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lhis paper rwiews capitdl markets dmelqment policy as it d a t e s  to A ~ C D  

privatizaticm objectives anl Was W e d  by the EUreau for Program and Policy 

~oordinatian of the U.S. Agency for Inbmational Develolpr~nt. It represents 

the results of extensive research and many interviews w i t h  AID, World Bank, and 

IFC officers on privatization an3 capital markets, as well as mc (;rocp 

e x p i e m e  aoamnilated thaqh participation in privatization prooesses in 

severdl amtries in Omtral Anreria ard A s h .  

mis paper should not be taken as implying tlmt progre,ss in privatization 

efforts is totally dependent on the estxiblkhmnt of s ea r i t i e s  rnark=ts. W e  

csle might wish  that all divesti- wcdd result in publicly owned and traded 

shares, to set that as a general guiding principle waitd raise unrealistic 

expectations in many amtries anmmtly exyaged in p r i ~ t i z a t i o n  activities 

w i t h  AID an3 other international and bilaterdl donor agencies. Capital m k e t s  

prwide an inportant vehicle for supporting arid susta.bhy privatization 

activities, but, as apxiencs! has shclwn, they are rat ne~essarily a 

f W d a m b l  pnxquhite. Nanetheless, the pmsenoe of wen a m d h m t a q  

opital market can play a strwq role in  nurturing privatizatim progranrs by 

pmvidixq a - for broad ownership of newly divested enterprises, as wlell as 

pmvidiq a- to capital. meed, in many .cases, the fonner is mre 

inportant than the latter. 

We at the MAC Graup want to thank the Bureau for Program ard golicy 

Qordinatim of the U.S. Agency for Intenutiondl Welapnent for its supprt 

in Anrlirrg this stu3y.  Any questions about the mpoxt can be addressed to 

Donald Shay of the HAC Gnup a t  (202) 42-b500. 

Pase 1 
I I I1 hl,I( ( # I t (  11 I '  



Frrm a general perspective, active capital markets channel savings bwards the 

most praductive investments, congruent with the U.S. Agency for IntematS.ona1 

Jkvelqment's private sector initiatives. AID has long recognizd the need t o  

brwden capital m k e t s  and modify policies to  prwide more 1,ong-tenn f inanc~ 

(includirg risk capital for industry). Tb p m t e  that goal, E D  has  been 

engaged in helping host countries wercarne ecomic and policy shortcmhgs 

that have canstrained eccinclmic grmth. 

=pitdl markets can also play an important role in su~portirg privatization 

a c t i v i t i a .  The lack of a developed and functioniq caritdl market can be one 

of the key barriers to increased privatization. S i n c e  privatization cannot 

mmxd withart access to capital-and; in many countries, preferably darnestic 

capital-viable capital m k e t s  can help foster AID'S privatization goals by 

facilitating that access uld the transfer of SOEs to the private sector. Where 

practicable, the use of a securities m k e t  w i l l  better support wide awnendip 

of capital, vaster financial msmmes, am3 a mre market driven em-. 

Capitdl markets and privatization activities rejnfoxce each other. While a 

divestiture project w i l l  benefit from the existence of a stock exchange for the 

public offering of SOE securities, the inrreased supply of new securities also 

h e l p  the stock exchange develop and pmqer .  



capital market developent, as AID has fd, is not a short term urderta)cing. 

A capital mrket  progran requires considerable ccPmniSnent f,-am borh AID and the 

host country gavermmt, necessitating -Ybstantial planning, anfi technical and 

advis.3- v, as w e l l  as severdl years of intense effort. such a program 

h z ~ i t a b l y  has great impact on a c~untq"s ec~nmic policy, its institutions, 

a& the regulatory envhrrment. 

lh is  paper attempts to prwide a ~~rk for policy deliberations w i t h i n  AID 

on capital nark& developent program by taking into account the various 

factors that can affect a m k e t 1 s  dweloprwt ard ef f icier-: political and 

eooncmic conditions, c a p i t d  market institutions and instnmwnts, supply and 

derrrand of securities, ard the regulatory and legal ernrirorments. 

we also have miwed the main cbstacles to capitdl market developrent. While 

these vzry deperding on the country and time, a l l  stem f m  the factors l.isted 

above. P o l i t i a  o r  econamic policy instability certainly leads the list, 

fo l l aed  by inappropriate tax and regulatory incentives, which constrain 

capital fornation ard F_irsder m k e t  success. Securities l iwkets further depend 

an Euff icient supply of and d d  for securities, on the availability of 

nqmbble institutions to carry out trading, and on the quality of informtion 

disclosed to savers and borraecs. Nonetheless, market dynamics are cantingent 

on the scale of a country's formal private sector as w d 1  as the mperience of 

government officials  who mst irrrplement the program--and dialogue with the 

private sector plays a mjrlr role. 
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Ihe paper concludes w i t h  a discussion of AID'S @ions for stirrnilating capital 

wket M q x r r e n t  to support privatization; they range f m  broad policy 

options, dI as sthlatirg policies to identify and enwurage tax incentives 

that incsease the .-ly of and demand for securities, to focused 

implementation progmms, such as providing technical ass- to institutions 

and regulatory kdies.  (See C3mpter 7 for a more ccrmplete &line. ) In 

essexe, AID actions should be targeted at those impediments identified in a 

capitdl market develqment study, and shad realistically consider what the 

mission can and should do ir. light of the host mtry environment. 

Ihe apprupriatrness of any one (or dination) of these options to any host 

canrtry deperds on that m t r y ' s  current capital nwrket &tiom, the forces 

that facilitate or hinder its develapnent, an3 h e  attitude of the host 

gavernment tawards capital m k e t  issues. Althmgh saw of these options are 

wtechnicdl,w the AID Mission will end up spending much effort mking local 

political forces a d  kswaucracy more aware of the hprtance and opportunities 

that exist in a developed capitdl mrket. Regardless of the mgnitule and 

timirPg of the effort assigned to capital market issues an3 of the favorable 

infrastructure alrmdy existing in the crxmtry, a sumxs'ful capital market 

program will eventually be by scme of its stakeholders and will require 

m r t  at the highest echelons of the host gwemmerft (cabinet or wen 

presidential level.) . 
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Given the b m d  of issues enuncia- here ard their p i b l e  consequences 

b&h #e private sector initiative and AID'S privatization objective, a 

capital market dweloprutnt program is a m j o r  effort t h a t  may affect the 

Mission's a v d l  stxatqy. In those c~untries where the absence of a capital 

market and funding alternatives creates a major impeaiment to private sector 

dweloprwt or the privatization pmqam, AID should onsider requiring that a 

Mission's CDGS include examining the h s t  country's capital market (as it 

relates to the primte sector), as well as analyzing hm that market can be 

used to enmxage private sector g'rmth. 



The ptrpose of this paper is to discuss the inportant role capital markets can 

play in privatization progranrs in dwelvpbq amtries and to -lore ways in 

whi& AID'S policies can support this prooess. Since capitdl is a key 

inJreaient: in any privatization program, the absence or presence of a 

functioning capital market can have a drar.latic effect m a carntry's ability to 

privatize its state clwned enterprises. Equally important as access to capital 

is the opportunifq for broad cwnexship-a p t e n t i a l l y  pmerhil meb.lanism for 

gaining public (and therefore politial) sqprt for privatization. 

Frivatization can be th-t of in bath a structural a d  policymakirrg sense. 

Structural privatization includes the full range of options a government m y  

take to specifically (1) reduae g w m m m t  control or eliminate awnership of 

particular enterprises (2) hcrease the role of private business arrd mket 

forces. ?hese options run the gannrt fran shifting a gw~ll~nent aperation to a 

statutory body cpemt- mer the direction of a semiautonamous Board of 

D i m c b r s  (ht still awned by the gvrernment) to full divestiture or selling of 

a otmpanyls equity or assets. 

Achieving these abjectives-reducing government control on the market and 

-- increasing market forces-is an important part of a v i ~ ~  private sector: 

government regulatory policy can play a key role in fostering privatization by 

- making the emllcony mbre private, for -let eliminating import subsidies, 

wdemncpliz~~l sectors, ard reducing the number and scope of rations. 
FFqe 6 



state owned enterprises (variously known as SOEs, Nlic Ccpnpanies, or 

parastaws) have gruwn bath in rnnnber ard in their relative share of the 

develophq countries' e m n d e s .  While EXXW SOEs have been quite suciful ,  

the growth of inefficient public enterprises has becane a drain an eammic 

resaulces, and a large number of those enterprises wxld be more profitable if 

they rn managed or aned by public inv-~s. !the deleterious effect of SOEs 

has been even more prammcxd in sane ocllrntries (e.g., Brazil, Bolivia, 

Baxqladesh) where they w e r e  all- to have direct aocess to irrternaticmal 

financial mkets, absorbinj foreign capital a d  making it mre difficult for 

private f h  to 

As a reaction to 

oaultries in the 

sharing . i n t e r s t  

attract capital. 

excessive and ineffective plblic sector grawth, various 

1980s have started privatization prcqram or are at least 

in tim. Specific reasans for this +- v i  substantially 

amng different cmtries: an increashg recognition of the efficiency of the 

private sector ard its managenrent proficiency, as W l  as the need to raise 

gwenrment revenues (or re3ice subsidies) are just a few of the factors pxhing 

amntries tmad privatization. RBductions of activities and impmvemnts in 

efficiency are planned for parastatals in countries such as Rwanda, ,Senegal, 

a .  Kenya, w h a  gwemments have initiated mi- of their public sectors and 

are considering policies to improve the economic position of the formdl private 

sector. ThruqhcPtt the 1980s, various inte-mational institutions such as the 

IME', the World Bank, and the Agency for International Develcprant (AID) have 

encaraged this shift t a m x i s  the private sector. 
Page 7 



As t i i  m to divest SOB, developing CXlLITIltTies face a number of significant 

M c l e s .  One of the key barriers .is the lack of a functioning capital 

wket. lhis is particularly critical in amtries whose gwenrments are 

try- to enccAuage widespzead ownxship of divested &es. Withart a 

£unctionirrg market, Wies  axe forped to sell state clwned enterprises to 

private W e s ,  wealthy families or grcups, or foreign interests, * which 

they often find mcaptable. It is clear that if privatization progranrs are 

to red& their f u l l  putential, the dwelqment of capital markets must be 

encauaged, both to brwdcri the range of layers and mbi l i ze  financial 

A * d l  functioning capitdl nurket can amtribute to the overall efficiency of 

the eoo3lcmy by impmving the allocation of financial -; by capturing 

the savings of irdividuals and institutions, it makes those funds available for 

a variety of l q  and short t enn  investments. Since a substantial praportion 

of those savings are then abwrkd by the private sector, the capital market 

creates grw& apprtunities and enwurages local e n t m p ~ ,  giving 

w i n g  oanpanies a- to s u m s  of risk capital that wmld be otherwise 

unavsilable to them. Conversely, the lack of a developed capital market acts 

as a constraint on privah sector expansion. 

* 
Often, instead of artright divestitune, amgenies are leased because buyers 

cannot be f d  at the prioe the gwenrment r q h e s  or because available local 
capital is insufficient. ?his in part m y  be due to the lack of a capital . 
m k e t  to nrobilize the n&rd financial resamxa.  The mast suooessful 
ewmples of leasing have oa=urrsd in oertain semioes (hotels in Barbados, 
Grenada, ar~J Jamaica, and transportation in sarth America), but the use of 
leases in the production of goods is uxplicated and has been very l h h d  
('Itgo, Ghana, and the Fhilippines). 



