers of a psychological nature, savers would be more inclined to
plump for liquidity rather than investing in long-dated financial
assets, even if these were index-linked. In any event, if a system
of indexation were adopted that worked completely effectively
for investors, the costs for private issuers would be prohibitive,
and this would therefore penalise the market in terms of the
supply of securities.

Albeit restricted to essentials, the foregoing points made on
the prerequisites required to set up a securities market lead me

8 See: H.B. pa Fonseca (1971), op. cit., pp. 70-74; R.W. GoLDSMITH
(1971), op. cit., pp. 18-21; D. GusTAaFsoN (1968), op. cit., pp. 30-32; P. Pe-
RERA (1969), op. cit., pp. 79 and elsewhere; C. Secre (1971), op. cit., p. 46
and following.
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to reaffirm my conviction that such a market would only be
viable in a situation where development of a country’s economic
and financial structure|was already in full swing. At the same
time, it is clear how vqry few third world countries are actually
in such a situation.




4. MEASURES AIMED AT ENCOURAGING THE GROWTH
OF SECURITIES MARKETS

Given the existence of the foregoing prerequisites, the es-
tablishment of a securities market, (whether this occurs as a
result of demand-following, i.e., on the spontaneous initiative of
potential issuers, subscribers or intermediaries specialising in se-
curities dealing, or as a result of supply-leading, namely on the
initiative of the authorities and banks), will have to be accom-
panied by a series of measures aimed at securing its success and
growth.

Such measures have been discussed by almost all those who
have dealt with the subject, albeit marginally, including those
who take a highly critical attitude to the value of securities
markets in LDCs. Were it not for the fact that many of the pro-
posals in this area seem figments of imagination and « common
sense », rather than closely worked-out ideas, at this stage 1
would simply confine myself to referring to the bibliography
concerned.

However, given this situation, one should attempt to make
a brief analysis of the measures most useful in this field, with-
out going into a highly detailed review, for which I shall give
the necessary bibliographical references as I proceed.

These measures, the choice of which will depend on a large
variety of local environmental factors, should ideally be clas-
sified into three categories, according to whether they are aimed
at influencing @) the supply of securities ) encouraging the de-
mand for them, or ¢) the structure, organisation and operations
of the new issue and secondary markets.
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general, it should not give rise to any particular problems. How-
ever the possible adverse impact of these measures on corporate
growth should not be underestimated, since, if the companies
concerned see them as an unacceptable constraint or as a disrupt-
ting factor to be avoided at all costs, they may actually be in-
duced to limit the physical growth of their business. This
would result in the size of manufacturing units being artificially
held down to below its potential.

The desirability or otherwise of adopting these policies
should thus be assessed very carefully, and in any case they
should be implemented in a highly flexible manner so as not to
act as a deterrent to growth. In other words, if this policy is to
be used, it would be better not to make it a general measure but
to restrict it to those firms who were willing to accept it, namely
in the form of flotation being made subject to the consent of the
firm involved ®,

Another coercitive means of expanding corporate share is-
sues would be to impose limits on borrowings from banks or
other financial intermediaries. These limits could be based on
compliance with given debt/equity ratios in the borrower com-
pany *, or, taken to the extreme, a limitation on its maximum
indirect credit limit.

In the former case, which also applies to « mandatory » list-
ing, an effect would be exerted on the supply of shares. In the
latter, the aim would also be to encourage financing in the form
of bonds.

Measures of this kind, contrary as they are to financial liber-
alisation, should be completely ruled out. In the first place, it is by

3 In analysing these specific measures U Tun War and PaTrick (1973),
op. cit., p. 289 note that « This apparently runs so contrary to concepts of the
rights of private ownership in market-oriented economies — concepts that the
capital market presumably embodies — that to our knowledge no country has
used its regulatory powers in this manner ».

* This hypothesis is considered by J.P. Drake (1977), op. cit., p. 84,
but he concludes it would not be feasible in practice.
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no means certain that their desired objectives would be attained;
indeed, they might aqtually be counterproductive and lead to
a build-up in credit |negotiations on unofficial markets. Se-
condly, as well as being difficult to administer, they would have
a disastrous effect on the finances and profits of the companies
concerned.

