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- Liberalisation: of securities market. is
" necessary and inevitable but it entails -
| putting' in’ place“appropriate market
' regulation to, regulate conduct of
. participants and develop sound market .
. practices and institqﬁon}s;v‘“v“
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MEANING AND NATURE

FFICIENT transfer of resources from those having idle
E resources to others who have a pressing need for them

is achieved through financial markets. Stated formally,
financial markets provide channels for allocation of savings to
investment. These provide a variety of assets to savers as well
~ as various forms in which the investors can raise funds and
", thereby decouple the acts of saving and investment. The savers
and investors are constrained not by their individual abilities,
but by the economy’s ability, to invest and save respectively.
The financial markets, thus, contribute to economic
development to the extent that the latter depends on the rates
of savings and investment. ;

The financial markets have two major components: the
money marketandthe capital market. The money market refers
to the market where borrowers and lenders exchange short-
term funds to solve their liquidity needs. Money market
inst='ments are generally financial claims that have low
deW@) t risk, maturities under one year and high marketability.
The Capital Market isamarketforfinancial investments thatare
directorindirect claimsto capital (Gart, 1988)". It is wider thar
the Securities Market and embraces all forms of lending and

_borrowing, whether or not evidenced by the creation of a
negotiable financial instrument (Drake, 1980). The Capital
Market comprises the complex of institutions and mechanisms
through which intermediate term funds and long term funds are
pooled and made available to business, government and
individuals. The Capital Market also encompasses the process

* bywhichsecuritiesalready outstandingare transferred (Dougall,
1986). The Securities Market, however, refers to the markets

for those financial instruments/claims/obligations that are
commonly and readily transferable by sale.

The Securities Market has two interdependent and
inseparable segments, the new issues (primary) market and
the stock (secondary) market. The primary market provides
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the channel for sale of new securities, while the secondary
market deals in securities previously issued. The issuer of
securities sells the securities in the primary market to raise
funds for investment and/or todischarge some obligation. The
secondary market enables those who hold securities to adjust
their holdings in response to changes in their assessment of
risk and return. They also sell securities for cash to meet their
liquidity needs. The price signals, which subsume all
information about the issuer and his business including
associated risk, generated in the secondary market, help the
primary market in allocation of funds. This secondary market
has further two components. First, the spot market where’
securities are traded for immediate delivery and payment.
The other is futures market where the securities are traded for

-future delivery and payment. Another variant is the options

market where securities are traded for conditional future
delivery. Generally, two types of options are traded in the
options market. A put option permits the owner to sell a
security to the wiiier of the option at a predetermined price
before a certain date, while a call option permits the buyer to
purchase a security from the writer of the option ata particular
price before a certain date. '

Products and Participants

The Securities Market is a place where funds are raised to
meet mostly the requirements of investment/liquidity through
issue/sale of securities. There are a set of economic units who
demand securities in lieu of funds and others who supply
securities for funds. The demand for securities is equal to
supply of funds and supply of securities isequal to demand for
funds. These demand and supply of securities and funds
determine, under competitive conditions in both goods market
and Securities Market, the prices of securities which reflect
the present value of future prospects of the issuer, adjusted for
risks and also prices of funds. Given the future prospects, the
higher the security price, the lower is the return, which
becomes equal to price of funds, The Securities Market can,
thus, be describec[aequally as one for securities or one for
funds depending on whether one looks at the price of
securities or price of funds.

The demand for and supply of funds come from the same
sources such asfirms, households, government and foreign and
they take various forms such as shares, debentures, bonds. The
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demand comes from those who wish to invest but do not have
resources. They create and exchange securities for funds and
agree to pay an appropriate return to the supplier of funds. The
supply of funds comes from those who have generally surplus
budgets but do not have use for them. They exchange funds for
securities. Funds pass in exchange for securities of different
types. The suppliers of funds receive securities giving them
certain rights to income and those issuing securities receive
funds for investment.

The above simple_ mechani Securities Market assumes that
the user and supplier of funds meet each other and exchange
funds for securities. Butit s really difficultto have such double
coincidence of needs. The amount of funds to be provided by
supplier may not be the amount required by the user. Similarly
the risk, liquidity and maturity characteristics of the security
issued by user may not match the preferences of the supplier.
In such cases, both incur substantial search costs to find each
other. Search costs are minimised if there are some
intermediaries to match and bring suppliers and users of funds
together. These intermediaries may act as agents to match the
~eeds of users and suppliers of funds fora commission, helpthe

@.sers and suppliers in creation and sale of securities for a fee

or buy the securities issued by users and in turn sell their own

securities to suppliers to book profit.

