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MEANING AND NATURE 

FFICIENT transfer of resources from those having idle 
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 rais� funds and 
thereby decouple the acts of saving and investment. The savers 
and investors are constrained not by their individual abilities, 
but by the econonmy's ability, to invest and save respectively. 
The financial markets, thus, contribute to economic 
development to the extent that the latter depernds on the rates 
of savings and investment. 

E 

The financial markets have two major components: the 
money market and the capital market. The money market refers 
to the market where borrowers and lenders exchange short-
term funds to solve their liquidity needs. Money market 
instrments are generally financial claims that have low 
de trisk, maturities under one year and high marketability. 
The Capital Market is a market for financial investments that are 

direct or indirect claimsto capital (Gart, 1988). It is wider than 
the Securities Market and embraces all forms of lending and 
borrowing, whether or not evidenced by the creation of a 

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 
bywhich securities already outstanding are transferred (Dougal, 
1986º. 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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Liberalisation i 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 institutions. i s :1 

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/orto discharge 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 writer 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 ofthe option at a 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 investmen/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 offunds and supply of securities is equal 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 aiso prices of funds. Given the future prospects, the 
ngher the Security price, the lower is the return, which 
becomes equal to price of funds. The Securities Market can, 
thus, be described equally 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 as firms, 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. But it is really difficult to 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 

needs ofusers and suppliers offunds for a commission, help the 
users 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. 

ISSUERS 

OF 

SECURITIES 

RE GUL A T O R 

The participants in the Securities Marketand their relationshipP capital gain or protection of savings against inflation. 
are given in figure 1. 

INTERMEDIARIES 

SECONDARY MARKET 

PUBLIC ISSUES 

INVESTORS 

IN 

SECURITIES 

PRIVATE PLACEMENT 

Figure 1: Participants in securities market 

The Securities Market has essentially three categories of 

participants viz. the issuers of securities, the intermediaries and 

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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intermediaries and the securities of the issuers. The job of the 

Regulator is to ensure a high standard of service from 

intermediaries and ensure supply of quality securities and non 

manipulated demand for them in the market. The absence of 

conditions for perfect ron, such as large number of 

suppliers and users of a homogeneity of product, free 
flow of perfect information and absolutely no barriers to entry 

and exit, in the Securities Market, more particularly in 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 

purchase and sale ofsecurities and thereby ensures transferability 

of securities, which is the basis for the joint stock enterprise 

The liquidity available to investors does not 

eence theenterprises that originally issued the securities 
to raise funds. The existence of the Securities Market makes it 

possibleto 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 wwould otherwise have been 

consumed. Net savings may also occur because of other 

attractive features of security ownership, e.g. the possibility of 

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 preferred in that activity carried on 
by an enterprise. Conversely, individuals who can not begin an 

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 allowing an individual to diversify 

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 is, the expected return 
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, 1991. 
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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. 

production 

opportunities 

and 

have 
no 

external 

investm
ent 

Those 

with 

substantial 

endowm
ents 

m
ay 

lack 

'internal' 

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

 accum
ulation 

(M
ckinnon, 

1973). 

The 

consequences 
of fragmentation 

are 

illustrated 
in the 

figure 
2. 

Characteristics 
in a developing 

country 

An 

understanding 
of the 

characteristics 
of the 

Securitles 

M
arket 

in a developing 

country 
is essential 
for 

designing 
of 

reform
s. 

ROR 

S, 

ROR 

The 

supply 
of and 
the 

dem
and 

for 

corporate 

securities 
are, by 

its 

nature, 

very 

lim
ited 

in 

developing 

countries. 
On 
the supply 

side, 

there 
are 

basic 

econom
ic 

and 

institutional 

reasons 

for 
a dearth 
of corporate 

securities. 

Such 

econom
ies 

are dom
inated 

by 

agriculture 
the 

activities 
of which 

are 

not corporatised. 

Publicutilities 
are 

provided 
by 

public 

sector. 
The private 

industrial 

sector 
is sm

all 

and 

weak. 

The 

activities 
that are 

in 

private 

hands 

and 

can 

warrant 
a corporate 

form
 

ot 

organisation 
are 

com
m

only 

controlled 

from
 

abroad. 

Foreign 

com
panies 

do 

not 

have 

the 

need 
or 

desire 
to

 

raise 

capital 

locally. 
The 

rem
aining 

dom
estic 

corporate 

entities 
are 

often 
not in 

need 
of further 

capital, 
or are 

unable 
to raise 

funds 
by 

public 

subscription. 