Serious doubts al§o arise about a third type of coercion po-
licy, which consists of requiring foreign companies to issue or
transfer to local busingss interests a certain proportion of their
equity. The indirect version of this policy is to place restrictions
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cost of funding incurred by certain companies on the securities
market, or at penalising those companies which do not raise
funds from the market although they are in a position to do so.
Tax incentives of this kind can take various forms and involve
funds raised through both equities and bonds. They include:

i) corporate income tax rates graded according to whether
the company is listed or not, the number of its shareholders, or
the extent to which its shares are held by the public;

it) deductibility (total or at higher rates) from taxable in-
come in respect of dividends or bond interest paid, in some cases
discriminating vis-a-vis indirect borrowings;

iii) dividends being taxed at a lower rate than retained
profits. ot i

Tax penalisation obviously works in a similar way but in
the opposite direction, by raising the rates payable by companies
which are being encouraged to go public above those applied to
the majority of listed companies.

Without going into further details of the technical aspects
of these measures * it should first be pointed out that if a choice
has to be made between penalties and incentives, incentives are
much to be preferred. Penalisation should be avoided, since as it
tends to discriminate in a negative direction, its outcome is un-
fair treatment, and it may have a serious impact on companies at
the receiving end, without producing the result desired.

The same is true of tax rates which de facto penalise inter-
nal cash generation in the interests of a bigger dividend payout.
Here, if it is desired to increase the number of shares in issue, it
is not necessary to raise tax on retained profits ®, since there is
the alternative of granting concessions on capitalisation issues
taken from reserves. In this way, no obstacles would be placed
in the way of self-financing, a vital factor in corporate growth,

7 For further details see, inter alia, C. SEGRE (1971), op. cit., pp. 47-48;
U Tun War and Patrick (1973), ep. cit., pp. 289-290.
8 This policy is referred to by C. SEGr (1971), op. cit., pp. 47-48.
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they may achieve or that involve any other effects that are hard to
predict or measure, The policies that should be adopted should
thus aim first at encouraging companies to go public on a volun-
tary basis, and secondly at facilitating access to the securities
market by making the process less onerous. Action here should
be geared to providing assistance in preparing and carrying out
flotations, and in the development of an institutional framework
that is conducive to easy access to the market on a continuing
basis, while reducing the costs involved and those incurred in
going public in the first place. Such measures principally involve
proper organisation of the new issue and secondary markets,
which at the beginning of this section were classified for conve-
nience’s sake into a category standing on its own. They call for
only brief comment, since their choice will be closely contingent
on a series of factors, which will tend to vary from one country
to another ™.

These will include, for instance, the structural and function-
al characteristics of the financial system, the types of interme-
diary operating within that system, the kind of Government in-
tervention employed and so forth.

I shall therefore confine myself to stressing once again the
need to set up organisations that specialise in arranging share
issues, or alternatively, to enlist the assistance of commercial
banks, which is anyway of crucial importance at various other
levels. An important role can also be played by medium-term
credit banks, investment banks or other financial service bodies
and holding companies controlled by the Government, which
among other things can help new enterprises and smaller busi-
nesses to come to the market, and keep an eye on their subsequent
fortunes by intervening, where appropriate, on the secondary
market.

10 These aspects have been analysed in detail and proposals made inter
alia by H.B. pa Fonseca (1971), op. cit., pp. 90-97; D. GusTAFsoN (1968),
op. cit., pp. 32-46; L. LoxLey (1969), op. cit., pp. 149-156; P. PERERA (1969),
op. cit., and C. SEGre (1971), op. cit., pp. 57-59.
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The secondary market should also be organised on a formal
basis and should include organisations which specialise in securi-
lishment of a stock exchange is thus
essential, and where copditions do not exist for securities dealers
to transact business profitably, then once again the cooperation
of the commercial ban}s must be sought, while carefully regulat-
ing their stockbroking lactivities .

