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1. INTRODUCTION 

In writing about the future for African econo- 
mies, there are two broad schools. The Afro- 
pessimists argue that Africa’s past problems were 
largely a function of structural and international 
factors and, as such, they are likely to continue 
(Wheeler, 1984; Mosley et al., 1995). Any recent 
improvement can be dismissed as merely another 
in a long line of false starts in Africa’s economic 
development. In this view, also common in the 
media, African economies are almost permanent 
“white elephants.” The Afro-optimists argue that 
the reason for the continent’s past dismal 
economic performance was inappropriate policy, 
weak institutional structures and poor govern- 
ance (World Bank, 1994a; Sachs and Warner, 
1996). They argue that these faults can be fixed, 
and indeed are being fixed. Africa has under- 
taken extensive policy reform, there are greatly 
improved international conditions, and new 
global technology connects Africa with the rest 
of the World. Proponents argue that we are 
already witnessing the birth of the first African 
“emerging lions.” 

Overall, while a wide range of studies of 
Africa’s growth experience suggest that 

non-policy variables are undoubtedly important, 
perhaps the most important, determinants of 
Africa’s growth, policy still has a large role, and 
governments can make a difference (Easterly, 
1996; Collier and Gunning, 1997; Killick, 1992). 
One of the policy sets that might be important in 
explaining growth is financial sector development 
and reform. Proponents of a more positive view 
of Africa’s economic future point to the dozen 
increasingly active stock markets in sub-Saharan 
Africa as evidence of a new-found commitment 
to policy reform and of the continent’s economic 
awakening. 

This paper will examine the comparatively new 
phenomenon of African stock exchanges - half 
of which have opened in the last 8 years - and 
ask two fundamental questions: can African 
stock markets work and, if so, how much might 
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they matter to the continent’s development? We 
will examine some of the debates over the role of 
finance in economic development and some of 
the literature on the positive and negative impact 
of stock exchanges and portfolio investment. Our 
overall conclusion is cautiously optimistic. While 
these exchanges are currently marginal to both 
their own economies and international investors, 
there are considerable signs that this may not 
hold true for much longer. African governments 
appear to have embraced stock markets, and the 
potential benefits for the countries and investors 
are sufficient that they both have reason to make 
them work. 

2. PROFILE OF AFRICA’S STOCK 
MARKETS 

In a very short time period, Africa has 
developed an equity market sector. By the end of 
1996 there were 11 operating stock markets in 
Sub-Saharan Africa outside South Africa with a 
total capitalization of over U.S.$15.8 billion. 
Although dwarfed by the U.S.$8.5 trillion U.S. 
market and much smaller than South Africa’s 
U.S.$241 billion exchange (the world’s 16th 
largest), for Africa the emergence and expansion 
of stock markets represents a significant trend 
toward attracting private capital investment and 
integration into the global financial marketplace. 
Many of these markets are offering dramatic 

returns for investors - Cote d’Ivoire’s stock price 
index shot up 140% in 1995, making it the 
world’s best performer that year (IFC, 1996a, 
p. 14). 

By 1996, stock exchanges were operating in 
Botswana, Cote d’Ivoire, Ghana, Kenya, Mauri- 
tius, Namibia, Nigeria, South Africa, Swaziland, 
Zambia and Zimbabwe (see Table 1)‘. Malawi 
opened its exchange in November 1996, while 
Tanzania and Uganda are reportedly on the 
verge of opening their exchanges. There are also 
plans for new bourses in Ethiopia, Lesotho, 
Madagascar and Mozambique while an Inter- 
national Finance Corporation project is trans- 
forming Cote d’Ivoire’s exchange in Abidjan into 
a West African regional stock exchange. 

The most apparent feature of these African 
bourses is their small size, both in relative and 
absolute terms. The total value of African stocks 
outside South Africa as of January 1996 was only 
0.6% of all emerging market stocks (IFC, 1996a, 
pp. 16-17). The exchanges are also small relative 
to their own economies. Market capitalization in 
Nigeria is only 8% of GNP, while Kenya, Ghana, 
and Zimbabwe’s capitalizations are between 
25-35% (IFC, 1996a, pp. 16-17). These figures 
are much less than other emerging markets - 
many stock market capitalizations in Asia and 

Latin America are up to 100% of their countries’ 
GNP, with some close to 200%. 

This limited number of small bourses also 
remain highly illiquid - that is, shares are rarely 

Table 1. Sub-Saharan African stock markets 

Listings (No. of 
domestic companies) 

1996 

Capitalization 
(U.S.$ Million)* 

1990 1996 

Value traded 
(U.S.$ million) 

1996 

Botswana (opened 1989) 12 NA 326 31 
Cote d’Ivoire (1976) 31 549 914 19 
Ghana (1989) 21 NA 1492 17 
Kenya (1954) 56 453 I846 67 
Malawi (1996) NA NA NA NA 
Mauritius (1989) 40 268 1676 78 
Namibia (1992) 12 NA 473 38 
Nigeria (1961) 183 1372 3560 72 
South Africa (1887) 626 137540 241571 27 202 
Swaziland (1990) 6 17 1642 8 
Zambia (1994) 5 NA 229 3 
Zimbabwe (1946) 64 2395 3635 255 

Malaysia 621 48611 307 179 173568 
Brazil 551 16354 216990 112.108 
U.K. 2433 848 866 1740 246 578471 
U.S.A. 8479 3 059 434 8484433 7 121487 

*May include cross-listed or dual-listed shares. 
Source IFC (1997). 
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traded. Indeed, in 1995 eight of the world’s 12 
most illiquid exchanges were in Africa. None of 
the stock markets South of the Sahara had a 
turnover above 10% of capitalization that year, 
compared to 226% in Turkey, 115% in China 
and 85% in the U.S.A. (IFC, 1996a, p. 15). Lack 
of liquidity is also demonstrated in large gaps 
between buy and sell orders. During the first half 
of 1996, the Ghana Stock Exchange saw offers to 
sell outstripping bids to buy by 3.7 times (Africa 
Financing Review, 1996a, p. 28). 