M
any 

of them
 

are 

reluctant 
to 

adm
it 

outside 

capital 
and 

risk 

dilution 
of control. 

Not 

only 
is the 

supply 
of 

corporate 

securities 

lim
ited, 

but 

alsom
any 

securities 
are 

issued 

by 

private 

placem
ent 

so 

D, 

D, 

K, Investm
ent 

K
 

K
 Region 

2 Region 
1 

Figure 
2: Rates 
of return 
in 

fragm
ented 

and 

integrated 

Securities 
M

arket The 

figure 

shows 

fragm
ented 

Securities 

M
arket 

between 

tw
o 

geographical 

regions. 
Other 

types 
of fragm

entation 
can sim

ilarly 
be 

depicted. 
The 

dem
and 

curves 
for 

tw
o 

regions, 
D, and 

D, represent 
the 

relationship 

between 

rate 
of return 
and investm

ent. 
The 

supply 

curves, 
S, and 
S, represent 
the 

provision 

of investible 

funds 
by 

savers 

plusthe 

transaction 

costs 

necessary 

to 

move 

funds 

from 

saverstoborrow
ers. 

Region 
1 is characterised 

funds 

relative 
to 

region 
2. Consequently, 
rate 
of return 
in 

region 

1 (r,) 
is higherthan 
in region 
2 (r,). 

Because 
ofthe 

market 

failure, 

the 
rate 
of return 
in 

region 
1 is above 
its 

socially 

optim
um

 

value integrated, 

supplies 
of capital 

would 

move 

freely 

from
 

one 

There 

area 

number 
ofa 

prior 

reasons 
for 

lim
ited 

dem
and 

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, 

jew
ellery 

or 

other 

tangibles 
that 
are 

less subject 
to 

taxation. 

Besides, 
the 

num
ber 

of people 

having 

sufficiently 
high 

savings 
to 

spread 
their 

risks 

through 
a diverse 

portfolio 
is 

lim
ited. 

There 
is little 

dem
and 

from
 

Fls 
as the financial 

system
 

is underdeveloped. 

Further, 

investm
ent 

in 

Governments 

generally 

play 
a greater, 

often 

increasingly thirteen 

countries 

surveyed 
by 

W
ai 

and 

Patrick. 
The 

supply 
of 

im
portant 

role 

both 
as issuer/seller 
and 

buyer 
of securities 
in 
the Securities 

Market. 
Government 
securities 

typically 
accounted 

The 

turnover 
of securities 
is typically 

low
 

in 

developing 

cO
untries. 

The 

new
 

issues 

are 

bought 
for 

holding 

rather 

than 

trading. 

Occasional 

and 

interm
ittent 

sharp 

accelerations 
of turnover 

have 

been 

observed 
in 

connection 

with 

speculation. 

There 
is a scarcity 
of floating 

stocks 
in 

respect 
of scrips 
in 

good 

dem
and, 

concentration 
of business 
in 

relatively 

sm
all 

num
ber 

of scrips 

and 
thin 

trading 
in large 

num
ber 

of listed 

scrips. 

The 

The 

Securities 

Market 
in developing 

countries 
is highly 

fragm
ented. 

Rate 
of return 
to

 

investm
ent 

varies 

widely 
by region, 

size 
of investors 
and 

production 

activity. 

Some 
of these 

differences 
exist 

because 
of de liberate 

policy 

induced 

distortions 

(M
onke 

and 
Pearson, 

1989)'. 

The 

three 

com
ponents 

of inter tem
poral 

decision 

making, 

within 

which 
the 

entrepreneur 

5. WAI, 
U

 

TUN 
and 

PATRICK, 

HUGH 
T, Stock 

and 

bond 

issue 

and 

capital 

markets 
in 
less 

developed 

countries, 

International 

M
onetary 

Fund 

Staff 

papers, 

July 
1973. 
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ERIC 
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PEARSON 
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Policy 

Analysis 

Matrix 
for Agricultural 

Development, 

Cornell 

University 

Press, 

1989. A
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that 
the 

volume 
of truly 

public 

issues is small. 

region 
to 
the 

other. 

Each 

borrower 
of capital 

would 

facea 

single 

by 

am
ple 

investm
ent 

oppotunities 
and 

lim
ited 

availability 
of 

supply 

schedule. 
The 

market 

equilibrium
 

and 

socially 

optimum 

rate 
of return 

would 
be 
r found 
at the 

intersection 
of aggregate 

would 

increase 
in 

region 
1 (K, 
to 
K) 

and 

decline 
in 

region 
2 (K

, 

SupP'Y 
and 

dem
and 

functions 
(not 

shown). 