Still on the subjert of the institutional framework, a fur-
ther type of interventipn, aimed in this case at stimulating the
demand for securities, | concerns institutional investors. Among
these, an especially important part can be played by investment
management companies run on a trustee basis for a large number
of investors. Such companies provide a useful means of channel-
ling household savings fnto investments in securities **. LDCs in
which there is a major problem of getting savers to invest in the
stock market would ceftainly stand to benefit from the services
of such organisations. :

In fact, the volumg of business that mutual funds and simi-
lar institutions might expect in most LDCs is hardly likely to
justify their setting up|house spontaneously in such small mar-
kets even at a fairly advanced stage of development. In these
circumstances, the rold of muthal funds should be played by
other intermediaries whose activities are already diversified into
various sectors, includjng secutities dealing and services pro-
vided to issuers and subscribers *. Alternatively, in the absence

1" The pros and cons| of this « fall-back » solution are discussed in the

sections dealing with individual securities markets.

2 There are no studies of experience in this field in countries with
relatively undeveloped financfal structures. Even so, a recent book based mainly
on experience in the United|States is worth quoting, owing to the interesting
information it provides and [the useful assessment it gives of the role played
by institutional investors. This is MARsHALL E. BLUME and IRwIN FrIEND,
The Changing Role of the INdividual Investor, John Wiley & Sons, New York,
1978.

B See D. GiLL (198(), op. cut.
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of private initiatives, it may be appropriate for Government
authorities to take on the task of promoting such organisations, in
the form considered to be most appropriate and subject to prior
analysis of opportunity costs, possibly by making use of existing
Government-controlled institutions.

Even so, it should again be pointed out that in markets that
are relatively undeveloped from an institutional viewpoint, the
commercial banks are potentially best placed to provide such
services in terms of both the results that can be achieved, and
costs. Needless to say, such banks would have to be willing to
play an active role in this field and to support the growth of the
securities market. Otherwise, the various alternative solutions
proposed would certainly be preferable ™.

4.2. Measures aimed at increasing the demand for securities.

There now remain to be discussed policies aimed at stimulat-
ing demand for securities other than those covered in the pre-
vious section. These can be classified into two broad categories,
according to whether they are directed at institutional or indi-
vidual investors.

Policies aimed at institutional investors should encourage a
demand for funds complementary to that from individual inves-
tors, and should not simply result in creating closed financial
circuits, thus defeating any attempt to activate a real market as
such. In addition, one should avoid the very common mistake of
imposing tight controls on the management of portfolios by insti-
tutional investors through regulations which de facto mean that
they can only act as buyers, and thus inhibit them from playing
an active role in dealing on the secondary market. Rather, action
should be taken to ensure that institutional investors do not

¥ In both cases, these theories are borne out by actual findings in the

country-by-country survey.,
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simply operate as buyets « of last resort », but work on a conti-
nuous basis to offset short term market anomalies, and if neces-
sary, to meet possible t¢mporary|excesses of demand over supply
by selling off securitie§ held in their own portfolios.

As to measures tdken to encourage subscription by indivi-
dual investors, one should first and foremost rule out any coerci-
tive measures, such as qny obligation to subscribe to a given vo-
lume of securities bas¢d on income, or other guidelines. This
amounts to nothing shdrt of expropriation, and is impossible to
reconcile either with the tenets of the market or the more fun-
damental principle of |free choice. As the few actual known
experiments in this field have shown ™, they tend to put all inves-
tors right oft securitieq even for a long time after the measures
themselves have been abolished.

Guidelines for intervention generally proposed involve po-
licies aimed at increasipg the attractions of securities in terms of
both liquidity and retufns.

On the liquidity [front, the central bank or other institu-
tions are usually requiled to intervene continuously on the mar-
ket in order to smooth trading and allow securities to be sold.
However, it should bq noted that there are at least two major
limitations to this action, first that it is inadvisable to peg
interest rates at rates |below ti’le market rate '°, and secondly,
and even more important, that it is possible to lose control
of the money supply and set off an inflationary spiral. Inter-
vention of this kind phould thus be restricted to eliminating
erratic movements rither than running against the basic
trend of the market. Qtherwise, there is a risk of instilling an
attitude similar to tha{ of savers and depositors in the business

community, and failing
making it fully aware

15 See, for instance,

Part 11, Section 1.2.7.
16 Cfr. U Tun War

| to train it how to invest in securities by
of the risks involved.

the Tunisian experience referred to in Chapter 2,

and Patrick (1973), op. cit., pp. 291-292.
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In any case, these practices are open to serious doubt, since
as previously noted, they can lead policy-makers (who may not
always be highly experienced) into operations that jeopardise or-
derly growth in money supply.