Those who receive funds in exchange for securities and
those who receive securities in exchange for funds often need
the reassurance that it is safe to do so. This reassurance is
provided by the law and by custom, often enforced by a
Regulator. The Regulator develops fair market practices and
regulates the conduct of the issuers of securities and
intermediaries so as to protect the interest of suppliers of funds
(investors) and ensure their continued support.

antsinthe Securities Marketand their relationship

The particip
are given in figure 1.

I REGULATOR "'
[ | [ |
ISSUERS INVESTORS
OF ] INTERMEDIARIES [ | IN
SECURITIES SECURITIES

@ [ [

[ seconpArY MARKET |
L

———{—'PRIVATE PLACEMENT

Figure 1: Participants in securities market

PUBLIC ISSUES

The Securities Market has essentially three categories of
participantsviz.theissuersofsecurities, the intermediariesand
the investors, besides the Regulator. The issuers and the
investors are the consumers of the services rendered by the
intermediaries who bring them together. The investors are also
consumers of securities issued by the issuers. Hence there are
two products in the Securities Market, viz. the services of
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s of the issuers. The job of the

intermediaries and the securitie }
h standard of service from

Regulator is to ensure a hi
intermediaries and ensure supply of quality securitiesand non-
manipulated demand for them in the market. The absence of
conditions for perfect competition, such as large number of
suppliers and users of a product, homogeneity of product, free
flow of perfect information and absolutely no barriers to entry
andexit, in the Securities Market, more particularlyin developing
countries, makes the role of Regulator extremely important.
Functions of Securities Market :

The Securities Market allows people to do more with their
savings than they would otherwise could. It also provides
financing that enables people to do more with their ideas and
talents than would otherwise be possible. The people's savings
are matched with the best ideas and talents in the economy.
Stated formally, the Securities Market provides a linkage
between the savings and the investment across the entities,
time and space. It mobilises savings and channelises them
through securities into preferred enterprises.

The Securities Market also provides a market place for
purchaseandsale of securitiesand thereby ensures transferability
of securities, which is the basis for the joint stock enterprise
system. The liquidity available to investors does not
inconvenience the enterprises thatoriginally issued the securities
to raise funds. The existence of the Securities Market makes it
possible to satisfy simultaneously the needs of the enterprises
for capital and of investors for liquidity.

The liquidity the market confers and the yield promised or
anticipated on security ownership may be sufficiently great to
attract net savings of income which would otherwise have been
consumed. Net savings may also occur because of other
attractive features of security ownership, e.g. the possibility of
capital gain or protection of savings against inflation.

A developed Securities Market enables all individuals, no
matter how limited their means, to share the increased wealth
provided by competitive private enterprise (Jenkins, 1991)".
The Securities Market allows individuals who can not carry an
activity in its entirety within their resources to invest whatever
is individually possible and preferredin that activity carried on
by an enterprise. Conversely, individuals who can not beginan
enterprise they like can attract enough investment from others
to make a start. In both cases individuals who contribute to the
investment made in the enterprise share the fruits.

The Securities Market, by allowingan individual todiversify
risk among many ventures to offset gains and losses, increases
the likelihood of long-term, overall success. Take the case of
an investor who has the option either to put his entire funds
in an investment with expected return u and associated risk
d or distribute his funds on n investments with expected
returns of u,, u, ... U, and associated risks d,, d, ... d.
Assuming that the investments in the second option are not
positively correlated, the expected return of the portfolio
becomes nuwith risk equal to d/n. That s, the expectedreturn
from the portfolio increases in proportion to the number of
elements in it, but risk increases in proportion only to the
square root of the number of investments.

4, JENKINS, JERRY, “Capital Markets And Development: Essential And
Irrelevant”, in Steve Hanke and Alan Walters, eds., Capital Market
And Development, ICS press, San Francisco, 1199]1%
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Characteristics in a developing country

An understanding of the characteristic
Market in a developing country is essentia
reforms.