UnfortuMtely, those developing amtries that could IK>st benefit f m  the 

grawth of the private sector are usually camtries where capital markets either 

do not exist (in part because of the danhance of the state sector) or have 

been rendered inactive or ineffectiv-thing that rr& be canrteracted. In 

that regard, AID'S ongoing efforts to support host country g w m m m t s  in 

capital market dwelcpllent are critical to the s u m  of privatization. The 

develapwrt of an active capital market will c x m t r ~  to private sector 

gruwth through increased danestic savings potential, impwed ecoIKBnic 

allocation, and availability of risk capital. 

Zhe irkexaction of capital markets and privatization is lrartually beneficial (as 

sham in Exhibit 1). Canplete divestiture is AID'S preferred approach tm 

privatization of SOEs: it entails increasing broad private aamship and 

cmtrol of what were fonrrerly nationally owned assets. A channel for the sale 

and purchase of equity shares-in short, a capital market-is needed. 

'Ihe divestiture of an SOE will in turn have a positive limpact on the capital 

mrket: by providing shares for tram in that market. The United Kingdan 

illustrates h m  the capital market am3 the privatization prcgrans reinfonx 

each other. Denationalizing the stateowned British 'Jkleoam d-led the mmbr 

of pecple who owned shares in the mtry.l A t  the same time, Margaret 

Thatcher's gwermnent was able to use the capital market and Nlic plammts 

to turn a dozen SOEs wer to the private sector. 
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are inportant m-BCQIIQRic benefits fran the sale of a state owned 

enterprise to a bmader nmker of owners. Such a transaction is nure 

-1e to tk var ia~ l~  political constituencies (including cwm& wilnpany 

eq1oyees and labor d o n s )  when it is viewled as a dim& transfer to the 

plblic, instead of as a amcentration of pakfer in a smaller group of 

shareholders. Ihe recent sale of shares in the National ~amnercial Bank in 

Jamaica to the general public has stixnilated pro-privatization public sentiment 

arrl diminished opposition. 

This advantage is particularly important in those w i e s  the 

mkivation for privatization has roots in a desire for itlcreased pblic 

m p  of the e d c  resarrces ard khere a pblic sale allam the papilace 

to rdmm in the fruits of privatization. As the Internatioml Finance 

Qrporatim has further pointed out: 

A securities market helps pranote demcmtic capitalism. By 
distributing the awnemhip of securities mre widely, a seauities 
market assures that the awmaddp of the lxlsiness is not wnfined to a 
d l  rnrmber o wealthy families or to big industrial-financial 
conglanerates. 5 
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are paterrtial risks--both econanic ard political-for develapirg 

canttries that do not have viable capital l~liirkets. l'he relatianshfp between 

lack of active capital markets and xxmmw awnership can best be illustrated by 

the exaqle of Chile, whase public sector had gmwn tmnenda~~ly as a result of 

A l l m l s  natiandlizatians in the early 1970s. When the post-Allende military 

gwvernment inplanented its own privatization program, the severely depressed 

capital market was not yet able to absorb mne volume, and putentidl buyer 

inkrest in the proffered SOE shares was law. Most Oanpanies had to be 

b&xed to the principal financial graps  despite the fact that shares d d  

easily have been absorbed by the capital market had the ecmadc ciramrstancA - 

-tian of power point only to possible drawbacks of privatization 

awaplished soley thm@ mrzm transactions among a small 81club1t of 

investors rather than to prcblerrrs within equity markets in general. 

Ihe exi&enm of an active capital market does not, in itself, however, 

guarantee that broad awnership will autfxnatically occur. It only highlights 

the fact that, under special amlitions, when a gwenrment m.es tmads 

privatization withart the benefit of a carefully thcught out master plan, it 

can inadvertently cause greater concentration of ownership and wealth. The 

of an active capital mrbt hcmases the odds of transfcz~ing stock 

ownership, ard, if the transactions are subject to appropriate stock exchange 

regulations, reduces the odds for increased concentration. 



Althaqh it is theoretically possible for a gwenrment to make possible bmad 

awnership of divested SC?% withaxt selling shares la& sinply by issuing those 

shares to citizens or fun3s where they are mpre~ented, t h i s  soluticm is not 

always feasible in develop* m i - .  In fact, even in cases where this has 

taken plaoe and hwative approaches were used*, capital markets are still 

needed to determine the market value of the shares and provide a vehicle for 

their -e. Mrearer, the existem=e of trusts or furxis is correlated to 

the e x b h m e  of a securities market that a l l a s  for their flexible 

flnlcticmiry. In light of the lack of other valid alternatives and given the 

benefits aheady discussed, we conclude that while creating or enccruraging a 

capital m r k e t  can be a major strategic underblcing, AID should mnt& to 

foskr devel-t of capital markets to help strengthen the private sector. 

%his pper is divided into seven chapters: Chapter 1 is an intruduction to 

capital markets, Wining the -nents of capital m r k e t s  and their possible 

oaartr:ikRiop1 to privatization. The threats and opportunities to capital market 

darelcrpwlt posed by politicdl and ecananic oonditions described in 

Chapter 2. C Z l a p b x s  3, 4, and 5 deal with -2 canponents of the securities 

markets anl include mmmmdations to help AID evaluate modify 

unfavorable conditions. In Chapter 6, b~ review major impediments to capital 

markets, and in Chapter 7 ,  we review mket developnent conditions, amsidering 

variaus AID policies to stinnilate capital markets and foster privatization. 

* m e  Gmdian pmvince of British Columbia tried a miling amroach in 1983 in 
a very cantrol ed situation and was able to achieve its godl of bzmad 
privatization. a 



EXHIBIT 2 

COMPONENTS OF THE CAPITAL MARKET 

SOURCES 
OF FUNDS 

INSTRUMENTS 

FlNA NCIA L 
INSTITUTIONS 

USES 
OF FUNDS 



EXHIBIT 3 
INSTRUMENTS AND INSTITUTIONS OF M E  CAPITAL MARKET 

I N S T I T U T I O N S  

INVESTMENT BANKS 
ANDSTOCK EXCHANGE 

BROKERIDEALERS 
AND STOCK EXCHANGE 

DEVELOPMENT FINANCE 
COMPANIES (DFCs) 

SAVINGS BANKS 
AND OTHER THRIFTS 

COMMERCIAL 
BANKS 

SHORT TERM DEBT LQNG TERM -DEBT DEBT EQUITY 

NON-SECURITIES SECURITIES 

I N S T R U M E N T S  

pq  ,..*...., -..-... 
....e,..r . . . . . +: . . ,,.:?;-?* MAJOR ACTIVITY "i,: SECONDARY ACTIVITY MINOR OR NO ACTlVlTY . . ..,. . ! ;. 



m help Westand the role of the capitdl markets &I fosterins private sector 

gmkh, in this chapter we will outline the key attributes of a capital market 

and analyze =eir hprtanoe for privatization. 

A capital market b r h p  together investors and users of funds and can be 

divided into securities and nowsecurities sectors. The mities sector can 

further be classified as either a debt (mmey market hshuments, H and 

picture of the interaction of samxs an3 uses of fur& thmqh the capital 

nark& and the type of financial institutions* and instnrments fa;md in 

T h e  range of firrancial instruments and institutions varies by a country's 

degree of econanic developnent. Exhibit -3- shows the relationships that 

exist in a dwdoped econcmy between these elmts.  Ihe instnanents are 

listed in the horizontal axis and include short term debt, lang term debt, debt 

securities, and shares. The irdtutions are sham on the vertical axis and are 

gmuped into oarrnercial banks, savings banks and other thrifts, developnent 

finance oempanies ( D m )  , bmkers and dealers, and investment banks. Only the 

last two grarps (brokers and dealers and investment bankers) need a 

c l e a r ~ c u s e  for their transactions, although not necesarily a formal 

seamities excharge. 

%In the cantact of this paper, the tenn %zstitutimdl describes all that is - needed for the: m k e t s  to transact hstmments, narriely the stock acdmqe and 
the financial intermediaries. 
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- 
Ihe &jme of scphist icati~ of both the and the institutions 

- of t b  capital market hzeaes as -w n a v e  towards the upper right hand 

aarner of the -it. As t h k  exhibit shuws, when a dweloping cumtry's 
- govetTPnent wants to -age a securities market, it my have to pmnote 

the creation of new institutions and financial instruments. - 

-- 1.1 Formal And Znformal Markets 

- In developed oanrtries, the array of firwcial pmducts fulfills the needs 

of irr;lividual. investors sdchq the best rat io of risk versus return. 
- 

Savers an3 i n v ~ r s  will their fh.mcial assets those 

investraent opporttd~es-regulated or not-that w i l l  give them the - 
lamjest return for a given risk. Although the altiernatives for investors 

of developed axntries' markets are fairly c~llprehensive and present 

variaus tradedff possibilities, this situation unfortuMtely does not 

exist in many developing a x m t r i ~  w i t h  overregulated markets that are not 

responsive to private investor neads. With naninal interest: xates often 

set by gcnrenrments and under volatile inflation zates, mxd -t 

rates f m g m t l y  are t#> lw or m negative, resulting in the develqmmt 

of urrlergrand markets that qx!rate in an envirormwt of unwritten rules 

arrd unknown intermediaries. 

mese urdergraurl markets sanetimes are the only avenue available either 

to a bomaer who has no access to regulated interest rates or an investor 



who wants a qmater return than what is offered by the official rates. - 
of rmch nrar'ktzb include: 

for a large percentage of the financial assets, and whose 

rates carried a substantial p d m   we^ the regulated official rat=. \ 
o Ihe Korean %urbn mket, m g e d  by pmfessiandl nnney lenders 

and investo~s, wfiich emerged in reaction to uvmw financial 

regulations. 

- capital. In fact, in many West African muntries, where the total m y  

su~ply is regulated by regional cent,-dl banks, infonnal markets have 

- prwided the only viable-&it restricted-funding alternatives to small 

ard medium enterprises. - 
other factors be- equal, organized nrarket solutions that all= the same 

& 

type of transactions are preferable to their info& market 

- alternatives. ' Ihis bias in favor of organized and s . t r u M  securities 

markets wherever possible shuild not, haever, be construed as a dismissal 

.- of less f o m l  of mobilizing capital for privatization. Access to 

capital, be it controlled or urmntrolled, is an jmntrwertable 
h 

p&site for private sector stimulation. 

Thus, Missions in sane AID countries have no" alternative but to recqnize 

- the role of informal markets in their privatization progranrs even thaugh 
m e  15 



infarmdl mr3cets g d l y  a m  more subject t6 volatile investor behavior, 

prim d p l l a t i o n ,  aml expenqive intenrrediaticm than are formal markets. 

Infarmdl markets also can be undesirable for host gwemmmb because they 

make it difficult to effectively athninister mmetmy and f is& policies. 

Whmever pssible, w. w i l l  amfine our discussion to organized or formal 

markets, exploring ways to V~rmalize~~ the infonnal sector. 

In a less developed ecancmy, the instrwmts and the institutions sham in 

Wit -3- are wncenbted in the battan left  of the matrix and 

corrspoml to the non-searities txgmmt. 