The granting of tax incentives to investors is also a dubious
practice ', whether these take the form of tax exemption on ca-
pital gains from investments or deductions for tax purposes on
funds employed in securities, for similar reasons to the doubts
already expressed about encouraging issuers. The effect in both
cases is to reduce fiscal revenue, or raise other taxes, which may
lead to concentrating the fiscal burden in an unfair way, and
which runs counter to the precept of treating all types of finan-
cial asset in a uniform manner for tax purposes. Furthermore,
these policies may distort distribution of wealth and income
owing to the fact that most of the beneficiaries (buyers of secu-
rities) belong to the wealthier classes. Also, it is very doubtful
whether these measures in themselves can encourage investment
on the part of middle- to lower-income groups.

Even so, tax concessions, albeit officially motivated by to-
tally different intentions, are in some cases necessary where the-
re is an inefficient tax system, in order to stimulate investments
in securities. In such a situation, the medium- to high-income
groups who already have ample opportunities for evasion will
not be penalised but given privileged treatment. Where this oc-
curs, exactly the opposite effect is achieved to that ideally inten-
ded.

In this case too, the use of fiscal measures should be asses-
sed with great care. They can be used, provided they ensure that
uniform treatment is given to all types of financial asset and do
not bring about distortions.

On the other hand, what is really necessary if the demand
for securities is to be encouraged is a variety of steps designed to

17 See N. Kruw (1969), op. cit., p. 1161.
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improve the economic fraining of individuals backed by ongoing
information on a large| scale to| assist them in selecting inves-
tments. This can be mdst useful|in raising the quality of profes-
sional skills in the widgst sense among the business community
as a whole, irrespectivg of whether they are surplus or deficit
units, and in improving the operation of the financial system.
The cost of these meagures need not be prohibitive, given the
reasonably cheap acces§ Government and other authorities will
have to a wide range df media. However, there seem to be no
countries in which actidn of this kind has been taken on a really
systematic basis.

Finally, if savers |are to he attracted to securities inves-
tments, the terms and donditions of issue must be set out in an
easily comprehensible fashion, with the emphasis on reducing
the risk element.

In conclusion, only a few of the foregoing measures can be
recommended wholeheaftedly. With many others, serious doubts
arise as to cost-effectiveness. A|very cautious attitude is thus
needed, and the pros and cons of the various effects that may be
brought about should He very carefully weighed.




5. THE COSTS AND RISKS INVOLVED IN ESTABLISHING
A SECURITIES MARKET IN AN LDC

There are a great many ways in which any given country
can mobilise economic surpluses and allocate savings among po-
tential investments. Generally they are classified into two catego-
ries, according to whether they give rise to internal or external
financing processes. Very roughly, the former category comprises
internal cash generation, inflation and taxation, while the latter
embraces direct and indirect financing, endowments, along with
public sector, private sector and foreign loans.

Gurley and Shaw ' have drawn attention to certain criteria
for selecting saving-investment techniques, and have pointed out
that the optimum combination — which forms the basis for a
country’s financial structure — will tend to vary in space and

Elm!time, according to various historical, social, economic and envi-
‘ronmental factors.

According to these authors, it can be assumed that « the ob-
jective of public policy regarding the saving-investment pro-
cess... is to maximise the capital value of anticipated real con-
sumption. Given a social discount rate, the technology or com-
bination of technologies for eliciting and allocating saving is best
which implies highest consumer welfare, counting Government
among consumers, The optimal consumption stream has the qua-

floN
M
v

! Cfr. ].G. Guriey and ES. Suaw, Financial Structure and Econontic
Development, in « Economic Development and Cultural Change », Vol. 15, No.
3, April 1967. The criteria for selecting an institutional basis for financial pro-
cesses are also covered by Shaw in a subsequent study. Cfr. ES. Suaw (1973),
op. cit., pp. 78-79.
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absorbed by institutions and financial markets but also those
used by savings and investment units in managing their assets and
liabilities *.