Total 

investm
ent 

and 
in 

region 
2, less 

than 
it. If the 

Securities 

M
arket 

were 

to
 

K
). 

securities 
is 

extrem
ely 

risky 

because 

accurate 

infornation 
is 

Scarce 
and 
the 

cost 
of obtaining 
it is 

prohibitively 

high. 
Market 

regulation 
is lim

ited, 
and 
the 

scarcity 
of accurate 

inform
ation 

about 

corporate 

behaviour 
and 

prospects 

leads 
to 

lack 
of confidence, 

which 
is 

probably 
the 

most 

im
portant 

inhibition 
to Securities 

M
arket 

development 
(W

ai 
and 

Patrick, 

19735. 

for 

60-80%
 

of total 

new 

issues 
of securities 
in 

1965-70 
in 

governm
ent 

securities 
is 

typically 

sufficient 
to

 

meet 

current 

dom
estic 

dem
and 

for 

them
. 

Governm
ent 

is also 
the 

major buyer 
of securities, 

either 

directly 
or through 
its 

agencies 
such as 

public 
corporations.: 

narrow 
and 

fragm
entedm

arkets 
are 

susceptible 
to 

discontinuities 

in 

supply 

and 

dem
and 

- and 

also 
to 

m
anipulations-w

hich 

maximises 
his 

utility, 

viz. 
(1) 
his 

endowm
ent 

or owned 

deployable 

capital; 

(2)hisown 

peculiar 

productive 
or in 

vestment 

opportunity; 
and 
(3) 
his 

market 

opportunities 
for 

external 

lending 
or borrowing 
over 

tim
e 

outside 
his 

ow
n 

enterprise, 
are 

M
oney 

and 

capital 
in 

econom
ic 

developm
ent, 

Brooking 

lnstitution, 

W
asington 

DC, 

1973. 31001263 
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produce wide fluctuations, volatility in stock prices and 
Overheating of the market. This makes securities unattractive 
to investors. 

In short, 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 

It is believed that a well functioning and unified Securities 
Market is conducive to sustained economic growth, as it 
ensures efficient allocation ofcapital 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 
apital. 

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 unit to save, and by its ability and 
willingness to invest. The unequal distribution of entrepreneurial 
talents and risk taking proclivities in any economy means that 
at one extreme there will be some whose investment plans may 

be frustrated for want of enough savings, while at the 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. For the economy as a whole, 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 
renforces 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 divisible 

and liquid assets are available. It is, however, generally viewed 

that the existence of Securities Markethas relatively little effect 

on the aggregate rate ofprivate savings atthe level of development 

of developing countries, becaçse there are sufficiently close 

financial substitutes to satisfy most would 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 that the domestic economy is openedup to international 
competitive pressures, which help to raise efficiency. But it is 
doubtful if they have hitherto attracted to developing countries 
any foreign capital which was not already so destined for other 
reasons (Drake, 1977). It is, however, very likely that existence 
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 over a system ofsegregated 
investment opportunities. The benefits of improved investment allocation is such that Mckinnon defineseconomicdevelopment 
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 ofthe developing countries. In the 
face of great discrepancies in rate of return, the accumulation 
of capital does not contribute much to development. The 
Securities Market in a developed economy successfuly 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)P. 

The disposition of investible funds via a Securities Market is 
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 to raise 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 market imperfections arising from monopoly 
power, tariff protection, import quotas, credit rationing and so 
forth. In such cases the allocative effect of the Securities Market 
may even be hàrmful. 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 favourof 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 

sector, promoting additional and more sophisticated financing, 
it increases opportunities for specialisation, division of labour 

8. DRAKE, P), "Securities Market in Less--Developed Countries", Jour 

nal of Development Studies, Vol. 13, 1977, pp.73-91. 

9. MCKINNON, RI, Money and capital in economic development, 

Brooking Institution, Wasington DC, 1973. 
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and reductions in costs in financial activities (Drake, 1977)°. 

The Securities Market and its institutions help the user in many 

ways to reduce the cost of capital, They provide a convenient 

market place to which investors and issuers of securities go and 

thereby avoid the need to search a suitable counterpart. The 

market provides standardised products and thereby cuts the 
information costs associated with individual instruments. The 

market institutions specialise and operate on a large scale 

which cuts costs through the use of tested procedures and 
routines. (Bain, 1992)!" 