Cammidl banks, either plblic or private, 1- short tenn Auds to 

institxtional and private born, while savings banks primarily cater 

to residential or amemial mrctgage furding needs. They are still the 

main s a m e  of capital in developing countries. -ial banks , 
occasionally lMke d m  or long term loans, but in doing so, they face 

liquidity risks and maturity mismatches beheen their assets and 

liabilities. 

'Ihe unwillingness of aarnnercial banks to mobilize short tenn deposits for 

financing lang t e r m  investments has affected businesses, especially i n  

oamtries such as Senegal, where danestic banking msoumes const i tute  the 

sole sarce of opital .  Banks are risk averse and w i l l  not m& long tena 

loans unless they have experience assessing the business risks and the 

barmms seem unlikely to default. U n l e s s  the gwenrment agrees to 

guarantee the transactions, this aversion to taking risks mkes 
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banks less useful lenders for privatization. 

In aurrtries that do not have seaxities markets, developrent finance 

c#rq?anies (DF(S or Developnent Banks) are mpts the only mckt i rq  long 

term smrce of capital. DFCs were v q  inst=umental in project 

durirg the 1960s and 1970s (ecamgles can he fuud in most 

develop@ ommtries) and llistorically have been responsible for 

allocating lcag term funds to high priority projects that p m n h d  good 

emnunic return. A l t h a q h  their charters include the mobilization of 

private dcnreStic d c  msmrces to support lq-term investment, in 

wst cases DFCs' fm& have been pruvided by the gav- and oentral 

banks with little help frcm private savings.' Dervelqmnt ban)cs hold a 

relatively d l  portion of a camtry's total financial -, hcsmrer, 

and accordirrg to an Znternational Finance Corporation study, often are not 

heavily m gwenmrent f m d s  and fore* scunxs, (canwrcial bank, bond 

markets, d the World Bank), h t  they ncrw face a period of shrinking 

gavemment budgets and inamible  international mkets, all of which is 

exacerkbd by their cknr internal shortcernings (e.g., deficient staffing 

and artdated systems ard analytic capabilities). 

In t h a e  -.tries whm there is no m i t i e s  market at all, AID may 

still oansider using the DFCs in the privatization process, if these 

instituticms h v e  sufficient liquidity to prwi* loans to Myers and 

facilitate those financial transactions. In such htmces, can 

offer an existing channel for the stab to distribute securities to 
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h3ividuals, act as lenderc, in leveraged transactions, or wen 

guarantiee e i g h t  canpany acquisitions, facilitating the pri~t izat ion 

pmcess. If their financial or human resaurces are insufficient or 

mrm&tak, however, DFCs will demand skstantial domr an3 host country 

financial support, am3 AID should instead wnsidcx dwelcping and 

sqpnrting private sector institutions (whose use is  certainly desixable 

fm the AID policy stardpint) . 

- !Ihe securities market includes both mney market instruments aJd bond an3 

equity instnrments, either as new issues or in semnda,~ markets. 
- 

- Bbney mrket inshmmts include treasury notes, certificates of deposit, 

anA ammcial  paper issued by large mprations; they reach maturity in 

a range f m  a week to less than one year. Because of this short life 

cycle, rmney market instnmrents are not apprupriate financing vehicles for 
- 

privatization. 

Baolds and equity shares, #e t m  1- tern securities, have very afferent 

- characteristics. Bond instnrments =present a fixed obligation ky  the 
- 

enterprise awners to repay the principal according to an established 

- 
schedule ancl at  a certain rate of interest. Equity shares, on the 

contrary, represent mzmship in the cc~npany, a claim on the assets and a 
C 

participation in the earnings of the finn after outstanding debt has been 

- paid. 
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Basic l q  texm debt securities include gwerrrment bands and corporate 

bcPrds or e. Gcnrenmwt bmxk h i t u b  the largest share of the 

debt securities markets krt are not relevant in privatization. Ihe 

trading of country debt in mtuxn for corporate equity has enrerged in the 

l a s t  q l e  of years (debt-W swaps), providing an opportunity to use 

host guvenmrent mities for privatization pqoses. 

Tb date them a m  m l y  a few ewrr(p1es of active corporate band markets in 

developing cumtries (e.g., Brazil, India, and Sarth Korea) . Straight 
corporate bond markets can at  best play a minor role in finaming 

divesti- since they do not entail the transfer of cklnership to the 

investor. In developing W i e s  their role is even less sicpificant in 

the divestiture process than in Wustria.1 cumtries (whese lljunk b o n d s I 1  

are used to finance leveraged buy arts or the plr&ase of cmgmies). 

a Ihe equity m-ket is by far the mst important sqment of the securities 

market i n  develwing countries, as well as the most relwant sepmt  for 
C- 

privatization. mty serurities a l l ~  investors to choose between 

different ratios of risks and retums, making equity an attractive 
C 

investmnt vehicle for a broad spectrum of investors. 
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Finamial theorists an3 have articulated a basic principle 

that has 1- been perceived by stock market participants: bigger returns 

m q u h  higher risks. Exhibit -4- is a graphic representation of the 

financial trade-off between risks and returns. Securities that have 

less-than-average risk offer smaller returns than an equity market 

portfolio, while riskier securities yield canparatively higher rates. A 

clear relationship between risks returns exists only when the markets 

are efficient and investors are ftrational,ft basing their decisions on 

publicly disclosed information. 

1.3.3 Other Instnnnents 

In recent years, h3ustzialized countries have witnessed the introduction 

of a whole variety of debt, equity, and arnbined securities: futum and 

e a r  amtmcts, cmvertible bonds, prefvrsd stock with or without 

mersion features, etc. m t l y ,  these instruments a m  available only 

in the nrost: dweloped mtries, and while one can speculate M their 

possible applicatian in developing countries, in cur view, these 

bstmmnb are suitable for only the mbst advanced capital markets, where 

info~.ma~on is nxdily available arrd sophisticated investors abound. 

1.4 Financial Institutions 

Institutions in many dweloping amtries need to be strengthened ~I%I 

updated because the qemtions and volume of the capital market very often 





have artgrclwn the institutional ~~rk, espcially in ccxlntries where 

the gov-t ams key institutions. Institutional Structures should be 

reviewed to d e m  if trading is prwided at a reasonable cost arid 

whether the borrawers and the investors are protected f m  exrcessive 

maniplation by f inancia1 htezmediaries. 

No exanples are available of an organized market in which the sale of 

securities takes plaoe directly between sellers and buyers. ~ a p i t a l  

market operations are perforzned by a wide range of different 

intermediaries in both developed and developing mtries. Even countries 

w i t h  very shallow, inactive markets have sane sort of forum arrl 

internrediation nvxhanism for transferring securities (e.g., Caribbean 

countries have stock exchanges that apen for only few a haus per week). 

?he securities market acccrmplishes similar tasks throughout the world: 

i.;miq securities in the primary market and trading them in the 

secanrlary mrket. Rre issue of securities includes all the activities 

involved in bringing equity to the market for the first time: writing a.d 

filing a prospectus, registering the security with m a t o r y  bodies, 

un3exwriti.q the issue, listing with the securities -e, advertisirrg 

the issue, and managirrg the distribution of the securities. Secondary 

mrket  activities include trading existing securities, clearing and 

ettling a m t s ,  and other 9mrket makingw activities. 

The primary institutions of the securities market are the stock exchange 

aml f inancia1 intemdiaries. 
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Stock e>p=hanges establish prioes thrmgh an auction mechanisn. In simple 

excharyes, the prioes are negotiated at established times during the day. 

In Nigeria arrd Turkey, for example, trading is conducted during a role 

call dur- which Wers ard sellers bid and offer their quatest and 

shares are sold at the highest quote possible. In bigger and mre active 

exchanges, trading takes place a lms t  continually in predekmdm~d areas 

)awwn as "pits." Bids and offers are pblicly amouncd, enabling 

investors to Win fairly up-to-date price quotations at any given time. 

Almost all trading in developing nations is conducted in attrdl exchanges 

because formal aver-- markets require sophisticated -logy and 

CammidAon support that are beyord the countries' aurent capabilities. 

Informal wer- markets have proven to be very risky: the danger of 

an unregulated achange mechanism is illustrated by the 1983 collapse of the 

-ti capital market, where continuous s e a t i o n  arrd highly leveraged 

transactiarrs financed by postdated checks mused the market to accelerate 

precipitcusly, ultimately mllapsing into multibillion dollar chaw. 

The integrity of the exchange is q m t e e d  by the nsgulatory environment, and 

a very fine line separates exchange regulation strengths and -. On 

the one hard, investors depend on the protection offered by regulations to 

deferd -1ves against illicit ranipulations by intermediaries and 

undemritezs. On other hand, especially in the early dwelopnent of a 
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mities market, suc3-r an environment coilstrains securities market gruwth. 

Ihe optimrm degree of regulation depends on certain cultural characteristics 

as well as the legal, regulatory, and wntractual environments that exist in a 

given carntry. 

1.4.2 Financial Intermediaries 

Financial intermediaries represent the Wers and sellers of securities in 

transactions in the stock exchange. Depending on their darter, the 

intermediaries may act as brokers or as principals in the transactian. A 

broker intememes in a transaction only to represent ane of the parties; he 

does nut hold title to the shares. Conversely, a dealer acts as a principal in 

the transaction ard actually owns the m i t i e s  for a short period of time, 

gaining or losing from changes in the assets' value. 

1.5 me ~ a ~ i t a l  Market Life Cycle 

capita l  markets typically evolve thmugh stages that can be described as a 
b 

%..pita1 market life cyclew (see Exhibit -5- for a graphic picture of the 

-. evolution of the securities market). The horizontal axis represents the time 

elapsed since the creation of an organized securities mrket ,  divided into the 
- 

intr&uctory, gmwth, and maturity stages. ?he vertiml axis r e p m t s  the 

proportion of the country's GNP h~ested in the equity market as well as the - 
a i i  of market activity. Clearly, mature markets expxience a higher volume 

- of trading than markets in either the introductory or graving stages. 

- Ihe introductory stage covers the creation of the securities market, during 
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EXHIBIT 5 
CAPITAL MARKET LIFE CYCLE 
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w h i c f i  only a few carp.>anies offer shams to the public, and only a very slnall 

group of individuals and institutions are aware of the potential returns of the 

market. At the very beginning, very few transactions take place ead.1 day. In 

such a "thinmm market, positions are usually short term; individual. investors 

mst be reassured that the price they are paying is the same as everyone else 

pays at that time. Clearly, disclosure plays a critical role. 

An example of this intruductory phase is the Istanbul stock market, which was 

created in kcember 1985. As described by Alan Friedman in ~inancial Times: 

lhe market is deemed to be active if there are 25 transactions a 
m.. .As regards corporate finance most campanies are still stuck with 
bank loans as their main saurce of capital.. .the stock m k e t :  is not much 
of a scurce of capital.. .Business is dormant because share trading is not 
a familiar tadition in Wkey. .  .He (Chairman of the Q ~ i t a l  Market 
Board) wants to see newccrmpanies Ccaningtothemarket. 

'Ibis stage is follawed by a gmwth period, which typically occurs after the 

government encaurages an incseased supply of securities, usually through tax 

revision of sare sort. ?he emqence of a strong seoondary mket is also 

characteristic of this gruwth stage. In addition, investors becane 

interestedlo in the intrinsic value of their holdings (earnings per share, 

dividend policies, price/earning ratios) and begin to --and 

rquke-better acaxurting &mdards and f inancia1 information. 