The foregoing concepts should provide terms of reference
for decision-making as to how a country’s financial structure is
to be organised, and hence the actual formation of a securities
market. Accordingly, any decision to establish such a market
must be preceded by a careful assessment of the costs and gross
yield it will generate. This assessment should also take account of
the effects of the market on other financial processes, by reason
of the substitutive effect between direct financing techniques,
indirect financing techniques and internal financing processes °.
This point is worth making, since the costs and benefits associa
ted with the establishment of a securities market are frequently
considered in isolation, while overlooking the impact such a
market may have on the activities of each type of financial in-

termediary and the implications of possible transfers of produc-

tive factors from some saving-investment processes to others. It
goes without saying that when assessments of this kind involve
significant financial innovations, they are anything but simple,
and it is reasonable to assume a priori that they are only feasible
in principle, and that anyway, gradual experimentation will be
needed. In any case, this theory needs to be tested in practice.

Nevertheless, it would seem appropriate to put forward some
general considerations on the costs and risks involved in set-
ting up securities markets in LDCs. I have confined myself to
discussing these two aspects since most of the components of
cost and gross vield (in terms of effects on the formation and
allocation of savings, the redistribution of wealth, the costs of
access etc.) have already been covered in the preceding sections.

1bid., pp. 264-265.
5 This is of course in addition to the substitutive effect within each
group of financing techniques.
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sary frills and luxury are avoided, the cost of premises will be
fairly low. Only a few rooms are needed, plus a dealing floor,
which can be provided even by the Government at little more
cost to the taxpayer than that of a monument. The property will
also form a permanent asset, which can be used at any time for
other purposes.

Operating costs in terms of personnel and equipment can
also be kept fairly low, particularly if the staff is professionally
skilled and efficient. Personnel outlays generally represent the
highest of these costs, but need not be excessive, inter alia be-
cause of the type of service provided to dealers, in terms of
compliance with regulations governing the circulation of securi-
ties.

The same applies to the equipment needed to run the mar-
ket, which on the whole is fairly limited, as sophisticated devi-
ces are unnecessary and in any case would not be warranted by
the generally small volume of trading "

The foregoing is borne out by the fact that all the stock
exchanges investigated in this study are in a position to operate
without any Government grant on a self-sufficient basis from
commissions received, which are very small and do not represent
a significant burden on dealers, even where trading volume is
low.

A second set of operating costs involve those incurred in
supervision and control. Here again, these are unlikely to be
excessive and certainly no more than those required to supervise
other financial institutions. In any case, in assessing these costs,
the benefits of a general nature accruing from the regulation and
careful supervision of companies and other issuers and of trans-
actions on both the new issue and secondary markets should be
borne in mind.

7 On this point 1 fully concur with ].P. Drake (1977), op. cit., pp.
88-89, who puts forward similar views while criticising the position taken by
Suaw referred to in Note 113,
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On the other hand, the most onerous costs are likely to be
those associated with| access tp the market by issuers and sub-
scribers, namely thode incurred in the placement of and dea-
ling in securities. These require specialist bodies, the establish-
ment of which calls for the absorption of quite considerable re-
sources. However, this aspect should not be overestimated, since
these costs can be held in check, if not very substantially redu-
ced by enlisting the [cooperation of banks and other financial in-
termediaries, as mentioned previously. If this is possible, this
type of transaction aind hence the actual operation of the market
can be handled by existing bodies, involving a negligible in-
crease in costs, fog so long as the volume of trading does not
justify the introduftion of specialist organisations.

5.2. The risk of ljeopardising the growth and stability of the
financial strufture and economic system.

In terms of kcosts, then, the creation of a securities market
would not appear to pose jany particular problem, always provi-
ded that the ngcessary prerequisites exist and that only the
kinds of supportive action mentioned above are used. Even so, it
should be pointefl out that the picture is incomplete, since it does
not take into acdount the risk which may be incurred, and other
aspects such as[the impact of the market on mobilisation and
allocation of savings, investment outlays, income distribution,
reallocation of ¢xisting real resources, the concentration of eco-
nomic power, the control of monetary aggregates, and so on.