As a result of their small size, illiquidity and 
often unstable political and economic environ- 
ments, these infant markets have been extremely 
volatile. For example, the Zimbabwe Stock 
Exchange Industrial Index reported spectacular 
gains (in U.S.$) of 133% in 1990 and 110% in 
1993, but losses of -55% in 1991 and -59% in 
1992 (Remo Investment Brokers, 1994). 

Because of these problems, African stocks 
remain, at least at first glance, cheap. The 
average price to earnings (p/e) ratio at the start 
of 1996 was 2.7 for Ghana, 6 for Kenya and for 
Zimbabwe 7.8 - yet U.S. markets were trading at 
an average p/e of over 17 (Chase, 1996). Wankie 
Collieries, a coal mining company in Zimbabwe, 
traded in 1993 at 0.8 times earnings (http:/ 
www.ft.com, 1996). 

Yet, these statistics do not capture the changes 
underway in stock markets on the continent. 
Despite their small sizes and low turnover, 
African markets are rapidly growing and liquidity 
is improving. African exchanges (outside South 
Africa) doubled their capitalization in just 
2years over 1993-95. Namibia, with a local 
market capitalization of U.S.$189 million at the 
end of 1995, grew to U.S.$580 million in just 
8 months (African Review, 1996, p. 33). Trading 
figures for the continent reached U&$376 
million in 1995, four times the level of 1990. 
From 1991-94, the number of trades on the 
Ghana Stock Exchange soared from less than 
two million to over 87 million shares annually. 
Furthermore, regulations on ownership and 
income repatriation continue to be liberalized - 
Nigeria recently repealed limits on foreign 

ownership in industry, for instance (West Africa, 
1995, p. 2004). 

As a result, foreign involvement is growing and 
the range of shares bought by investors is 
expanding. Analysts suggest that foreign invest- 
ment comes close to 40% in Zimbabwe, and 
reaches as high as 60% of capitalization in 
Ghana and Botswana (Southern Africa Business 
Intelligence, 1995, p. 78/7). These figures 
contrast markedly with an average foreign 
ownership of other emerging markets and the 

U.S. of ca 10% of capitalization (IFC, 1996b, p. 
7; Chase, 1996). In response to this, and 
following a pattern set in other emerging equity 
markets which opened to foreign investment 
(Buckberg, 1993 annex; Kim and Singai, 1993, p. 
385) price-earnings ratios have climbed 
dramatically. The Zimbabwe Stock Exchange 
average p/e climbed from just 2 in 1992 to 15 in 
October 1996 (World Bank, 1996b; Financial 
Times, 1996a). 

3. INTERPRETING RECENT STOCK 
MARKET GROWTH 

As we have shown, Africa’s stock markets are 
small, illiquid and selling at low price-earnings 
ratios. Yet, responding to an improved regula- 
tory and economic environment, some markets 
are expanding rapidly and liquidity is improving. 
As a result, both foreign involvement and prices 
have risen dramatically. 

Policy change has played a large role in 
creating this new environment. Stock markets 
can be seen as both a tool in and as a symptom 
of the ongoing process of economic reform in 
Africa. Operational financial markets are one 
way of building credibility with investors and 
signaling a country’s new private sector 
emphasis. For example, in 1989 Ghana initiated 
a Financial Sector Adjustment Program 
(FINSAP) which aimed to reform and improve 
the banking sector and to develop capital 
markets. While FINSAP has had only limited 
success, it remains a key part of Ghana’s strat- 
egic economic plan. Stock markets, as part of 
this financial reform effort, are seen as important 
in raising savings and investment rates, as well as 
attracting foreign investment. 

In the move toward financial reform, African 
countries have followed a global pattern. It could 
even be argued that stock exchanges are the 
latest prestige project that every country must 
have - a symbol of international legitimacy akin 
to national airlines a generation ago. The 
number of markets and companies listed in 
emerging economies worldwide doubled over 
1985-96, and in the last 4years the number of 
open markets nearly quadrupled (IFC, 1996b, p. 
13). During 1983-93 the total value of 
developing market stock exchanges increased 
20-fold from U.S.$lOO billion to U.S.$2 trillion. 
Today, 40% of the world’s publicly traded 
companies are in emerging markets (Chase, 
1996). 

At the same time, foreign investors have 
become increasingly enamored of emerging 
markets. Portfolio equity flows to emerging 
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markets equaled U.S.$22 billion in 1995, with 
sub-Saharan Africa receiving just U.S.$465 
million, or ca 2% - compared to its economic 
size of cu 6% of developing country GNP (World 
Bank, 1996a). These emerging market flows are 
heavily concentrated in Asia and Latin America, 
but Africa’s share is growing and, as we have 
seen, Africa has already managed to attract a 
much larger quantity of foreign portfolio invest- 
ment than the limited size of its stock markets 
would predict. 

Improved communications and information 
technology have made global trading easier, 
while increased use of financial innovations, such 
as global depository receipts (GDRs) and 
American depository receipts (ADRs), allow 
foreign investors to purchase shares of foreign 
companies on their home exchanges. The two 
most significant causal factors, however, for the 
timing, size and direction of the emerging 
market phenomenon are low interest rates in the 
industrialized countries (the “push” factor) and 
the new strength of developing countries’ econo- 
mies in an improved policy environment outlined 
above (the “pull” factor) (Chuhan et al., 1993; 
Fernandez-Arias and Montiel, 1996). 