If the growth stage wolves satisfactorily, the securities market m e s  into 

its mturity stage; this evolution is often somewhat uneven because the 

entrance of institutional investors and mutual funds increases the mrket 's 

~0latilitY. Ultimately, there is a m e  towards increased brokerage services, 
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reduaed transaction asks, and lwer growth rates. ?fie market reaches a stable 

operat- condition (e.g., Hang m, SinSapore, m a )  , and trading patterns 

gradually becare mre consistent. 

Unfortunately, it is also pcssible that a capital market might never reach the 

mature stage, becconing dormant after major econcdc shocks or because of the 

lack of positive gavermnent policies. Ihe Colanbian stock exchange is a 

classic example of a securities market that dates back half a oentury ard still 

rernains fairly shallow and sluggish despite its significant size. While it is 

oonoeivable that the market could be reactivated by a rma=essful pranotiondl 

program a rd  active guvenrment support, the Qlanbian securities market I 1 i s  what 

one might expect given the adverse social and e c o d c  conditions in recent 

dscades ard the lack of active govenmwt support.1111 

w r k  for Analwins Securities Markets 

To help assess the role of a capital market in su~porting ?rivatization, we use 

an analytic fmmaork that takes into a-t the variaus factors that affect a 

capital mrlclet's developnent and its efficient Arnctionirg (see w i t  6). 

Its central c~np~necfts include institutions and instnmrents (securities), their 

relationships to the supply and demand of securities, and the regulatory 

envirpmnent. Political ard e c o d c  oonditions, represented as the 

superimposed framework, have an important effect on the overall dwel-t and 

growth of the market. 



EXHIBIT 6 
FRAMEWORK FOR THE ANALYSIS OF SECURITIES MARKETS 



Since investors' demds are extreFIlely sensitive to political unoertainties and 

clhanges in the d c  mwirmrment, when these factors are not cm3ucive to 

market develqmmt, they usually artweigh any fiscal and tax policies designed 

to enaxrage its growth. 

Ihe political ernrbmmmt plays an important role in the dwelopnent of the 

capital markets h u s e  of the (1) effects of a oauntry's hlstitutional 

stability on investors l decisions am3 (2) local political q p s i t i o n .  

liquid assets. A certain degree of institutiordl stability is neoessary i f  

investors are to feel omfident emugh to decide to hold econanic assets 

instead of "malu assets such as preciaus metdls. Capital market dwelapnent 

is thus hhlemd by political instability as -1 as situations in which 

regulatory and amfmctudl agreements are not honored, but fmquerrtly 

A t  the very least, a cumtry should &it -nable p o l i t i d  and 

irrstitutianal stability and p m t e  a sense of confidence about the future: a 

stable policy that is favorable to private enterprise developnent is neoessary 

for the w m  of capital markets. the other hand, a demcratic gwenrment 

is not critical : Korea, Jordan, and Brazil actively developed their capital 

markets in the absence of dewcratic institutions. 
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 he second political environment factor cited, local political apposition, 

often a r k i s  when such a highly visible effort as a capital market develapinent 

program is launched by a gwemm2nt. Continuaus public gwenrment sponsorship 

& d - t  is a m u i s a r y  conamitant of such a wide-rangjng and visible 

program, especially given the fact that the results may be neither imndiate 

nor obvious. Securities markets heavily depend on private initiative and ideas 

2.2 E c o d c  Conditions and Folicies 

unless they believe they w i l l  find cansistent returns cmmmuate with risk. 

If  a carntry enters a period of austerity, the d d  for r\nd supply of funds 

and investments w i l l  nust prd#bly dry up and create a pmerful econcunic 

impediment to capital market developnent. Since the economic conditions may 

outweigh the effects of any prancrtianal &enre instituted by the capital market 

program, it is important to base that program an a reasonable forecast of the 

cumtry's d c  climate. 

Fonadl eoonanic policy also affects the d h  for and supply of securities: 

sinoe a ocllllltry's cmdit policies determine interest rates, those policies have 

a pokFerPul impact on the daMnd for and price of securities. On mny occasions 

credit policy has stif led rather than encouraged possible =pita1 market 

developnent, primarily due to a gw-t 's having set art if icial ly law 

ttterest rates. 
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Scnre African Countries (e.g., Nigeria ard Cameroon) present a goad pi~tUt?e of 

the effect of mar&- law interest rates, further ocrmplicated by dhected 

credit programs. It is clear that much of the %ubsid.i~ed~~ credit was 

allocatad to &thy individuals, inducing investment in diqmportimWy 

capitdl-intensive facilities; as a result, total d-ic credit gruwth in such 

mmtries has lagged behind &her econanic indicatms. From the poirxt of view 

of dammi of securities and gmwth in the securities market, an econcxnic policy 

that supports low hterest rates induces a bias against equity and equity 

mit ies  ard instead enoourages homing. 

A t  the micr~eoonanic level, excessive sectar regulation (e.g., gwenrment 

sponx,red mnopolies, wage and price controls, differential duties and dividend 

taxes, arrd excessive sector regulation) reduces oorporate earnings as wlell as 

corporations' ability to attract equity. 



Zhe serwities market cannot gmw unless the mnbe.r of shares available for 

trading also increases. Any inoentive for enlarging the market withcrut 

increasiq its supply side w i l l  W i t a b l y  result in speculation, skyl.bcketing 

prices, arrd other ur&sirable repmssions.  Based on the record of m f u l  

markets su& as those in Korea and Jordan, it i s  estimated that 10 to 25 listad 

& actively traded canpanis w r t  80% of the tradirrJ during the first 

stages of a capital ~ k e t . ~  No matter har many canp;mies are listed, 

W e r ,  sustained activity of the securities market cannot be guaranteed. For 

example, the Nigerian, Venezuelan, Joxdanh, and Siqapore exchanges each 

listed fran 75 to 100 seavities in 1982 l3 (although the first tm, are 

ansidered quite u&develcped given the size of the camtries' overall 

financial assets), the s e a d  two are examples of a growing activity d 

presence of the securities mrket.  

More mities create greater opportunities for savers to kry equity 

and broaden the plblic amenship of enterprises. A desirable 

w l y  of securities will be generated by ompmies w i t h  prwen track records, 

experietlOBd managemnt teams, a d  high share potential. A s  Exhibit -7- 

Fndicates, large private CdlpMies, mltinational corporations, arrl state 

clwned enterprises p m t  the best conditions for inffeasing the supply of 

shares. An active, efficient securities market w i l l  at-tract all those 

canpanies. IXlrbg the introductory stage of m i t i e s  market develapnent, 

activity is very slw, and the cc~npanies w i l l  not "go plblicf' unless 

plshed to do so. 
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EXHIBIT 7 

SUPPLY OF SHARES TO THE SECURITIES MARKET 
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aanrtries have used very different strategies to h r . -  the number of private 

CQIP#?~~S issuing mities in the stock market. Ituc law refonns in 

particular have beccme very effective hstmments for this plrpose. Korea, for 

instam+ very suocessfully Wced  to go public by imposing a 

special tax on the transfer of closely-held shares and threatening selected 

axparlies w i t h  h c m s e d  llattentionll of its tax authorities unless the 

cQnpanies went plblic. Other  cumtries in the Far East, such as ?hailand and 

Intlonesia, also have used tax incentives to generate shares supply. 

Under certain types of gwenrment, the supply of securities also can be simply 

ard directly axpelled by specilic laws. For example, Jordan adcpte.d a policy 

that r q u b d  closely held cePllpanies to sell a certain portion of their equity 

Nigeria and Zndonesia mandated the 

(althaqh only for multinational corporations). 

issue of securities 

The current experience of the Istanbul stock m k e t  prwides a good exanple of 

the difficulties faced by anerging markets to develop unless the supply for 

[!Its Chairnran of the capitdl Markets Board] wants to see new ocnp#nies 
ccming to the market, but he is urder no illusion that the number of 
traded shares is likely to hcmase beyond the 40 now existing in the 
market. To enwurage new listings, tax incentives shaild be developed, 
he says.. . A t  present cc~npanies don't see any benefit in going pblic. 
If  they do so they fall under the supenrision of the Capital HarkL.ts 
Board and nobody l ikes supemision. me canpanies wculd then have to 
plblish profits-&losses accounts and balance sheets.. .When asked how 
long it w i l l  take for Wkey to develop healthy and active financial 
markets, he says, WI m y  ycu ~ h o t i ~ d  always look at the lcng torm.15 

Ehamragi.rq the sale of a certain volume of shares usually is not enough; these 

shams also need to be diffused mng a broader group. ?he securities markets 
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of developing countries terd to follow the "80-20" rule--20 percent of the 

canpanies provide 80 percent of the market activity. A substantial pexcentage 

of the canpanies are closely held (insiders own as much as 90 % of the shares), 

and their awners are mt trading their shares in the mrket. 

One very effective way to more widely distritxrte cmership is by closely 

&fin- listing requirements. For kbnce ,  if a ocsnparry wants to benefit 

fran a given tax advantage ard/or avoid a penalty, it mst sell a minimal 

percentage of shares to the pblic, and a specified rnmrber of investors each 

nust wn a certain mininnmr rnrmber of shares. A s u m h g  that the cQnpanies 

selected have a laqe asset base and substantial equity, a relatively small 

percentage of shares in public hands will pmvide an important supply of 

securities. In the exchanges of most African and Asian developing cQuntries 

the gwennnent requins that before a cc~npany can be listed on the exchange, at 

least 20 percent: of the shares be held by the public.16 

!the subsidiaries of nailtinational ccPnpanies (MNCs) also can contrihte to the 

supply of eities. Their advantages are sustained by their managmt 

apabilities, profitable pruducts, organized hinesses, and reprtation. 

Unfortunately, their contribution to the equity market cannot be much higher 

than the degree of control their hea- office is willing to give up; 

imposing higher local equity percentages can result in disinvestment. 

State owned enterprises obviously constitute an important potential supply of 

securities. As gwenrments move to privatize, they view the sale of equity to 

the general public as desirable, and spreading ownership to a larger graup 
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- 
m q u h s  a mechani-a capital market-that all- the exchange of shares. 

-ti& stpply of SOE securities can be achiwed despite the lack of a 

privatizatian program. In s a ~ ~  places, D m  have been enmuraged to sell their 
- in public canpanies to private h.ayers;17 the 

bring SOEs to the capital market in cauntries where the D m  own equity in the 



?he demand for securities is affected by investors1 degree of confidence in the 

market, tax policy, the risk-adjusted attractiveness of alternative 

investments, and the werall availability of savings or tlsurpl~tt capital. 

muse of their limited numbers and greater financial sophistication, 

institutiondl investors1 demand for sea~ritie~ can be mre easily emaxaged 

than that of the individual investor. 