These latfer aspects have all been fully discussed in the
preceding sectjons and require no further comment. At this
juncture, howgver, it is worth drawing attention to two kinds of
risk that can be incurred when establishing a securities market in
an LDC.

The first| type of risk is highly significant where premature
steps are taken to create such a market in an economic and
financial environment that is not yet ready for it. This may re-
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sult in severely jeopardising the development and stability of the
country’s financial structure as a whole, as well as considerably
delaying the growth of the market itself . In effect, fluctuations
in stock prices typical of such markets may well give rise to a
negative reaction in relatively naive and immature savers. Where
this also leads to them shying off other financial instruments as
well, it may cause severe disruption to the country’s financial
structure as a whole.

In agreement with Shaw " it should furthermore be pointed
out that in such circumstances the risk also arises of the Go-
vernment and monetary authorities attempting to support the
market by taking defensive action in a counter-productive and
very costly fashion. This could include tax incentives which ul-
timately benefit only the wealthier classes, artificial constraints
on short-term interest rates and intervention to stabilise market
prices to the detriment of money supply.

The second type of risk to which attention should be
drawn is that implicit in the typical instability of securities
markets and the effects of this instability on business activity
and fluctuations in economic trends. This is one of the central
criticisms levelled against stock markets and joint-stock compa-
nies by certain economists (some, but not all, of Marxist inspi-
ration) ', although their arguments are in many cases dubious.

8 This second type of risk has been stressed by Arnarpo Mauvrr in Il
Mercato di Credito nei Paesi Sortosviluppati, Giuffre, Milan, 1966, p. 89,
where he states that it is desirable for the development and diversification of
the financial structure to occur on a gradual basis in keeping with the process
of economic growth.

Views contrary to the premature establishment of stock exchanges have
also been expressed (as mentioned in the footnotes to Mauri's study) in publi-
cations issued by international organisations, in view of the risks entailed (cfr.
DeparTMENT OF Economic Afrairs, Usitep Nations, Daomestic Financing
of Economic Development, New York, 1950).

* Cfr. ES. SHaw (1973), op. cit., pp. 145-147.

1" See JK. Garerarth, The New Industrial State, Penguin Books, E.
ManpiL, Traité d'Economie Marxiste, Rene Tulliard, Paris, 1962, Vol. 1,
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Without going into details on this subject, it is enough for
the purposes of this study to note that public companies may be
severely affected by management changes, and even more so by
financing requirements and the need for capital expenditures in
relation to their stock market| performance. This is notoriously
affected by speculation, along with irrational and emotional fac-
tors which invariably come to|the fore where an assessment has
to be made in a climate of uncertainty.

This latter factor tends to generate instability per se and to
accentuate fluctuations in manufacturing activity. On this point,
it would seem of considerable interest to recall the acute views
put forward by Keynes .

Keynesian economic theory is based on explaining economic
cycles in terms of fluctuations in the propensity to consume, of
the preference for liquidity, and above all, of the marginal
efficiency of capital. The latter, which along with the level of
interest rates (albeit with greater efficiency), determines the vo-
lume of investment, depends in turn on the availability, or short-
age of capital goods, their current production cost, and current
expectations as to the yield they may produce ™. The expecta-
tions, which play a dominant role in determining the size of the
investment in the case of durable goods, are based on a very
precaurious foundation and are affected by psychological factors
and the degree of familiarity with the factors that govern the
returns available on any given investment in time .

According to Keynes, securities markets, by virtue of the
way in which share prices discount such expectations, or rather
the way in which they are formed, make any assessment of the

Chap. VII, Sections 8, 9 and 10; |, Roeinson, Economic Heresies, Basic Books,
1971 Chap. 8, Section 2 and ]. RoBinson and ]J. EATWELL, An Introduction
to Modern Economics, McGraw-Hill, London, 1973, Part I, Chap. 8, Section 2.