On the push side, the impetus to diversify 
abroad has been driven by the incessant flood of 
investment money from mutual funds and retire- 
ment plans. U.S.-based emerging markets mutual 
funds alone have grown from U.S.$700 million in 
1984 to U.S.$lOO billion today (IFC, 1996b, p. 7). 
While exceptional returns in Asia and Latin 
America spurred interest in developing econo- 
mies as a whole, the optimism over post-apart- 
heid South Africa and the opening of markets 
across Africa is beginning to generate attention 
south of the Sahara. Indeed, there has been 
global interest in the region, with flows origin- 
ating from not only North America and Europe, 
but also from Asia’. 

Sub-Saharan Africa is increasingly seen as 
attractive by its few investors in part because of 
its low p/e ratios and high growth potential 
(Fortune, 1996). Further, while the advantages 
might be overstated3, Africa still offers a new set 
of markets to diversify portfolios. The Zimbabwe 
Stock Exchange, for example, has near-perfect 
independence from the Dow Jones Industrial 
Average, with a correlation of 0.03 [as compared 
to the FTlOOs 0.58 correlation (Business Africa, 
1996b, p. l)]. As long as returns remain accept- 
able and prospects for economic and political 
stability reasonable, investors could see Africa as 
an attractive vehicle for reducing portfolio risk. 

In response to this, funds specializing in 
African equities have sprung up in some of the 

U.K.‘s and the U.S.A.‘s largest investment 
houses, including Alliance Capital, Barings GT, 
Mercury and Morgan Stanley. Demand has been 
high - the Morgan Stanley Africa Investment 
Fund hoped for a U.S.$60 million capitalization 
but raised U.S.$300 million - yet investment 
beyond South Africa by these funds is limited by 
market size. Only ca 15% of the Morgan Stanley 
fund, 6.5% of Alliance’s and 3.9% of the 
Mercury fund are invested north of the Limpopo 
River (TrustNet, http://www.trustnet.co.uk, 
August 2, 1996) - although this is already more 
than their percentage of African capitalization 
would predict. Indeed, there appears to be more 
capital available from such funds than attractive 
and accessible African equities. 

4. BARRIERS TO FURTHER STOCK 
MARKET GROWTH 

While political will, regulatory reform efforts 
and foreign interest all appear to be growing, 
there are undoubtedly a number of environ- 
mental, political, and structural factors that could 
prevent further rapid expansion in the scale and 
liquidity of African markets. 

(a) Weak economic environment 

Most importantly, stock markets cannot be 
isolated from their small and weak host econo- 
mies. The total GNP of Africa (excluding South 
Africa), with more than half a billion people, is 
similar to that of Austria, with a population of 
only 8 million (Kalu and Atkin, 1993, p. 12). 
Problems likely to restrain growth rates include 
poor soils, limited rainfall, ethnic strife, poor 
health rates, low stocks of human and physical 
capital and crumbling infrastructure. 

Financial infrastructure is particularly 
restrictive. Throughout the continent, inefficient 
financial intermediation both exacerbates and 
contributes to the problem of low savings and 
investment rates, figures which have not been 
improved by structural adjustment policies 
(World Bank, 1994a, p. 155; Jasperson et al., 
1995, p. 14). For stock markets, it will be difficult 
to expedite clearance and settlement procedures 
when, across much of the continent, it still takes 
3 weeks to clear a check (World Bank, 1995, p. 
132). Kenya, with one of Africa’s most developed 
banking sectors, still has only 15 bank branches 
per million people. Other institutions of the 
financial sector, such as pensions and insurance, 
are also very small (World Bank, 1994b, p. 70). 
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The continent’s weak international monetary 
position is an additional problem. A “debt 
overhang,” considered a debt-export ratio of 
over 200%, often leads to institutional decay as 
budgets are cut to make payments, high interest 
rates preclude business expansion, and risk of 
default on foreign obligations is raised. Kenya, 
Nigeria, Ghana and C&e d’Ivoire all have debt- 
export ratios above this 200% level (World 
Bank, 1996a). Tanzania is unlikely to attract 
significant private external capital while its debt- 
export ratio remains above 1000% (Business 
Africa, 1995). There is also the continuing fear 
of political upheaval or reversal of economic 
reform. Even barring such crises, it will take a 
long time for Africa to improve its commercial 
risk ratings, which change only slowly (Haque et 
al., 1996, p. 28). 

The lack of domestic participation is another 
important factor keeping African stock markets 
from expanding. The strength of the domestic 
market can be important both to buffer the 
volatility of external capital flows and to the 
political success of privatization. Indeed, 
domestic participation can also be important in 
building international credibility - if Africans 
themselves are reluctant to invest in their local 
markets it can hardly be interpreted abroad as a 
vote of confidence. 

Liquidity will remain poor in Africa for a 
number of reasons. First, many of the region’s 
stocks are in the hands of institutional investors 
following a buy and hold strategy, including 
governments keeping minority holdings and 
those involved in management. Foreign direct 
investors alone controlled over 50% of the stock 
on the Ghana market in 1995 (Euromoney, 1995, 
p. 141). Secondly, bourses are often open for 
only a few hours per week. For example, the 
Ghana Stock Exchange is open for 3 hours, 
3 days a week (Euromoney, 1995, p. 141). 
Thirdly, markets tend to be dominated by a few 
large companies. In Abidjan, five companies 
account for 75% of transactions, while one 
stock - Ashanti Goldfields - accounts for ca 90% 
of Ghana’s market capitalization (Africa 
Financing Review, 1996b, p. 21). 