There are also other developmental benefits associated with 
the existence of a Securities Market. First, the Securities Market 
provides a fast-rate breeding ground for the skills and judgement 
needed for entrepreneurship, risk bearing, portfolio selection 
and management. Second, an active Securities Market serves 
as an 'engine' of general financial development and may, in 
particular, accelerate the integration of informal financial 

systems with the institutional financial sector. Securities directly 
displace traditional assets such as gold and stocks of produce 
or, indirectly, may provide portfolio assets for unit trusts, 
pension funds and similar Fls that raise savings from the 

traditional sector. Third, the existence of Securities Market 

enhances the scope, and provides institutional mechanisms, 

for the operation of monetary and financial policy. A flourishing 
Securities Market is invaluable for implementation of general 

official financial policy, which is less damaging to resource 
allocation than are selective controls. 

LIBERALISATION OF SECURITIES MARKET 

Interventions in the securities Market were originally designed 

to help governments expropriate much of the seigniorage and 
control and direct the flow of funds for favoured uses (Hanke & 

Walters, 1991)2. These helped governments to tap savings on a 
low or even no-cost basis. To reduce the ability of enterprises to 

compete fornational savings, the Securities Market wassuppressed 

through taxes, duties and strangulating regulations. In some 
economies governments used to allocate funds from the Securities 

Market to competing enterprises and decide the terms of 

allocation. The result was channelisation of resources to politically 
favoured uses rather than sound projects. This kept the average 

rate of return from investment lower than it would otherwise 

have been and, given the cost ofsavings, the resulting investment 

was less than optimum. What is worse is that intervention in the 

form of tariff protection, import licenses, and tax concessions 

distort rate of return and fragment the Securities Market. In such 

circumstances accumulation of capital per se means little, 

where rate of return on some investments are negative while 

extremely remunerative investment opportunities are foregone. 
This led mainstream development economists to argue that 

financial liberalisation is the road to higher levels of domestic 

savings/investment and more efficient allocation of capital 

(Studart, 96)12, 

1992. 
12. Hanke, Steve and Walters Alan, "Financial and Capital Markets in 

developing company"-Capital Market and Development, ICS Press, 
San Francisco 1991. 

13.STUDART, R, "The efficiency of financial systems, liberalisation and 

economic development", Journal of post keynesian economics, Vol. 
18, Winter 1995-96, pp. 269-292. 
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The implication of intervention is illustrated in figure 3. The 
vertical axis represents cost of capital and rate of return on 
investment and the horizontal axis represents the amount of 

capital raised from the Securities Market. With intervention, 

the demand for investment is represented by DdD, which 
indicates lower average rate of return corresponding to sub 
optimal resource allocation. As the level of investment increases 

to OD, the maximum permitted by the authorities, the average 
rate of return decreases as relatively less remunerative 

investments are approved. SS represents the supply of capital. 
This results in an investment of K. If, however, intervention is 

withdrawn, rate of return will go up causing a shift in demand 
for investment schedule to D,D,, which will be down ward 

sloping through out. This would result in higher investment and 
consequently income which would shift supply schedule of 
capital to S'S'. The investment would further increase to K*and 

rate of return would improve to r. Rate of return improves 

because removal of intervention rations out low yielding 
investments. As the cost of capital goes up, the entrepreneurs 

are likely to switch to less capital-intensive technologies. Such 
technologies may not only raise the average productivity of 

capital, but also represent appropriate technology provided by 
relative availability and cost of labour and capital in the 
economy. Letting rate of return be determined by the market 

mechanism would reduce oreven eliminate the cOsts involved 

in credit rationing arrangements and thereby enhance the 
efficiency of the economy as a whole. High rate ofreturn would 
stimulate demand for financial assets and expand financial 

sector. 
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10. DRAKE, P), "Securities Market in Less--Developed Countries", Jour- goods that would depreciate less than a bank deposit does. 

nal of Development Studies, Vol. 13, 1977, pp.73-91. 
11.BAIN. AD, The Economics of financial system, Oxford Blackwell, 
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Investment 

Figure 3: Effect of liberalisation of securities market 

One ofthe biter fruits of intervention has been the shrinkage 

of the tin ancial sector. When subject to effective expropriation 

througn suppressed return on investment, people naturally 

seek a proper reward elsewhere, either through capital flight, 
through a retreat to underground or through the hoarding of 

People keep their savings out of the financial markets. The 
underground sector allocates the resources, but relatively 
inefficiently. Another major consequence has been insulation 
of developing countries from international capital markets. The 
domestic market is shielded from competition. A third main 
effect is that the financial sector inhibits, instead of promotes, 
efficient change in industry and commerce. Rigidity of the 
financial system begets rigidity in the economy that it services. 
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