Institutional demand for securities in develop* camtries is cr=olaentrated in 

(1) canpanies that buy shares for inveshent or for wntrol of the issuing 

entities, (2) banks that buy securities as a hedge against inflation, and (3) 

nnrtudl aml pension Punds whose directors see equity securities as a scurce of 

inccme for their long tenn portfolios. UnfortuMtely, these very institutions 

where demd would be greatest are smnetimes forbidden by law to invest in the 

securities mket and have been targeted by rimy countries' securities market 

progranrs. In Morocco, for ample, insumme ccmpanies must hold a minimum of 

60% of their w e s  in government securities, while Social Security, a major 

pension firnd, deposits all its surpluses in a natiandl savings account instead 

of investing even part of it in the stock market. l8 A similar situation 

#xurred in Chile, where pension plan portfolios were restricted to money 

market and gw- securities. A fllbsequent amencbnent to the law, which 

all& pension plains to own equity securities, imprwed. the situation and 

siqnif icanfly increased the d d  for securities. l9 



ple &are of the capital market assets owned by institutional investors differs 

substantially throughout the cuuntries considered. In Brazil, retirement: 

rmtual and pension plans have grown to a significant level, while Chile, Wrea, 

and I d a  also have sizable equity fiinds, althoqh much smaller than Brazil's. 

Nevertheless, m n g  developing markets, institutional investDxs still hold a 

relatively small portion of equity assets. To h m x x ?  the d e m d  and build 

&id- in the securities mket and intermediaries, restrictions on 

institutional investors should be renmreed. 

Individual investors still own the l.argest volume of securities in developing 

countries. lheir exact m n h r  varies widely f m  country to country, but most 

active IM~-kets sewe about 200,000 such shareholders. Individuals* buying and 

selling activity pmvides liquidity for the market, action in the seoondary 

mrrrkets, and a source of equity capital for borrowers; therefore, despite the 

large prapartion of searrities held by individual investo~s in developing 

carntries, their d m  for securities must be further eTY=OUTaged. If 

individuals' demand for securities is not encouraged, or if the people of a 

cantry fail to understand the market's role in investments, long term growth 

a .  activity of the securities market will be corLstrained. 



min prpose of the equity market is to provide risk capital for the 

by allowing hsinesses to sell their &axes in the market. Rational 

investors are usually willing to plrchasce securities i f  they are able to later  

trade them in an open market and derive an a w l e  retun to ccanpensate for 

their risks. In order to make a masonable market decision, h m e r ,  investors 

nust )axkJ the value of their holdings and need information about the prices and 

quantities of shares transacted on any given day. Public disclosure of 

financial information hcmases investor confidence in the system W 

ultimately enuxrages mrket activity ard growth. 

The end r e s u l t  of "full disclosure11 is a set of quantitative data and facts 

that defines a firm's performance i n  econanic tenrrs. A s  was mentioned above, 

rational investors and secxlrities analysts require adequate, acauate 

infomatian to enable them to mmct a pmfessimal review of securities and 

assess their econanic value. In advanced securities markets like those of the 

United States,  United Kingdm, and Japan, securities P h  have analyzed and 

reported abart an increasing number of ccPlrpanies. 

In these cumtries with mtum markets, plblicly-traded businesses are required 

to issue yearly and quarterly statements, pruvide management dismssions of the 

operations, f i l e  prospectuses and proxy statements w i t h  regulatory bodies, and 
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disclose to the public the members of and the ampemation for the board of 

directors and senior management. Host oountries should be encouraged to 

insist, whenever possible, that their Winesses file audited balance sheets 

ard incane statements as a first step toward inmxsing the amxlnt of publicly 

disclosed information about their securities market. 

~ccarnting standards constitute the are  of the information disclosed to the 

public. In order to be reliable-and be regarded as reliable-this information 

mst be governed by accounting standards (in the U n i t e d  States lawwn as the 

C;AAP or Generally Accepted Aocounting Principles) and auditing procedures (the 

or Generally Accepted Auditing Standards), which are usually appruved by a 

national board to ensure consistency in the treabnent of similar or congruent 

econcpnic situations. 

In develaped countries, reviewing the acc0unth-g infomation e0 oversee the 

acxuacy and proper application of accounting standards is the rxsponsibility 

of an cutside auditor, a totally independent professional without any 

affiliation to the ocsnpany. In developing cauntries, haever, financial 

stardards are not as ccpnplete as in developed markets, and there is often no 

specific gmup of professional.:; who are mandated to create acceptable 

a m t i n g  standards. The auditing process is usually inadequate or performed 

by people affiliated with the ccanpany. Coll~equently, the disclosed information 

is not trusted, and investors must base their decisions on unreliable sources. 



Ihe extent arrd the characteristics of gwenrment +ation of the securities 

market varies widely amng countries. A number of markets have centralized the 

supervisory activity in a gwenrment agency that has total authority wer the 

stock adnnge. A amprehensive body of regulations and prohibitions carers 

the functioning of the primary and the ~ec~ndary markets and institutions, and 

the searities ccnmnission is responsible for the enfomemmt of those 

regulatians. 

Other cumtries have allowed more aubnc~ny for stock exchanges to eMct their 

own specialized nil- or regulations. 'Ibis principle of self-regulation of the 

stock exohange m y  not be appropriate for developing countries given their 

gwernmentls desire for more surveillance. While t k  stock exchange should be 

given the responsibility to enact its uwn operating rules, proaedures, and 

by-laws, those changes should be camrnrnimted to a central gwermnent agency to 

aFpmve or reject them. 

A uniform body of law is generally viewed as a prerequisite if a mature 

securities market is to develop. We already have discussed many of the effects 

of tax laws on the functioning of the exchange, but it should be noted that 

legislation should involve not only the tax axle h t  also the aamrcial code, 

which gwerns the time and conditions of transferring title and amexship. 
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Laws aml regulatians of often a .  not geared to dealing with issues such 

as securitization of assets, title to intangibles, and shared mw3zh.i~. As a 

d in& result, there are constraints on the issuance of new securities (in 

relevant issues such as quantity, timing, and price) and on the trading of 

those securities in a free mketplace. Inadequate rulings about the exact 

point at which title is transferred generate opportunities for unscrupiLous 

price an3 dividerd manipulations. Other regulatory impediments to free capital 

laarket functioning occur when the issuing companies have the power to veto or 

refuse the transfer of securities. 

Effective legislation on the transfer of amexship, the margin mquhmmts, 

and short sales also helps diminish the risks of market crashes such as the one 

suffered by the U.S. exchange in 1929, the m i  exchange in 1978, and the 

m i t i  exchange in 1983. In addition, for each specific axlntry, laws must be 

carefully analyzed both in tern\s of the way the securities market actually 

cprates and in terms of the cultural and contractual environment. 



Impedimerrts to the orderly develapnent of a seaxities markets vary frwn 

country to c0untx-y. 3 3  this chapter we will outline the main obstacles we have 

uncmenzd during cur review of the capital market programs and issues. 

La& of mlitical and %cia1 Stabilitv. Political an3 social Weaval 

c o n t r j h t e s  to a decline of a securities market, and shifts in the ideology and 

pwr base of the gmernment have a dramatic effect on the demand for 

searities. certain Latin Amesican cumtries (e.g., Wle, Argentina, 

uruguay, and Colanbia) can be cited as extrcm cases where political factors 

have plshed the flw of savbqs ;away fmn the securities market. 

, 

Political omosition to a Securities Market Proqram. lb smoothly implement a 

securities market program, a top level gwenrment agency nust suppport it bath 

financially ard with manpmer. Since this kind of program diverts sane 

resames and attention from existirrg progranrs, and since the benefits of the 

capital m k e t  program are not inunediately apparent, it may consolidat& local 

political w i t i o n  and threaten the securities market program itself. In 

many cases, ambitious players a t m t  to step into the program, all opxating 

fran their parochial perspectives. n'le d t  is political infighting, as each 

political interest group attempts ta p n t e  its own view of the best 

developnerrt strategy. 

Jack of a Free Market Ideoloay. In order to develop a capitil market program a 

amtry will benefit f m :  (a) a free market ideology, (b) an ecc,ncSnic policy 
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nut daninated by central planners, and (c) a private sector that is allawed a 

gmwing role in tl?e e#many. (Clearly, these factors also create a political 

climate that fosters privatization. ) An open securities market cannot flourish 

in an envirarrment of pmtected sectos, restrictive regulations, or state 

&ol. ?he m i t i e s  market m q u h s  a free market environment that allaws 

priMte enterprises to develop their awn businesses and seek investment capital 

in the market. 

c Policv Dominated bv Central Planners or bv U l l ~ ~ ~ 2 3 0 r t e d  Free 

pbrket Mechanisms. Sane barriers that limit d h  for securities are 

-used by govenmwt actions. EcofKBRic policies that apply to other 

related sectom also can have a negative effect on the supply an? demand 

for securities. In one Southeast Asian a m t r y ,  for ample, the 

government's central planners sought to enccxlrage savings by eliminating 

taxes an savings accounts; stock dividends, haever, remained fully 

twable, all of which quite unintentionally resulted in a severe decline 

in the deMK.l for equity securities. 

The equity market will be threatened if policies hostile to free market 

nrechanisns dcminate the econarry. The capital required to finance 

gwernment activities will then be raised through increased fixal or 

monetary pz-smres and allocated to sectors that do not provide sufficient 

returns on the investment. These practioes restrict the availability of 

investment capital for the securities market, causing severe problems for 

its gmwth ard lwel of activity. 



&w, Redundant ~nst i tu t ional  Mulat ion.  Even in these countries 

tha t  have secxities Ccnrpnissions, the overall responsjbility for  

regulating the institutions is often fragmented m n g  different agencies 

of the Central Bank, Controller of the Oxrency, Ministries of Planning, 

F-, EconcPnics, m, or  Industry. Most of the individuals i n  

these agencies lack the financial ski l ls  and systems for  e f f e i v e  

regulatory work, the roles of variaus agencies averlap, and no one 

organization is responsible for overseeing the entire regulatory 

environmerrt and developing the capital market. 'Ihe result is usually 

oonfusion, excessive amtrols, ard/or conflicting regulations. 

mmriate Tax/Remlatorv Incentives. Tax incentives can be used to 

influence the dwelopnent of the securities market. Since investors are 

aware of the after-tax returns of the various financial investments, tax 

implicaticms play an important role in the way they allocate savings 

between debt, equity, or non-f imncial assets. Fiscal policies also 

influence the supply side by making new equity faancing more or less 

attract ive than retaining earnings or  issuing mre debt. Unfortunately, 

many gwenrments mtinue to discriminate against shams (e.g., Senegal) 

and the equity 1112~ket. Amxrding to the IFC: 

!the f iscal  policies of most countries create a bias in favor of debt 
financing because interest expense can be deducted in full fm 
taxable i n c a ~ .  Dividend payments, on the other hand, which may be 
viewed as a cost to the lcusiness to attract and retain capital, are 
rarely allowed as a deduction against taxable ham. On the 
contrary, in many contries dividends are taxed t w i c e ,  once as 
corporate hame, and again as shareholder (personal) im~rme.~' 
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Ihe m i t i e s  market can also be hurt if policymakers set an introdu~t~ry 

price for new shares. In b b r o o # ) ,  for example, a Technicdl cumnittee 

fixes the opniqy price b e l w  the redl value to encourage buyers to 

subscribe. If the fixed price is too lw, however, the supply will be 

threatened because of the e m d c  loss to issuing c a p n i e s .  