Bureaucratic inertia, weak regulatory struc- 
tures and slow clearance procedures are further 
reasons that these stock markets remain illiquid. 
In Nigeria and Zimbabwe, registration can take 
over 2 months (Global Investor, 1995). In Kenya 
there can be prolonged delays in the purchase, 
delivery and sale of shares - at times it has been 
as long as 6 months, but this has improved 
considerably over the past year after pressure 
from foreign institutional investors. Lipson 

(1985) notes that differences in local attitudes 
toward property rights can be a major deterrent 
to particular forms of international investment. 
Foreign equity investors, especially, have been 
discouraged from trading by unclear and weakly 
enforced contract laws. In Zambia, for example, 
unlicensed brokers were able to operate for 
6 months in 1994 because the government had 
failed to appoint a securities and exchange 
commission to prosecute them (Postel, 1995, p. 
46). Recourse from broker collapse is almost 
non-existent, as a recent investment report on 
Kenya noted: “If the broker fails, the seller can 
look to the Nairobi Stock Exchange Guarantee 
Fund. It has U.S.$500 in it” (Blakeney Manage- 
ment, 1996, p. 10) Broker weakness can also 
cause breakdowns in efficient pricing, such as the 
gap in 1994 between the price of the same share 
of Ashanti stock traded in London (at U.S.$19) 
and Accra (at U.S.$18). The two Ghanaian 
brokers sponsoring Ashanti’s stock were not well 
enough capitalized to arbitrage away the price 
difference (Africa Economic Digest, 1994, p. 8). 

Even if savings can be enticed towards the 
stock markets, there will remain a shortage of 
suitable companies in which to invest. While 
privatization is accelerating - since the start of 
the 1990s Kenya has sold off 114 state-owned 
enterprises, Zambia 110 and Uganda 30 (Africa 
Financing Review, 1996c, p. 23) - many state 
owned enterprises in Africa could never become 
viable private enterprises. One example is the 
Kenyan gasohol facility that cost one billion 
Kenyan Shillings to build, and received a highest 
bid of 5 million shillings when it was offered to 
private investors (Berg and Shirley, 1987, p. 7). 
Even Botswana, with the healthiest economy in 
the region and an active divestment program, 
will find it hard to create a viable market 
through privatizations alone. As the head of 
Stockbrokers Botswana put it, “we cannot rely 
on the Botswana Development Corporation 
continuing to sell the family silver to sustain 
trade on the exchange” (Southern Africa 
Business Intelligence, 1995, p. 78/7). 

(b) External risks 

Beyond factors internal to African economies, 
the relationship between African finance and the 
global economy could prove problematic to stock 
market growth. While the interconnectedness of 
global financial markets and the ability to move 
capital instantaneously across borders can bring 
funds in, it also exacerbates volatility which can 
lead to financial collapse under extreme condi- 
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tions (Grabel, 1996b; Arestis and Demetriades, 
1993). 

The 1994 Mexican peso crisis provides a 
recent example of how investor panic in an open 
financial system can lead to a severe economic 
shock. Following the unexpected devaluation 
(and a number of political emergencies), the 
stampede to pull investment funds out of Mexico 
led to a U.S.$5 billion last quarter deficit in 
Mexican portfolio equity flows. There seems to 
be a growing consensus that the crisis was not 
solely or mainly due to “conventional” factors, 
such as current account imbalances or excess 
currency appreciation. Instead, political analysts 
have pointed to institutional shortcomings and 
lingering political contradictions (Castaneda, 
1996; Naim, 1995). Economists have pointed to 
the contributary factors of structural weaknesses 
in the banking sector (Kamin and Rogers, 1996; 
Cypher, 1996) the rise in U.S. interest rates 
(Cole and Kehoe, 1996) lack of adequate and 
timely information (Mishkin, 1996) and the 
inherent volatility of short public debt maturities 
(Calvo and Mendoza, 1996). Some have gone 
further to criticize Mexico’s use of short-term 
liquid instruments for its national development 
(Cameron and Aggarmal, 1996; Grabel, 1996a). 

Should countries decide to use liquid financial 
instruments, such as equities, the Mexican crisis 
clearly highlights the importance of transparancy 
and sound macroeconomic and capital account 
management on the national level. Yet, it also 
points to the need for cooperation to manage the 
volatility of global capital flows on an inter- 
national scale (e.g. Kenen, 1994). Indeed, there 
is a worldwide concern with the contagion 
effect - or “tequila effect” - of cross-border risks 
associated with portfolio flows. The crisis in 
Mexico led to a steep drop in nearly all emerging 
markets from Argentina to the Philippines. 
Although African markets have come through 
relatively unscathed from crises in Latin America 
and more recently in Southeast Asia, it should 
become an increasing concern for African 
governments. It is even possible that Africa 
could see its own tequila effect - brought on by 
the sudden death of South African President 
Nelson Mandela or the collapse of Nigeria’s 
central state - with repercussions for financial 
markets across the continent. 

Further, it is clear that at least some of the 
dramatic increase in US and European capital 
outflows can be explained by low domestic 
interest rates. Although most Africa-related 
funds advise their investors to invest for the 
long-term, a confidence meltdown combined with 
increased U.S. treasury rates could have devas- 

tating consequences for small overseas markets. 
Because Africa represents the most risky cutting- 
edge market for investors, capital there may be 
cautiously invested but quickly divested. 
Although the problem of volatility will lessen as 
African markets both broaden and deepen, it is 
clear that these stock markets will remain 
extremely unstable for the short to medium term. 
African economies are highly vulnerable to 
shocks due to their small size and fragility, weak 
domestic savings rates, and a reliance on primary 
commodities and external inputs. Under these 
circumstances, a bad shock can both scare away 
investors and stunt growth. 