"W Cfr. ].M. Kevynes, The General Theory of Employment, Interest and
Money, Macmillan, London 1936,

2 Ibid., pp. 313-316.
13

Ibid., pp. 148-151.
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marginal efficiency of capital subject to wide fluctuation, and
hence tend to increase the instability of the economic system ™.
Indeed he states that « It is of the nature of organised investment
markets, under the influence of purchasers largely ignorant of
what they are buying and of speculators who are more concern-
ed with forecasting the next shift of market sentiment than with
a reasonable estimate of the future yields of capital-assets, that
when disillusion falls upon an over-optimistic and over-bought
market, it should fall with sudden and even catastrophic force.
Moreover, the dismay and uncertainty as to the future which
accompanies a collapse in the marginal efficiency of capital natu-
rally precipitates a sharp increase in liquidity-preference and
hence a rise in the rate of interest » '*. Both these factors di-
rectly affect the volume of investment and cause it to fall ™.

Yet securities markets also tend to accentuate cyclical fluc-
tuations by another route. This additional effect, according to
Keynes, arises from the fact that « a serious fall in the marginal
efficiency of capital also tends to affect adversely the propensity
to consume. For it involves severe decline in the market value
of Stock Exchange equities. Now, on the class who take an active

4 Ibid., pp. 319-320 and 150-151.

5 Ibid., pp. 315-316.

16 Regarding investment decisions, Keynes notes that « although the pri-
vate investor is seldom himself directly responsible for new investment, never-
theless the entreprencurs who are directly responsible, will find it financially
advantageous, and often unavoidable, to fall in with the ideas of the market,
even though they themselves are better instructed ». (Ibid., p. 316, Note 1).

He provides the following explanation on this: « In my Treatise on
Money (Vol. 11, p. 195) 1 pointed out that when a company's shares are quoted
very high so that it can raise more capital by issuing more shares on favourable
terms, this has the same effect as if it could borrow at a lower rate of interest.
I should now describe this by saying that a high quotation for existing equities
involves an increase in the marginal efficiency of the corresponding type of
capital and therefore has the same effect (since investment depends on a com-
parison between the marginal efficiency of the capital and the rate of interest)
as a fall in the rate of interest ». Ibid., p. 151, Note 1.
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interest in their Stock Exchange investments, especially if they
are employing borrowed funds, this naturally exerts a very de-
pressing influence. These people are perhaps even more in-
fluenced in their readiness to spend by rises and falls in the va-
lue of their investments than by|the state of their income, and this
circumstance, generally overlooked until lately, obviously serves
to aggravate still further the depressing effect of a decline in the
marginal efficiency of capital » !".

Similar movements, albeit obviously in the opposite direc-
tion, occur at times of expansion.

In brief, then, securities markets may aggravate economic
instability by generating fluctuations in the marginal efficiency
of capital they produce. These|in turn affect the level of inves-
tment and increase the propensity to consume. Reverting to the
processes whereby fluctuations in economic activity are likely to
be accentuated, and in some cases generated, by securities mar-
kets, it is of interest to dwell on the reasons which lead Keynes
to consider the conditions in which market prices are determined
as being extremely precarious, and hence giving rise to violent
fluctuations in the marginal efficiency of capital.

Here he notes that « As a result of the gradual increase in
the proportion of the equity in the community’s aggregate capi-
tal investment which is owned by persons who do not manage
and have no special knowledge of the circumstances, either ac-
tual or prospective, of the business in question, the element of
real knowledge in the valuation of investments by those who
own them or contemplate purchasing them has seriously decli-
ned » **. « Day-to-day fluctuations in the profits of existing in-
vestments, which are abviously of ephemeral and non-significant
character, tend to have an altogether excessive, and even an
absurd, influence on the market... A conventional valuation which

7 Ibid., p. 319.
" Ibid., p. 153.
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is established as the outcome of the mass psychology of a large
number of ignorant individuals is liable to change vio-
lently as the result of a sudden fluctuation of opinion due to
factors which do not really make much difference to the pro-
spective yield » .

The presence on the market of professional experts in
competition with each other, does not alter this situation in
Keynes’ view, since « ... most of these persons (Author’s note:
professional investors and speculators) are in fact, largely con-
cerned, not with making superior long-term forecasts of the
probable yield of an investment over its whole life, but with fore-
seeing changes in the conventional basis of valuation a short time
ahead of the general public» ™.