Jnmf ficient: S u m l ~  of Securities. A functioning securities market 

depends on a continuc~us w l y  of securities. If ownership of the host 

cumtry's enterprises is limited to local or foreign power gruups and the 

government does not encaurage the public offering of shares, volume in the 

primary market will be redud, and seoordary trading and a deep 

securities market will nat develop. In Kenya, for example, most m e ~  

are privately am& family bus* or nailtinational subsidiary f h ,  

ard their resistanae to going plblic has scmwhat hindered the gruwth of 

the Naimbi Stock Exchange. AID ard other international donors 

should work with multinational coqmrations and large privately held f h s  

to help them understand how the developnent of a capital market will 

increase their ability to raise equity furds and finanoe new investments. 

The importance of an adequate supply of securities is demonstrated by 

Jordan, where the extraordinary d e v e l o p s t  of a securities market is 

attributed to the gwernmentls having mandatd the supply. 

The total value of outstarding marketable securities in Jordan aocounts for 
48% of the GNP. ... 'Ibis ratio is remarkable given the size ax3 stage of 
dwelopuimt of the mtry and the fact that a stock exchange was 
establish4 only recently. The reason for this anamaly lies in Jordanian 
corporate law. By law, a new business seeking limited liability status must 
offer 25% (if a financial institution) or 50% (if an inhstrial or 
ccmnercial ~ y )  of its capital stock to the public a t  the time of 
incorporation. 
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Inad-& ~err\and for ~ecurities. A reduction in the d d  for securities 

. . .  the stock mrketls attractiveness as a place for Ccmpanies to -in 

appropriate financing at a reasonable cust. Restrictions on the d d  can be 

. . m3nct or direct: m3.maA . . restrictions result f m  tax laws that are 

unfavorable to the secxlrities market, whereas direct restrictions are caused by 

legal pmhjbitions on institzltiondl and individual investors. For ewmple, 

ethnic W foreign grarps are prahibited fm investing in parastatah in the 

aanestic stock market in certain ccuntries (mans in East Africa, chinese in 

Scruth East: Asia). Ihe WorOccanizationl~ law of 1973 prwents foreigners fm 

investing in businesses x a r g i q  fm food and drink production to livestock 

breeding. 23 

of Financial Intermediaries. Financial institutions provide an 

infrastructure for the efficient trading of securities, but existing brokers 

may base on nmr and inside information, and W g e  in share 

madpilatian. If the host mtry  does not have professional brokers and 

dealers who adhere to accepted trading stat&u&, the public may not have much 

&id- in the mrket. 

Camnercial banks can oonstitute attractive intermediaries in the securities 

w k e t ;  however, this alternative is restricted in those countries that have 

passed regulations similar to the U.S. Glass-Steagall Act of 1933, which 

prchibits car~nercial banks f m  entering the securities market. 

Act explicitly pmhibits ccamnerical banks 

issues of, or w i n g  for its ow-n acccxmt, securities of any corporation. 
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It was enacted in the United States afbr the Depression to reduce camercial 

bank failure rates by keping them away fnm volatile investments in the stock 

market. As a result, the United States financial system is amsidered 

%pecialized,@@ since it is segmmted into mmwrcial banks and i n v e t  

banks, althaugh the distinction is bemming less and less evident. 

Similar regulations in developing countries W i d  the entrance of ccmnercia.1 

banks into the securities market. Although this may have been intended in 

certain mmtries (e. g. , Korea, Iniia) , the conseq~~em=e for other dweloping 

canttries is that there may not be enough appropriate fimwial institutions to 

prancrte trading of securities. 

Good financial institutions play a major role in praanating ownership by 

individual irn.estofs, prwiding investors with diversifimtion & professional 

advice. Institutions in developing countries also play an important role in 

attrading individuals with enmqh savings potential to the securities market. 

mficient or Non-existent Information. Because of the importance of 

financial infornation for decisianmaking, an unstable a m t i n g  envhnment 

poses a seriaus thniat to a gmwing securities market. As can be seen in 

mature successArl nrarkets, specific guidelines for accounting and auditing 

procsdures are critical. 

Zack of Savinss. savings abviausly depend on incame and on an investor's 

cancern for the future value of his dcunestic investments in the pmsence of 

inflation. The country's average lwel of savings is a very otonplex 
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~ ~ ? o e c o d c  variable--one tha t  may mt support the mntinuaus activity of a 

danestic capital market. 

~ c k  of Scale. Small wuntries (e.g., sc~ne West African and Caribbean 

-tries) do not have an economy with the scale to support a formal securities 

e x m e .  n'le fact that  the i r  SOEs control a large percentage of the m d c  

artput further diminishes the mrket ' s  s i z e  in those cauntries, as well as the 

supply of securities. The econc~ny of scale problem is further leveraged in 

cumtr ies  with a large informal pr ivab sector. In Senegal, for  example, for 

wery one person working for  a private firm there are three who work in the 

lminalll private sector.24 

Lack of ESrperience. In n r s t  cases a country's off ic ia ls  have little o r  no 

expertise in developing o r  managing a securities market. mw, the gwemment 

may decide not to develop a securities market because its officials lack 

confidence in the i r  abi l i ty to implement it. 0ftx-1 the host gwenrment w i l l  

take steps toward regulating the rrrarket rather than developing it; in fact, 

creating a strong regulatory bcdy before there is any market to regulate simply 

impeaes m k e t  developent altogether. 

Tack of ~ i a loaue  between Private and Public Sector. A t  the same t h e  that the 

gwenrment my  camplain about the business sector's unwillingness to  contribute 

to the emnay, the private sector may have solid reasons to believe that  it 

has been slighted by the goverrunent in the allocation of econcanic resmms. 

Any cummt program that encourages more active dialogue between the gwenrment 

ard the private sector should provide a better foundation for the securities 

market. 



7 .  A I D  OPI'IONS FOR CAPITAL MARKGT DEVELDRvIiNl' IN SUPPORT OF 

n?JmTrmON 

Gavenmwlts in developing countries are becaning increasingly aware that the 

private sector can be a powerful generator of economic growth. A growing 

nunher of gwexnments are planning to praanote their private sectors and divest 

their state awned entezprises. 

?he host gavenrment's awareness of and ccomnitrnent to developing the securities 

market also is an .inportant factor to mnsider when fashioning a privatization/ 

capital markets program. If the gwenrment is still unaware of the advantages 

of the securities market, AID can pwvide valuable insight by s p o ~ r i n g  a 

preliminary study of the local capital market (AID-PRE efforts are already 

aimed in this direction). If, on the other hand, the gwenmrent is already 

familiar with the securities market and wants to enmurage it t ?  a 

developnent program, AID m y  assist the gwemment by examining the full market 

or saw= particular developnent steps. 

k& gwenmnents, hawever, face problems implemmting privatization because 

their existing capital markets do not prwide effective means of support for 

divestitwe and risk-financing transactions. Capital markets in developing 

-tries usually have strong non-securitized debt ccanp~nentx Wt.1- major 

shorn is that they do not finanoe long-term needs. The securities 

markets, which could play an ~~t role in fostering privatr .*&r gmwth, 

are often nonexistent, hnatum, or outrightly moribund. 
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?he successful develqment: of an equity market depends on the gwernrnent's 

ability to inplement a program that -ges the supply and daMnd of 

securities while renwing the obstacles to capital nrarket growth. The Inarketls 

stage of develapnent and the maturity of its financial institutions shculd be 

studied to help d e temh which straw to use - clearly, a different 

approach wmld be needed for a start-up m k e t  than for a market that already 

exists but has a weak institutional infrastrucbu-e. 

Given these ciramrstanoes, AID can play a role as a source for M c a L  

--, prwiding an 3-depth perzpctive of the e n t b  financial market: 

the &ing institutions and financing alternatives, the supply and d e .  of 

seaxities, the tax laws, and the disclosure and regulatory em-fhnments. AID 

can also support a secaritiesmarket program by actively participating in the 

developnent program and by facilitating training of local staff i n  

financial centexs worldwide. Given the a m p l d t y  of the 

program, the develapnent team should include local and foreign financial 

exsartives and experts with field experience in equity markets, gwernment 

representatives, professional consultants, and -1 fran investment houses 

with aprience in developing cumtr ies  

A program's implementation can be plagued by market price crashes, speculative 

Ixlbbles, bankruptcies of financial intermediaries, and important investor 

losses. AID can focus on those factors that influence l d  market dwelapment 

and should highlight specific abstacles that will require special attention. 

AID can support that effort in a variety of ways discussed below. 

Page 47 



Quantifv the Costs of Misallocatins Capital Rewmces to the Gcnrernment and the 

-. If A I D  were to oonduct a study of the inefficiency of a host 

aamtxyls SOEs ard point out for that o0untxy1s gavenrment h m  misallocations 

auld be avoided if cconpanies were privately held and their shares traded in an 

active securities mket, the hcst countryls leaders might very well Itsee the 

lightf1 alxrut policy refoms. (The steel hdustxy in the United States provides 

a classic example of the ruthless &locative efficiency of the stock nrarket. 

If American steel canpanies had been owned by the state, they probably would 

have received even heavier price and tariff subsidies f m  the gwenmwt, 

wfiich would have perpetuated t h e i r  inefficiency, but the stock market sent 

W canpanies a clear message, fo& the total reorganization of the sector, 

leaving those ccPnpanies that survived healthier as a result.) Failures in 

paper mills in Camemon, steel mills in 'Brazil, and e n o m  projects in Zaire 

point at the inefficiencies of centrally planned decisions and management 

By wnducting such a study the agency wuuld better understand the ewllQmic ard 

political conditions of the host cumtxy, mking it possible for AID to 

maamend capital market altermtives that wuuld mre closely match the host 

oountry's needs. 

~dentifv and Encauraqe Tax Incentives that Increase the thand  for and !Swmlv 

pf Securities. A review of the tax structure may give a substantial boost to 

the capital nrarket progam, especially considering that LDCs often fail to take 

into a m t  capital market &j&ives. Determining if objectionable taxes are 

in fact prwiding substantial revenues may result in a -tion to 

replace thase taxes, thus generating a positive mction in the capital 

marklzts. 
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c x ~ l r , t ~ ~  may be taxing imxnne f m  equity securities mre heavily than 
.i 

market glKXJUI. F i e  incentives to rwerse this situation w i l l  the 

d m  for securities by encouraging investors to consider them w t i t i v e  

alternatives to bank deposits or gwenrment bonds. Incentives can range fm 

relief from double taxation to mre direct meafllres such as tax md. i ts  or 

dtxhctions to investors for the purchase of securities. Such a scheme was 

sucoessfully used in Brazil, where investments in parastatals (e.g. , Ehbraer, a 

state mned airplane manufactmx) were allowed to be deducted fm hame tax 

l iabil it ies.  

'Ihe q l y  of m i t i e s  can be bawsed by giving publicly held ccnrpanies 

incentives or exenptions fran tax penalties that are denied to closely held 

ccmrpanies-actions that have been successfully hplemented by several -tries 

(Kom, Jordan). Given the prof- implications of tax laws on the securities 

market, we recaranerd that AID work c l a y  with tax authorities to evaluate the 

net effect of any tax code revisions, not only on revenues, h t  also on capital 

formation. 
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Jd&iftt and Ibcauraus Other Saurces of lkmd for Securities. Additiondl 

" deman3 for securities w i l l  be generated by renrclving existing mstrictions on 

investments in equities by mloyee  Stock Ownership Plans (ESOR, in which a 

- f h ' s  awners are encauaged to distribute stock shares to  the aployees), 
1 

ESOP-type approaches, and other pension funds. ( B P S  are already mentioned 

in the curm~t AID strategy as a useful divestiture tool.) Ihe irnreshnent in 

-.- equities of uther f h ,  including SOEs, by the trustees of ESOPs and pension 

and noltudl furds, are related ways in which the awnership of SOEs might be 

- transferred to a bmder group of people. 