The supply of and the demand for corporate securities are,
by its nature, very limited in developing countries. On the
supply side, there are basic economic and institutional reasons
for a dearth of corporate securities. Such economies are
dominated by agriculture the activities of which are not
corporatised. Public utilities are provided by publicsector. The
private industrial sector is small and weak. The activities that
are in private hands and can warrant a corporate form of
organisation are commonly controlled from abroad. Foreign
companies do not have the need or desire to raise capital
locally. The remaining domestic corporate entities are often not
in need of further capital, or are unable to raise funds by public
subscription. Many of them are reluctant to admit outside
capital and risk dilution of control. Not only is the supply of
corporate securities limited, butalsomany securities are issued
by private placement so that the volume of truly public issues

is small. ,

There are a number of a prior reasons for limited demand for
securities in a developing country. Individual savings accrue to
unsophisticated people who are financially inexperienced and
have conservative attitude towards money. They prefer to store
their resources in cows, jewellery or othertangibles thatare less
subject to taxation. Besides, the number of people having
sufficiently high savings to spread their risks through a diverse
portfolio is limited. There is little demand from Fls as the
financial system is underdeveloped. Further, investment in
securities is extremely risky because accurate infortriation is

s of the Securities
| for designing of

scarce and the cost of obtaining it is prohibitively high. Market

regulation is limited, and the scarcity of accurate information
about corporate behaviour and prospects leads to lack of
confidence, which is probably the most important inhibition to
Securities Market development (Wai and Patrick, 19735,

Governments generally play a greater, often increasingly
importantrole both asissuer/sellerand buyer of securities inthe
Securities Market. Government securities typically accounted
for 60-80% of total new issues of securities in 1965-70 in
thirteen countries surveyed by Wai and Patrick. The supply of
government securities is typically sufficient to meet current
domestic demand for them. Government is also the major
buyer of securities, either directly or through its agencies such
as public corporations.

The Securities Market in developing countries is highly
fragmented. Rate of return to investment varies widely by
region, size of investors and production activity. Some of these
differencesexistbecause of deliberate policy induced distortions
(Monke and Pearson, 1989). The three components of inter
temporal decision making, within which the entrepreneur
maximises his utility, viz. (1) his endowment or owned
deployable capital; (2)his own peculiar productive or investment
opportunity; and (3) his market opportunities for external
lending or borrowing over time outside his own enterprise, are

5, WAI, U TUN and PATRICK, HUGH T, Stock and bond issue and capital
markets in less developed countries, International Monetary Fund Staff papers,

July 1973.
6. MONKE ERIC A and PEARSON SCOTT R, The Policy Analysis Matrix for
Agricultural Development, Cornell University Press, 1989.
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badly correlated in a fragmented Securities Market, That is,
entrepreneurs with potential production opportunities lack
resources of their own, as well as access to external financing.
Those with substantial endowments may lack 'internal’
production opportunities and have no external investment
outlets at rate of return that accurately reflect the prevailing
scarcity of capital. The resulting dispersion in real rate of return
reflects the misallocation of existing capital and represses new.
accumulation (Mckinnon, 1973). The consequences of
fragmentation are illustrated in the figure 2.
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Figure 2: Rates of return in fragmented and integrated
Securities Market

The figure shows fragmented Securities Market between
two geographical regions. Other types of fragmentation can
similarly be depicted. The demand curves for two regions; D
and D, represent the relationship between rate of return an
investment. The supply curves, S, and S, representthe provision
of investible funds by savers plusthe transaction costs necessary
tomove funds fromsaversto borrowers. Region 1 ischaracterised
by ample investment opportunities and limited availability of
funds relative toregion 2. Consequently, rate of returnin region
1(r,)ishigherthaninregion 2 (r,). Because of the marketfailure,
the rate of return in region 1 is aboveits socially optimum value
and in region 2, less than it. If the Securities Market were
integrated, supplies of capital would move freely from one
region tothe other. Eachborrower of capital would face asingle
supply schedule. The marketequilibrium andsocially optimum
rate of return would be r* found at the intersection of aggregate
supply and demand functions (not shown). Total investment
woul)d increase inregion 1 (K, to K*) and decline in region 2 (K,
to K¥),

The turnover of securities is typically low in developing
countries. The new issues are bought for holding rather than
trading. Occasional and intermittent sharp accelerations of
turnover have been observed in connection with speculation,
There is a scarcity of floating stocks in respect of scrips in good
demand, concentration of business in relatively small number:
of scrips and thin trading in large number of listed scrips. The
narrowand fragmented marketsare susceptible todiscontinuities
in supply and demand - and also to manipulations-which

7. MCKINNON, RI, Money and capital in economic development, Brooking
Institution, Wasington DC, 1973. -
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In sho.rt, the Securities Market in developing countries is
characterised by a limited number, volume and variety of
stocks traded and by a narrow range of participants, with
government often dominant.

SECURITIES MARKET AND ECONOMIC GROWTH

Itis believed that a'well functioning and unified Securities
Market is conducive to sustained economic growth, as it
ensuresefficientallocation of capital by making capital available
to the most profitable investment opportunity in the country.
This allows risk spreading by capital raisers and investors and
matching of their maturity preferences. This in turn stimulates
investment and lowers cost of capital, contributing in the long
term to economic growth. The Securities Market, thus, fosters
economic growth to the extent that it—(a) augments the
quantities of real savings and capital formation from any given
level of national income, (b) increases net capital inflow from
abroad, (c)raises the productivity of investment by improving
allocation of investible funds, and (d) reduces the cost of

pital.