Some studies show that stock markets with the 
most liberal investment regimes and greatest 
liquidity were actually best protected from 
volatility (Levine and Zervos, 1995). However, 
others suggest that, immediately after opening 
stock markets to foreigners, there is a sharp 
jump in the autocorrelation of bourse returns. 
This is the result of an inflow of foreign capital 
which raises p/e ratios and returns - encouraging 
a further inflow of capital until the cycle unwinds 
and provokes a crash (A&ken, 1996, p. 2). This 
will be an especially large problem for Africa, 
where there is little chance of an immediate 
supply response to rising p/e ratios and where 
foreign capital already dominates the markets. 
The small size of African stock markets will also 
be a particular problem when transacting with 
global institutional investors, because global 
investors often like to buy and sell stocks in large 
blocks - and doing so in Africa can cause 
disruptive price spikes. One dangerous scenario 
is that in the face of financial instability, African 
governments may reflexively react with renewed 
price and capital controls. This could instigate a 
downward spiral into a financial crisis and break 
the hard-won confidence of both policy makers 
and foreign investors. 

(c) Political considerations 

Stock market development is entangled in the 
politics of economic reform and, as stock 
markets grow more important to their econo- 
mies, they may even play a short-term destabi- 
lizing role. Among new private sector initiatives, 
stock markets are particularly likely to become 
embroiled in the politics of privatization. To 
prepare many state-owned enterprises (SOEs) 
for sale on the stock market, they have to be 
streamlined, which involves financial and 
managerial restructuring and often making 
unpopular retrenchments. This is a complex and 
expensive process that involves not only capital, 
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but a high level of political commitment. In 
order to encourage investment in stocks on 
illiquid markets in capital-starved countries, 
governments in Africa are sometimes forced to 
sell shares at a discount. For example, Kenya 
Airways was initially offered at 70% of asset 
value (Africa Business, 1996, p. 17). 

The Kenya Airways initial public offering went 
on to attract 112000 applications. Even if an IPO 
is widely subscribed, however, “insider trading” 
can create massively inefficient price fluctuations, 
and so still invoke popular wrath. Indeed, there 
is clear evidence that African markets, like other 
developing stock exchanges, have operated 
“inefficiently,” suggesting that an information 
cartel of well-informed traders is buying up stock 
before that information becomes public. Harvey 
(1996) (appendix) estimates that CCI 34% of 
Zimbabwe’s stock market performance was 
predictable from past performance over the 
period 1985-92, suggesting the presence of such 
an information cartel (see also Buckberg, 1993, 
p. 169; Tesar and Werner, 1993, p. 205). Under 
these circumstances, inefficient markets could be 
the cause of political strife as a few well 
connected traders effectively make money at the 
expense of smaller investors. 

Privatization and control of the economy is an 
especially sensitive issue within countries where 
economic power is concentrated in ethnic minor- 
ities and the benefits from privatization are 
perceived to go to only one segment of society. 
In Kenya, for example, there is considerable 
concern on the part of some politicians that 
Indians and Kikuyus will further dominate the 
economy after privatization. Similar situations 
can be found with the Lebanese in West Africa, 
the Ibos in Nigeria, white Zimbabweans, and the 
Bamileke in Cameroon. Ethnic considerations 
will certainly play a role in the pace and direc- 
tion of both privatization and financial sector 
development in a number of countries. 

Increased foreign economic ownership that 
liberal stock markets facilitate will exacerbate 
these political ramifications. Inevitably, claims of 
neo-imperialism will be voiced and Africa has 
historically been very sensitive to such charges. 
Recurrent attacks by Zimbabwean President 
Robert Mugabe on white farmers and foreign 
companies exemplifies the political scapegoating 
that economic uncertainty can ignite. Critics can 
claim that capital markets with large holdings by 
foreigners do not serve the best interests of the 
country, especially if overseas investors have 
been the beneficiaries of low-priced privatiza- 
tions and imperfect information flows. Tanza- 
nia’s decision to (at least temporarily) ban 

foreign investors from its new stock market, and 
the legal challenge to foreign ownership of 
Ashanti Goldfields suggest the level of sensitivity 
(World Equity, 1996, p. 38; Financial Times, 
1996c), and explain the limits placed on foreign 
ownership by many countries - Zimbabwe and 
Kenya have set 40%, and Ghana 74%, as the 
maximum amounts all foreigners may hold of 
any single stock (Financial Times, 1996a,b; 
Euromoney, 1995, p. 141). 

These structural, political and economic 
problems suggest that stock markets will be as 
much a follower as a leader in African reform 
programs, and that they will require a degree of 
luck in the conditions of external markets to 
succeed. Over the long term, a healthy financial 
sector in Africa will require the underpinning of 
a stable macroeconomic environment, new 
investment opportunities, fiscal stability and a 
benign political environment. As one African 
banker put it (before his own bank collapsed), 
“ . . . until Africans themselves can generate some 
kind of positive results in Africa, the rest of the 
World is certainly not going to pay much atten- 
tion there.” (quoted in Cockroft and Riddell, 
1991, p. 142). 