- 
Influence EconcRnic Conditions. W i t  -8- sumrnarizes the eoolXFRic factors 

that foster gruwth i n  a securities market, classified according to whether or - 
nut they can be controlled or influenced by the host  country government. While 

- dema~~I for action on a l l  fronts that can be influenced is unrealistic, the 

to work with host gwernments thrCplgh dialogue, 
- 

progranrs, or contingencies in loan or grant aid mney to ensure that, whenever 

possible, ecmmic w d t i o n s  remain favorable to capital market developnent. - 

- We have already discussed the impact of the expectations for long term economic 

grawth and of hestrnent opportunities on the demnd for investment funds and 

- - on the rapital xnarket. The ability to earn f a i r  rates of return and reasonable 

c a p t i t i o n  regulations would further leverage the marginal propensity for 
- 

investmnt, while the fa i r  exchange parity wxld allcw for future fair rates of 

- return. High naninal and real interest rates, and the unavailability of 

subsidized credit would borrowers to resort to the capital market for 

- their additional funding, while stable and fa i r  monetary and fiscal  policies 

would enoxuage savers to  invest in the securities market instead of in the 
- 

debt market or  in material assets. 
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EXHIBIT 8 

ECONOMIC CONDITIONS APPROPRIATE FOR SECURITIES MARKET 
DEVELOPMENT 

Uncontrollable Factors 

- Low inflation 

- Expectations of long term economic growth 

- Foreign exchange parity 

- Attractive investment opportunities 

- Interest rates reflecting real cost of capital 

- Ability to earn fair rates of return 

Controllable Factors 

- Rationed subsidized credit 

- Liquidity to finance transactions 

- Stable monetary policy 

- Reasonable competition 

- Fair fiscal policy 



Missions' actions are samwhat facilitated by the fact that existing e c o d c  

refonn programs often have n i q n i z e d  the need for change in ecorxHnic 

canditions similar to or the same as those described here. An integration of 

the cbjectives of the emncanic reform program and of the prczquhites of the 

capital market program would help accc~nplish many of these objectives. 

pemove Barriers t o  Ethnic or Foreicm Investors. AID should endorse (as a 

policy) the remcnml of p-itions on ethnic and foreign investors, which 

shaild a p m d  d d  and increase the lwel of activity in the capital market. 

mle it is undershr&ble for gwenrments to protect strategic M i e s  fm 

dim& foreign investment to preserve the national identity and seaxity, 

foreign portfolio investment offers inportant advantages to the securities 

market and the econcnny withcut causing internal political conflicts. As 

aancluded by the IFC: 

~or t fo l io  investors supplement rather than replace d d i c  shareholders 
as the foreign investor would probably prefer to buy new issues of stock 
in a pmen canpany, than t o  buy it in the seakkuy market. On the 
other hand, foreign portfolio investment brings with it the capability of 
impmving technicdl knowhow w i t h i n  the financial sector as a *ole and 
thus prwides an i m p m e .  perspective for national planners as well as  
danestic inves rs to measure relative ef ficiemy of different units in 
their ecomny. & 

pinforce AID Q~ital Market .Sumort a t  Mission Kountrv) Level. AID efforts 

to s t i d a t e  capital markets also foster privatization-the two are nnttudl1.y 

beneficial. AID should-ire that these two efforts be ooordinated, idedlly 

a t  the Mission level. (special mention of this could be part of the (311SS.) We 

reccmmend that privatization studies include, a t  a minimum, an examination of 

the m t . r y l s  locdl capital market and how it can be used to emxxuage private 
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sector growth. Where broad crwnership is an objective, AID shcnild cncaurage 

capital market gruwth by identifying specific impediments and helping to 

nurhw market institutions. 

pmvide Technical Assistance to  H e l p  Create a Stock Exchanse and a Resu3.atow 
-- 

Boav for Trading. 

o The stcck excharrge: In most countries the stock exchange lacks formal, 

modern operating procedures, which must be established to conduct trade in 

the secordary market and deal w i t h  the follwing issues: (a) type of 

trading, (b) physidl hardling of the traded shares, ard (c) mrht 

infomti.on and indexes. (The need for trading premises must be added to 

those rqhments  i f  currently there is no organized market. ) 

S h e  the stock exchange symbolizes the securities mket, the authorities 

often rush to open it before its supporting infrastructure is in place. 

'Ibis prts the stock exchange's stability in jeapardy until its trading 

stadankt e p  requirements, and clearing mchanistrs a .  defined and 

enforced by the regulators. Without proper trading facilities and 

pmxdums, financial intermediaries w i l l  find it very ~ ; l s ~  to manimate 

the prices of securities and defraud bona f ide invWrs.  An effective 

m i t i e s  market program minimizes these risks by applying trading rules 

that have pmed t o  be successful in other countries. 

W i t  -9- munarizes the variety of institutioml and trading features 

that exist in clif ferent countries, g m q &  in three columns. Oolumn one 

Page 52 



EXHIBIT 9 

INSTITUTIONAL AND TRADING CHARACTERISTICS 

UNDESIRABLE REQUIRED DESIRABLE 

I I 1 I 1 I 
STOCK EXCHANGE 

- Unfair market activities allowed - Good communications network - Data processing capabilities 
(insider trading, manipulation, - Clear methods of settlement - Central securities depository 
etc.) - Listing requirements - Market indexes 

- Price regulation - Market makers 
- Continuous trading 

I 

1 f 1 I 
FINANCIAL INTERMEDIARIES 

- Unclear commissions structure - Intermediation at reasonable - Competition among firms 
cost - Investment bankers 

- Minimum capital requirements 
- Management and professional 

qualifications 
- Membership of securities 

exchange 

- Short Selling - Organized market 
- Unregulated margin trading - Transfer procedures 
- Delayed delivery - Clearing procedures 
- Unclear trading rules - Settlement procedures 

TRADING PATTERNS 

- Procedures for the trading of 
large volume of shares 

- Cash or "ready" basis 
- Everyday trading 



lists ~furdesirablef* characteristics for the intermediaries, the stock 

exchange, ard the appruved trading patterns. The semnd column shaws the 

~~required'I traits, while the final list expan% these requirements to those 

&amcteristics that would impme the senrice perfow by the 

institutions. AID should di-ge the 8fundesirablev characteristics while 

requiring that the lfrequired'f coditions are irrp?lemmted or pnxrided for by 

the capital market program. ?he Mission can have both an werall policy 

role, by requesting that the general anditions be considexed by gavenmrent 

actions, ard a specific role, by errlorsing particular projects that faster 

ffrequired88 characteristics. 

o Regulatory matters: To errsure the orderly trading of securities, the m k e t  

mst be canstantly supervised to prwent securities manipulation, insider 

trading, and fraud. On the other hand, excessive regulation constricts 

market develapnent and l i m i t s  trading to a few brokers and dealers. %ere 

is no sirnple answer to this d i l m ,  and the specific requirenents must be 

examined to determine if they are neuessary or p r t  excessive restraints on 

mrket develcpent. ?he best solution for the regulatory issue would be to 

have werall supentisory authority reside in a single gwemment agency 

while daily self-regulation takes place at the stock exchange lwel. AID 

can sponsor a detailed study of the various alternatives for market 

regulation. It can draw fmm the experience of financial markets experts 

and stock exchanges case histories to recommend a scenario that would allw 

enough freedom for the institutions while ensuring sufficient protection for 

individual investors. 
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The regulatory environment should not be restrim solely t o  the stock 

acchqe; trading intermediaries are an integral part of the process and 

must also be monitored. The exact degree of control needed depends on the 

cannemia.1 pmctices within the country and the self-regulation that dealer 

a d  broker associations impose on their nmbers. 

Given that a gmdiq  securities market w i l l  put mre demmds and pressure on 

intesmsdiaries and that exchange authorities are eager to dwelup  a high 

transaction v o l m  and may werlook illegal practioes (e. g. , insider 

information and preferential trading), the cautious devel-t of 

regulatory standards is cri t ical  to a market develqment program. 

o Securities laws: If the existing ~ananercial Code does not legislate the 

timing arkl manner of transferring t i t l e  or securities, those practioes 

should be stipulated very clearly in a brief m i t i e s  law code. (In many 

cases, the host ccuntry nus t  remove preexisting legal obstacles t o  the 

capital market devel-. ) ?he regulatory framework mpked for 

securities market develapnent should also be reviewed and qdated as part of 

the capital market. develqment program, simplifying the regulatory 

responsibilities of gwenrment agencies and coordinating them through one 

rule-making organization. Similarly t o  the regulatory matters issue, we see 

here a possible Mission's role in sponsoring a technical study of the 

secur; ; laws environment and prwviding for subsequent training and 

assistance in the field. 
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 rea ate an ~wareness in Host Governments of the Cmmlexities of Market 

We1-t the propx Role of Financial Intermediarie~. FSqr?rl. opinions 

differ about the appropriate structure for a securities market. Praponents of 

universal banks (or ~9m.ltibankst8) argue that bath banks and securities market 

activities requFre extensive. distribution networks and financial skills that do 

not need to be duplicat-ad. Opponents of universal banks, am~ng them the IFC1s 

Capital Markts Department, believe that: 

. . . m i t i e s  markets tend to be mre efficient, mre ocsnpetitive ard 
more able to met the Z&nancing needs of business if the financial 
system is specialized. 

Bath -tibanks and specialized institutions have sbmgths and -. 
Fram the studies that have been published, it is not clear tha t  the multibanks 

enjoy kwer internrzdiation & or that specializeh intermediaries xesult in 

strong securities markets. 

In a start-up or dormant securities market, the reputation and technical 

capabilities of the broker/dealers -if there a brakers/d&ers-- are un)axlwn 

( w i t  -10- reviews sarre of the institutions available in a m t x y  that has 

a typical capital market start-up si-tion.) On the other hand, camexcia1 

banks are the largest institutions in the financial markets of the dwelopbq 

--and probably the only ones with trained personnel. In Bangladesh, 

whm a large privatization program has b h n  plaoe, amercial banks 

facilitated the program by providing debt capital that was later converted into 

equity securities. 



EXHIBIT 10 

CAPITAL MARKET START-UP: INSTITUTIONAL STRENGTHS 

CENTRALBANKS 

COMMERCIAL 
BANKS 

DEVELOPMENT 
FINANCE 
CORPORATIONS 

DEALERSIBROKERS 
(IF THEv EXIST) 

FINANCIAL. CLIENT DISTRIBUTION 
SKILLS BASE NETWORK CAPITAL CONTACTS 



We beliwe that the best solution for a start-up market lies in a %xedaa 

system, a dination of both universal banks and specialized intermediaries. 

Regulations should allw bank-holding corporations to underwrite and own 

mities, but the securities trading and the banking activities should be 

d c t e d  by separate legal entities under different mmagonent. 