It is reasonable to expect savings and capital accumulation
to respond favourably to developments in Securities Market.
The provision of even simple securities decouples individual
acts of saving from those of investment over both time and
space and thus allows savings to occur without the need for a
concomitant act of investment. If economic units rely entirely
on self-finance, investment is constrained in two ways: by the
ability and willingness of any unitto save, and by its ability and
willingnesstoinvest. Theunequal distribution of entrepreneurial
talents and risk taking proclivities in any economy means that
atone extreme there will be some whase investment plans may
be frustrated for want of enough savings, while atthe other end
there will be those who do not need to consume all their
incomes but who are too inert to save or too cautious to invest
the surplus productively. Forthe economyasawhole, productive
investment may thus fall short of its potential level. In these
circumstances, the introduction of a Securities Market provides
a bridge between ultimate savers and ultimate investors and
creates the opportunity to put the savings of the cautious at the
disposal of the enterprising, thus promising to raise the total
level of investment and hence of growth. The indivisibility or

)piness of many potentially profitable but large investments

reinforces this argument. These are commonly beyond the
financing capacity of any single economic unit but may be
supported if the investor can gather and combine the savings
of many. Moreover, the availability of yield bearing securities

makes present consumption more expensive relative to future
consumption and, therefore, people might be induced to
* consume less today. The composition of savings may also
change with less savings being held in the form of idle money
or unproductive durable assets, simply because more dlYlSlble
and liquid assetsare available. Itis, however, generally viewed
that the existence of Securities Market has relatively little effect
onthe aggregaterateofprivate savings atthelevel ofdgvelopment
of developing countries, because there are sufficiently close
financialsubstitutestosatisfymostwould be owners of financial

assets.
A Securities Market facilitates the internationalisation of an
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economy by linking it with the rest of the world. This linkage
assists through the inflow of capital in the form of portfolio
investment. Moreover, a strong domestic stock market
performance forms the basis for well performing domestic
corporates to raise capital in the international market. This
implies thatthe domestic economy is opened uptointernational
competitive pressures, which help to raise efficiency. But it is
doubtful ifthey have hitherto attracted to developing countries
any foreign capital which was not already so destined for other
reasons (Drake, 1977, Itis, however, very likely thatexistence
of a domestic Securities Market will deter capital outflow by
providing attractive investment opportunities within domestic
economy. :

Any financial development that causes investment
alternatives to be compared with one another is bound to
produce allocational improvement overa system of segregated
investment opportunities. The benefits ofimproved investment
allocation is suchthatMcKinnon defineseconomic development
as reduction of the great dispersion in social rate of return to
existing and new investments under domestic entrepreneurial
control. Instead of emphasising scarcity of capital, he focuses
on the extra-ordinary distortions commonly found in the
domestic Securities Markets of the developing countries. In the
face of great discrepancies in rate of return, the accumulation
of capital does not contribute much to development. The
SecuritiesMarket in adeveloped economy successfully monitors
the efficiency with which the existing capital stock is deployed
by pushing returns on physical and financial assets towards
equality, thereby significantly increasing the average return.
Economic development so defined is necessary and sufficient
to generate high rates of savings and investment (McKinnon,

1973).

The disposition of investible funds via a Securities Marketis
made in accordance with the apparent profit prospects of the
companies that compete for share and debenture issues.
Companies with high share prices are more secure and find it
easier toraise funds to finance investments. Mutually reinforcing
feedback effects between the Securities Market and the real
economy exist, which propel the latter to higher levels of
growth. Unfortunately relative profit rates may not reflect
relative efficiencies between companies because profit rates
may be distorted by marketimperfectionsarising from monopoly
tariff protection, import quotas, creditrationing and so
h cases the allocative effect of the Securities Market
may even be harmful. Moreover, the knowledge of individual
savers- subscribers, acting en masse - is necessarily inadequate
to make sharp marginal evaluations of the profit prospects of
alternative investments. Accordingly, the marketability of new
securities tends to be weighted in favour of large, well-known,
long established and successful companies and against newer,
smaller, domestic ones. It, therefore, appears difficult to
determine whether if Securities Market necessarily improves

the allocational efficiency.

In as much as the Securities Market enlarges the financial
ngadditional and more sophisticated financing,
ortunities for specialisation, division of labour

power,
forth. Insuc

sector, promoti
it increases opp
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