5. ECONOMIC IMPLICATIONS FOR 
AFRICA 

The relationship between financial develop- 
ment and economic growth has long been 
controversial. Schumpeter (1934) was an early 
proponent of the importance of finance while 
Robinson (1952) argued that where enterprise 
led, finance would follow. McKinnon (1973) 
interpreted evidence from a number of 
developing economies as strongly suggesting that 
financial systems facilitated economic growth. 
More recent empirical research by King and 
Levine (1993) also suggests a strong correlation 
between financial development and economic 
growth, but their results have been challenged by 
others for lack of proven causation (e.g. Arestis 
and Demetriades, 1995). 

Certainly, the results of neoliberal financial 
reform have proven disappointing, giving some 
credence to the Keynesian writings that have 
long posited an insignificant relationship between 
the interest rate and the savings rate and a 
negative relationship between the nominal rate 
of interest and economic growth (Arestis and 
Demetriades, 1993)4. Indeed, Mosley et al. 
(1995) have found some cross-country econo- 
metric evidence for an inverse relationship 
between interest rates and growth in Africa. 
Finally, some observers have suggested that the 
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Mexican crisis would not have been so severe (or 
might not have occurred at all) if it were not for 
the opening to foreign investors that occurred 
during the 1980s (Grabel, 1996a). 

Nonetheless, there are reasons to believe that 
a more advanced financial infrastructure (if not, 
perhaps, completely liberalized credit and 
interest rate markets) might play an important 
causal role in explaining economic development, 
because the initial efficiency of a financial system 
is not purely dependent on the strength of the 
economy, but on a host of legal, administrative 
and cultural factors (Cameron, 1967). Levine 
(1996) lists a number of functional reasons to 
link finance with improved economic perform- 
ance - financial systems facilitate the trading of 
risk, allocate capital, monitor managers, mobilize 
savings and ease the exchange of goods, services 
and financial contracts. 

Africa, in particular, has notoriously low 
savings rates and inefficient distribution of 
capital resources. While this can be partially 
explained by poverty levels, major factors include 
economic mismanagement, large government 
budget deficits and a lack of efficient or reliable 
financial institutions. With domestic savers 
holding their assets in less risky and less produc- 
tive forms, the amount of capital available for 
economic expansion is decreased. Developed 
financial intermediaries, once established as 
reliable and offering real returns, can facilitate 
the unleashing of dormant domestic capital. It 
will be important to avoid the mistakes made 
during financial liberalization in Mexico, in 
particular the weak regulation of the banking 
sector (Mishkin, 1996). But, Africa lacks the 
investment funds (especially those used produc- 
tively) necessary for faster economic growth. 
Financial autarky has not been a successful 
policy in the past for Africa, and there is little 
reason to believe that it will be now. 

Stock markets appear to be an important 
element of this financial package. Research by 
Levine and Zervos (1996) also suggests that 
developed stock markets themselves are corre- 
lated with improved economic performance. 
Their index measuring the size, liquidity and 
openness of stock markets is robustly correlated 
with increased growth. 

This is not to imply that stock markets are 
necessary for economic growth. Germany, for 
example, utilizes banks almost to the exclusion of 
stock markets (although this may be recently 
changing with the successful floatation of 
Deutsche Telekom in 1996) and some have 
argued that this is one of the reasons for the 
country’s economic miracle - allowing for active 

ownership in the long term interests of the 
company (Franks and Mayer, 1990). Some 
analysts have concluded that banks are more 
suitable than stock markets for developing 
countries in particular, and that stock markets 
will do more harm than good (Singh, 1992). 
Singh argues that some characteristics of mature 
stock markets - volatility, deterrence of risk- 
averse savers and the demands of speculative 
investors for short term profits at the expense of 
long term growth -were likely to be a far larger 
problem in developing markets and with a 
negative impact on the country’s overall develop- 
ment. Cameron (1967) further argues that savers 
are disadvantaged in acting directly with entre- 
preneurs because of the costs of information. 
The conclusion is that a bank-based system of 
finance, although carrying its own risks, is a far 
better system for developing economies. 

It is arguable, however, that stock markets will 
cause all of the problems listed above. Short- 
termism becomes less necessary with the creation 
of investment instruments that no longer have to 
match the preferred liquidation dates of equity 
holders. As stocks can be sold at any time there 
is much less liquidity risk. On the investment 
side, issuing equities allows companies the 
opportunity to take risks much greater than they 
could with finance from a bank loan. They will 
also be more willing to take risks than 100% 
owners because that risk has been diversified 
among many investors. While moving capital 
from the informal (curb) market to the banking 
sector squeezes credit (because of the need for 
reserve requirements), stock markets are free 
from this problem. Finally, if stock markets 
encourage new supplies of capital, the average 
cost of capital is likely to fall and, as we have 
seen, new investors entering the market will raise 
p/e ratios - making equity finance increasingly 
cheaper for firms (Demirguc-Kunt and Huizinga, 
1993, p. 311)‘. In turn, this should encourage 
firms to list on the market, increasing liquidity 
and the attractiveness of stocks to investors. 

Further, the banking sector in Africa is already 
weak, corrupt and, in many countries, in crisis. 
The continent has long suffered from the ease 
with which governments can manipulate banking 
decisions, using the power of seignorage and 
allocating savings. Banking reform has proved 
slow and expensive. In particular, the cost of 
writing off bank loans to inefficient parastatals 
and political cronies is very high - estimated at 
20% of GDP in Tanzania (World Bank, 1995, p. 
131). In Nigeria, despite 10 years of financial 
reform efforts, 75% of assets remain at risk and 
over half of the banks are distressed (Lewis and 
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Stein, 1997, p, 5). In Senegal, reform closed nine 
of 15 banks in the country. Although this ended 
a credit crisis that had threatened the entire 
system, it did so by transferring bad debts to the 
public sector and pushing the borrow-lend 
spread to ten points. There is now a crisis of 
excess liquidity in the system (Kenny, 1998). In 
contrast, while banks across the continent are 
mired in scandal, no stock market in Africa has 
seen a major case of corruption (Hartland-Peel, 
1996). 