Yet even if instability due to speculation is ruled out, there
is still, in Keynes’ opinion, « the instability due to the charac-
teristic human nature that a large proportion of our positive
activities depends on spontaneous optimism rather than on a math-
ematical expectation, whether moral or hedonistic or econom-
ic»*

Accordingly, apart from speculation, securities markets, as
well as being precarious for various reasons, such as ignorance
on the part of investors of the principles needed to assess corpo-
rate profitability, are also unstable because of the psychological
factors concerned, and this instability may accentuate cyclical
fluctuations.

Y Ikid., pp. 153-154.

®  Ibid., p. 154. It should be noted that Keynes also felt that speculation
did not always prevail over enterprise, defined as predicting the prospective
vield on capital assets throughout their life {pp. 138-139). However, he rapidly
qualified this by stating that « As the organisation of investment markets im-
proves, the risk of the predominance of speculation does, however, increase »,
Ibid., p. 158 and « speculators may do no harm as bubbles on a steady stream
of enterprise. But the position is serious when enterprise becomes the bubble
on a whirlpool of speculation » (Ibid., p. 159).

" Ibid., p. 161.
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In the light of what has just been said, many of the doubts
previously expressed about the |costs and effects that may be in-
volved in developing securities markets in LDCs emerge with
greater force. They should thus be taken into proper account
when a decision is being made| as to whether to launch such a
market, bearing particularly in| mind the risk of introducing a
further factor of instability into an economic system that may
well already be fragile and undeveloped.

This clearly does not mean that one should give up the idea
of enriching a country’s financial structure with an organised
stock market, since if the prerequisites are there, it may signi-
ficantly facilitate the process of investment *.

2 Keynes himself reached the fallowing conclusions: « The spectacle of
modern investment markets has sometimes moved me towards the conclusion
that (one should) make the purchase of an investment permanent and in-
dissoluble, like marriage... For this would force the investor to direct his mind
to the long-term prospects and to those only. But a little consideration of this
expedient brings us up against a dilemma, and shows us how the liquidity of
investment markets often facilitates, though it sometimes impedes, the course
of new investment... if individual putchases of investments were rendered
illiquid, this might seriously impede new investment so long as alternative ways
in which to hold his savings are available to the individual. This is the di-
lemma ». Ibid., p. 160.




CONCLUSIONS

On the basis of this analysis, one may conclude that securi-
ties markets cannot make a significant contribution to economic
growth in Third World countries. This conclusion is fully con-
firmed by direct experience in specific countries, with the excep-
tion of a very few nations in which conditions are substantially
different from those found in the typical LDC. Even here there
is no plausible evidence to suggest that their securities markets
stimulated economic growth; rather, the success of such markets
seems to have been a result of such growth.

Yet this is not the main aspect that it is intended to stress,
on which a broad consensus of opinion exists in any case. In the
author’s view, even where the creation and operation of a securi:
ties market is not a very costly process, the risks it can involve
make the whole exercise very dubious. Indeed, such a market
may seriously jeopardise the growth and stability of a country’s
financial structure, may introduce factors which tend to aggravate,
if not originate economic fluctuation, and may adversely affect
the allocation of savings, reallocation of existing real wealth, re-
distribution of income and the conduct of monetary policy. The
importance of these factors and the likelihood of their occurring
is such as to lead one to take an attitude which is in principle
contrary to the establishment of securities markets in LDCs as a
whole. In any event, as U Tun Wai and Patrick ' have rightly
shown, « capital markets are not a necessary condition for eco-
nomic development », and experience in a variety of countries
has clearly borne this out.

! Cfr. U Tun War and Partrick (1973), op. cit., p. 300.



90 THE SECURITIES MARKET AND UNDERDEVELOPMENT

Efforts to improve the structure and operation of the finan-
cial system, with particular reference to the financing of produc-
tive investment should rather be concentrated on a gradual
approach, making use of commercial banks and medium- and
long-term credit institutions. Consideration can be given to
establishing a securities market when economic take-off is al-
ready a fait accompli and the country is at an advanced stage of
industrialisation, always provided that a careful assessment has
been made of the costs and risks involved and that the existence
of the necessary prerequisites has been proven.