We believe that a mixed system is in a better position to encourage safe 

develapnent of the securities markets while alhwing for an aggressive 

entrepreneurial culture that will further enwurage privatization. The best 

example of a mixed system involved in a successful privatization program can be 

faund in Brazil; since the early 1980s wer a dozen SOEs have k e n  sold. As 

defined by the IFC: 

It wcxlld appear that Brazil has numerrrus kind of institutions, all of 
which are specialized to same degree by law or regulation. However, 
banking conglarerates tend to own brokemge houses and distributors as 
well as investment banks, ..... The links between these affiliated 
institutions are quite strong.. . . . often resemble nniltibanks.. ..each 
specialized activity in the banking wnglclanerate has its m 
s t s u h  arrl mamgment, wkic&tny mike these institutions act as 
specialized intermediaries.. . . 

Caution nust be taken to ensure that only ecodcally responsible institutions 

are allawed to becaw members of the exchange; it is criticdl that early 

investors view those firms with confidence. 

S h  increased amptition lowers the cost of financial intermediation anjl 

drives mre fun% into the marketplace, new f inancia1 intermediaries (e. g. , 



investmer~it bankers and discxxlnt brokers) should be encouraged to enter the 

mrket as long as they canply with regulatory nquhmmts. If thE.se 

institutions appear -20 be needed given the limited ccsnpetition of the present 

financial imtemnediar.ies or their inability to further stinnilate the securities 

market, the Mission could d o r s e  or sponsor a study of current financial 

institutions. As a result of this study, the Mission should be in a position 

to reammo2 changes that  are needed to encourage entrepreneurial financial 

intermediaries, who cmld in turn infuse the fimncial marketplam with mom 

activity. 

Push for Aaxruntina Sbndamk and F'ull Disclosure Rules. F'haxial reporting 

can be improved when the m t r y  adopts aormrnting standards and independently 

audit;ed statements as the norm. D i s c l c s w e  is another field where there are no 

standard solutions and where the final recoamnendation involves a trade-off 

between h e r s t  costs and investorst benefits. In m t  developing countries, 

h w e r ,  the quality and timing of the financial information nust be 

substantially impwed;  this is clearly an area *ere AID can offer support. 

Elwrging m k e t s  usually present little or no information about the eamamic 

- perfonmnce of a f i n ;  often the only available information is for tax 

purpss. While there is no doubt that the quality and quantity of disclosed 
- information in developing camtries must be improved, the cost of disclcam 

standards needed for sophisticated markets can be prohibitive, resulting in 
- 

wvleaessary business costs and confusion on the part of investors. ILal 
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authorities will have to make m t x y  specific decisions regarding nquhxl 

-- , audit and cliscl- standarcls. Ideally, these stmrhz& should enable an 

- artsider to arrive at similar investnrent decisions as an insider. 

Regulators will have to decide, according to the specific characteristics of 

the inv&ing papulation in the oountry, what level of d i s c l ~  is 

IXY ensure that sellers aud buyers have more or less equal access to relevant 

infomatian. By opening equity markets to foreign portfolio investors, the 

quality a d  anvxlnt of local information will pmbably impme to 03nfom to the 

mc&mmts of more wsticated portfolio managers. 

&Kxxuaue Governments to Plan Privatization Efforts so that the m l v  Matches 

B e  Cawcitv of the Market. Ihe govenmzent can pla-' a pcrwerful role in the 

supply of m i t i e s  thmqh divestesting the shares it clwns in state controSled 

enterprises. A divestment program is fiartudlly beneficial for both the 

securities market and the privatization effort, but its hplemenbtion may be 

thnxitened by the following roadblocks: 

1. A government m y  be reluctant to sell the profitable SOEs that do not 

m&m attention or furrls but find few buyers willing to bid for the more 

truublesoprre or less lucrative SOEs. The solution lies in initially 

privatizing a snall portion of the topnotch SOEs and only then bringing the 

second tier to the market, 
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2. ~ovenment officials usually have a short term perspective, and if under 

pressure, have, on at least one m i o n  (i.e., chile) tried to unload all 

the oanpanies in a very short time; the w k e t  on the other hand can only 

&soxb a given number of new shares at a t h .  ?his problem can be 

minimized by an action plan that specifies a gradual release of the equities 

to the mark&. 

3 .  The book value of the SOEs may be mch higher than the market value. 

!this is a typical problem when the gmernment has put large investmnts in 

development programs that failed because. of reduced market size or adopting 

the wmxq technology. UnfortLmately, the ccrnpanies may have to be devalued 

in order to attract investors, ar;d govenrment officials may be unwilling to 

admi t  a depreciation of the public assets. 

4. ?he great nw$er of SOEs (wer 500 in Brazil alone), their 

intemdatiarskips (saw buy frrmn or sell to other SOEs at non-market 

prices), am3 the lack of reliable information confuses officials and 

canplicates gavenrment evaluation of SOEs. ?he govermrrentls list of SOEs to 

divest should be based on agreed upon privatization criteria. Scane 

cumtries have helped the process by creating baards to Odnduct the 

privatization prugram (e.g., the Brazilian Ministry of De-hreaucratization 

- Minisbrio de Desburoc~atizacao). 

5. Assmhg that political and eoonomic hurdles are werocpne, all SOEs rrmst 

be prepared for sale, a process which in and of itself is fraught with 

pitfalls. It usually involves closing d m  operations that are unpmf itable 
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or cannot be absorbed by the pblic, de~~tralizing certain fW&ions, and 

defining enploy8esV pension plan liabilities. In theory the best solution 

is to recagnize these winding-dawn costs and take them into accavlt when the 

sale price is formulated, although this can slow down +& divestiture 

program and entangle it in political machinations that delay the process 

Mef in i te ly  . 

Because of the ccanplex issues mentioned above and the general ~ a r c e  supply of 

new shares, when the SOEs are finally bmught to the -kt, they a m  often in 

oonsiderable demard and experience uverSubScTi~ion. Individual investors are 

very interested in the divested SOEs at the time privatization shares are first 

offered. In Bangladesh, for Wm, the public subscribed frcmr 25% to 200% 

over the offered OE shams. 28 

In Kenya, we believe that an initial public offer- at a fair price would 

generate inunediate a m ,  given that since 1977, only one issue of 

oorporate equity has been offered. 

m i d e  Trahhu for Publ ic  and Private Sector. 

o Indoctrination trips: AID can benefit frum its multiple resideme status by 

ccPnbining guided visits of host country public sector officials and private 

sector representatives to active markets in the United States and other 
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c~untries. These trips can bring the securities market potential to the 

attention of the host mtry  policymakers and help dwelup a focuw.3 view 

of the program. 

o Trainins: While cutside wnsulfmts and financial experts can provide 

expertise and guidance in the process, local personnel will be needed for 

the project team ard for staff- requirements duTfing the implementation 

stages. In developing countries there is usually a shortage of people who 

urrderstand a securities market; AID can coordinate and wnduct a training 

program for both public and private sector 'representatives ard eventually 

sponsor s m ~  specialists in training programs at securities finns or 

regulatory agencies of more developed stlock adxuyes. 

Seek Wavs to Use, !%rmrt, and Eventua1J.v Omanize Informal Markets as a 

Stemins Stone to Capital Market Develrmt. 

The econcPnic policymakers of dweloping countries tend to prohibit the 

umr&nized mrket, which they consider to be an emblem of their failed 

policies. In doing so, they dismprd the fact that the curb econamy is a free 

market reaction to the weplanned ecollcmy and will mrrvive despite 

prohibitions, although at a higher oost to the participants. Any realistic 

plan to supprt a mities market nust involve the unonpnized market and an 

in-depth andlysis of why it exists. The end result should be its replacement 

by a Yormalw or organized market. 

In sane instances, this may be a fairly easy task: in one Middle Eastern 

carntry, for instance, a simple regulation requiring the publication of the 
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prices at which securities wre pmchsed or sold (disclosure) was instnmwtal 

organizing the market. Once the prices were disclosed t0 lxlyers and sellers 

of shares, dealers windfall gains ended, and t ncZ ing i  vollmne 

substantialy. 29 

In yet other instances, informal wkets dwelaped. as a allsequence of 

wer-regulation of the econamy are nat likely to be affected in the short run. 

AID the host govemment should negotiate specific reform pckages to ensure 

that the country w i l l  progressively eliminate the policies, regulations, and 

procedures that restrict the access of savers and bomers to a more formal 

capital market. 

JWxmmnd Gradual Amroaches in Countries where the FUblic does not Understand 

Marketable ~ e c u r i t i e s .  

SincPe they do not entail change of umership, debt mities can be expcted 

to play only a nyginal role in privatization efforts. While debt has been 

suggested by sane (in its high-yield lw grade variety) as a smrce of 

txansitory financing for lweragcd buy-cnks, these type of transactions are 

likely b be mre the exception than the rule in developing cQuntries and 

shauld not: cbnstitute the main carcponenent of AID strategy in capital m r k e t  

developnent: for privatization purposes. 

The use of debt seaxities may, hwever, contribute indirectly to AID efforts 

in foster- private seckor dwelapnent by providing alternative funding 

solutions in those countries where an unsophisticated populace does not m d i l y  

accept equity m i t i e s .  In those instances, debt securities could be used in 
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an interim phase, helping ease the transition f m  ownaAs'-p of tarqible and 

cantrollable assets to ownaship of intangible assets managed by other 

individuals. A gradual capital market develapnw?nt program could thus be 

designed tn help move investors and enterprises f m  JW d m  *its to 

high grade carrmercial paper, on to the bond marbt, and finally to stock 

small Ccxlntries. H e l ~  Create aid Surmort a Formalized Non-auction Market tc,- 

w i d e  a Vehicle for Ecruitv ~ ~ e .  Despite the xwdmnisnr; that we have 

identified so far, scmne ccxmtries have such a n a l l  econcanies that in the short: 

run, settbq up a formdl stock exchange is not possible. In these situations, 

an initial supply of securities thmugh a privatization Program 

would %pontanecxlslylf generate an informal market to deal with the secorxhy 

tradirrg of securities. To prwide for a formalized institutional envimmznt, 

AID s h a d  consider recaanmending a process simil~v to that used by the Nairabi 

stack Exchancje, which has no physical trading floor, but where the brokers set 

a daily securities mll-call to mtch d m  and supplies ard set transaction 

Amtheir related possibility for AID to investigab is to set a %mities 

windad* in authorized camnercial banks, similar to the 

that already 

terder their 
r 

C - 

exists in sarrre financial institutions, in 

securities at a disclosed price and known 

foreign mcchange windm 

which buyens and sellers 

amunission charges. 



G i v e  h-ioritv to QLar#e in  Policies that Affect Gmital Markets jn D e t e r m i n i m  

lities. Clearly, AID can affect host a m t r y  po1.icy 

by enamragbg guvenrment policies that foster capitdl market develapnent; 

hclkfmrer, Missions mst realist:ically assess their pmbable degree of influence, 

given the availability of resources and the magnitude of needed policy change. 

In instances where a Mission does not oanrt an strong governmer~t sllpport and is 

unable to affect the country's ~ i p i t a l  markets policy, it might mmider 

interruptiq its market d m e l a y m t  plans u n t i l  the host gwenrment 

demmrst;rates that it is sericus capital markets policy reform. Even if a 

aarntry is mady for a stock market, the initiatives for engaging in Auther 

develcpnent rmst a l w a ? ~  ame frun those local policymakers who have favorable 

attitudes tcrwards gradual privatization of the econany. 
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