More important, however, stock markets and 
banks are not mutually exclusive. Rather, an 
important virtuous cycle links stock market 
development with the maturation of banking and 
other financial intermediaries. As we have seen, 
improved transaction and settlement techniques 
from an advanced banking sector are necessary 
to cultivate stock market logistics and inter- 
national credibility. At the same time, stock 
markets appear to stimulate increased informa- 
tion flows from both companies and relevant 
government agencies. As these information flows 
improve and accounting standards become more 
transparent, stock markets grow and p/e ratios 
rise (Bekaert, 1993, p. 228). This has positive 
effect on the size of loan markets and the health 
of the banking sector (Demirguc-Kunt and 
Levine, 1996, p. 234). Overall, companies’ access 
to capital increases both in breadth of choices 
and depth of monies available, while company 
cash-flow problems become much less severe 
(Levine, 1996, p. 45). Indeed, Cho (1986) 
suggests that the presence of equity markets may 
be not only desirable, but essential to a compre- 
hensive financial liberalization strategy, because 
of their role in financing riskier ventures. 
Particularly in an environment of high risk such 
as Africa, stock markets may become important 
tools for attracting increased foreign capital 
because of this strength in pricing risk. 

Increased foreign investment is also likely to 
be conditioned on a stable monetary environ- 
ment, thus encouraging sound macroeconomic 
policy and improved central bank management. 
Currency devaluation remains a primary concern 
for investors. Many analysts point to continuing 
fears about the value of Ghana’s cedi as a major 
deterrent for foreign investors in that country’s 
market (Blakeney Management, 1996, p. 6). 
Although currency devaluations have been an 
important part of the adjustment process, 
unexpected disruptive devaluations will not be 
necessary in a stable fiscal and monetary 
environment. Other demands of international 
investors - transparent activities, recognized 
reporting structures, timely reports - may also 

help to further institutionalize increased flows of 
information. 

As of yet, because of their small size, most 
exchanges in Africa remain largely insignificant 
as a source of investment funding. Jefferis (1995) 
found that the stock market was unlikely to 
finance manufacturing expansion in Botswana, a 
key sector in that country’s diversification effort. 
Yet the larger exchanges are already attracting 
investment capital in quantities that suggest they 
could in future play a role equal or greater than 
that played by foreign direct investment. 
Zimbabwe’s stock market had a total capitaliza- 
tion of approximately two-thirds the value of 
FDI in the country in 1994, whilst Nigeria has a 
stock market capitalization of a little over U.S.$2 
billion compared to its stock of FDI of over 
U.S.$11.3 billion (Business Africa, 1996a, p. 1; 
IFC, 1996a). These larger African markets are 
already attracting more foreign equity investment 
per dollar of GNP than the average for 
developing economies. Ghana and Zimbabwe’s 
economies both account for ca 0.1% of emerging 
markets GNP (World Bank, 1994b, p. 162) yet 
they represent 0.17 and 0.4% of global emerging 
market fund holdings, respectively (Africa 
Financing Review, 1996a, p. 40). 

While bourses’ increasing importance as desti- 
nations for foreign investment gives more reason 
to fear an African tequila effect, the direct 
damage of equity sell-offs is lower than that of 
other capital outflows. If equity investors 
abandon shares, their price drops. This raises the 
cost of capital for individual companies but, 
unlike an investor refusing to roll over debts, it 
has no direct effect on company balances. 
Further, as has been mentioned above, stock 
markets are largely reactive to crises, not causal. 
Nonetheless, there might be a role for limited 
controls on international capital flows to 
discourage the rapid movement of “hot” money. 

Relatedly, some analysts have criticized 
portfolio investment for constraining policy 
autonomy in host governments (see Grabel, 
1996b). Certainly the existence of foreign capital, 
and desire to keep it in-country, affects policy 
choices made by African governments, but there 
are a number of reasons to believe that this is 
not as prevalent as often argued. First, states 
continue to maintain both national economies 
and a significant level of policy autonomy, even 
in regions that are far more integrated into the 
global economy than Africa (Wade, 1996; van de 
Walle, 1997). Indeed, financial liberalization is 
itself a policy choice - and a process of 
redefining the appropriate role of government, 
not erasing all types of state intervention (Caprio 
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and Summers, 1993). Secondly, Africa has been 
particularly prone to radical and destructive 
policy swings (such as the massive over-valuation 
of currencies), exactly the type of constraints on 
extreme policies that financial integration does 
deter. Lastly, both the potential benefits of finan- 
cial opening and the potential risk of continued 
African marginalization are so great, that some 
form of integration into the international finan- 
cial system is clearly desirable. 

6. CHALLENGES AHEAD 

While remarkable progress has been achieved 
in overcoming logistical, political and ideological 
barriers in establishing stock markets, serious 
challenges lie ahead if Africa is to join the 
growing legion of increasingly wealthy and 
integrated emerging markets. Overall, the 
greatest influence governments can have in 
helping to create an investor-friendly climate 
remains maintaining macroeconomic stability 
and sufficient public sector management. But, 
there are institutional and policy improvements 
that can increase efficiency and contribute to a 
better functioning exchange, and reforms that 
can be put in place to minimize political 
opposition. 

(a) Integration into wider reform 

First, stock exchanges are no panacea for 
Africa’s financial problems, but merely one 
instrument that must be integrated into a larger 
economic strategy. Indeed, the road to financial 
liberalization and the establishment of stock 
exchanges is fraught with pitfalls. Failed experi- 
ments with the implementation of financial 
liberalization (particularly in the Southern Cone) 
have added to questions over the efficacy of 
financial reform itself, and recent events in both 
East Asia and Latin America might suggest a 
role for limited controls on international capital 
movements. But the debates over financial 
reform in general appear to have shifted from 
whether to reform to how to reform. Although 
beyond the scope of this paper, some broad 
lessons that have been learned include the 
importance of the macroeconomic and institu- 
tional framework (Caprio and Summers, 1993) 
political considerations (Lewis and Stein, 1997) 
individual country circumstances (Caprio, 1996), 
and the linkage to real sector reforms (Gertler 
and Rose, 1996). 

(b) institutional support 

African governments can assist the develop- 
ment of stock markets by creating an adequate, 
but not overly-restrictive regulatory structure. 
Issues of contractual enforcement and preven- 
tion of fraud and insider trading are also 
important. Fund managers continually point to 
the need for efficient and reliable clearance and 
settlement procedures. Certainly, the cost of 
running a technologically efficient bourse has 
plummeted - the Namibian stock exchange 
already has computerized on-screen trading 
(African Review, 1996, p. 34). 

Improved reliability and availability of infor- 
mation can go a long way toward easing fears 
and encouraging new investment - indeed, 
Levine and Zervos have found a clear link 
between easy access to information, adequate 
accounting standards and investor protection 
laws and the size of stock markets and liquidity 
(Levine and Zervos, 1995, p. 27). Such reforms 
will also limit the problem of information cartels 
making excessive profits at the expense of small 
investors, reducing the market’s political costs 
and increasing domestic participation. Ghana has 
already set a standard in this regard by insisting 
that listed company reports be audited by an 
international accounting firm (World Equity, 
1996, p. 36). Brokerage and custodial firms 
should also be held to high levels of account- 
ability - and this is even more vital in areas 
where contract clearance is slow. The correct tax 
structure also appears to be important in 
reducing the cost of capital on the bourse. 
Capital gains taxes on foreign portfolio invest- 
ments appear to increase required pre-tax rates 
of return, while a dividend withholding tax does 
not (Diwan et al., 1993, p. 311). 

While attracting foreign investment is clearly 
important, the long-term goal should be to target 
local interest as the best strategy for protecting 
against the whims of foreign capital flight. 
Further, the political costs of liberal equity 
markets will be greatly reduced if they are 
majority-owned by locals. Governments can 
influence this by creating incentives, or at least 
minimizing disincentives, to save and invest. Tax 
burdens should encourage rather than 
discourage investment (by both foreigners and 
domestic investors), and incentives to recycle 
dividends can be crafted. Governments can also 
encourage the establishment of private savings 
and pension plans which could invest in the local 
stock market - Chile has done so very success- 
fully, increasing the funds under management by 
private pension funds from next to nothing in 
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1981 to U.S.$12 billion by 1992 (Fischer, 1995, p. 
163). Within Africa, Namibia already has 
pensions and life insurance assets totaling 80% 
of GDP, and the proportion of those funds that 
legally must be invested in-country has risen 
from 0 to 35% over the last 3years, greatly 
increasing domestic financial liquidity (African 
Review, 1996, p. 34). 

Stock markets, when used creatively, can be 
utilized to overcome some of the very structural 
and environmental problems that stifles invest- 
ment to Africa. For example, in 1990 the govern- 
ment of Cote d’Ivoire leased the power sector 
grid to a private firm, Compagnie Ivoirienne 
d’Electricity, which was subsequently floated on 
the Abidjan Stock Exchange. Forty-nine percent 
of the shares were sold to 4000 small investors 
and the controlling interest held by a consortium 
of French utility companies. Since privatization, 
the price of electricity has fallen by almost half 
and system failures and average outage times 
have also decreased dramatically. Further, 
investors have received dividends of 10% per 
year (World Bank, 1995, p. 116). 

(c) Mitigate political challenges 

In Africa, business groups have traditionally 
relied on the state for both protection and 
patronage. With notable exceptions, these 
business interests have not supported much of 
the liberalization agenda which often threatens 
their favored positions. The specific shape and 
outcome of financial reform will be largely deter- 
mined by political interests and considerations 
[see the essays in Haggard et al. (1993)]. Given 
the strong ties between many African political 
elites and traditional business groups (in many 
cases, one in the same), building support for 
financial reform is a difficult and fragile process. 
Technocrats in finance ministries and central 
banks have varying degrees of autonomy, but 
speedy and radical reform is unlikely for political 
and institutional-capacity reasons. Instead, 
reform has been marked by slow, and often 
starkly uneven, implementation. 

A new emerging business class that does not 
rely on state intervention for survival, but is 
instead connected to the global economy through 
financial markets, could become a significant 
actor in favor of economic and financial reform. 
Hutchcroft (1993) argues that in the Philippines 
(perhaps the Asian case the most similar to 
much of Africa) a weak and patrimonial state 
precluded effective intervention in financial 
markets or effective financial reform. Yet, he 
concludes that the international economic 

environment is creating pressures for reform 
which may lead to the emergence of “new social 
forces” - that is, the private sector - to dominate 
the economy. Similarly, Hastings (1993) found in 
Chile that the liberalization process itself forced 
a reorganization of political alliances, including 
new groups both in favor and against reform. 

Williamson and Haggard (1994) note that, if 
reform is to be gradually implemented, it is 
necessary to build support among interest groups 
as the reform process develops. Stock markets, 
as a component of economic liberalization, may 
contribute to establishing these groups free from 
the grip of the state and as a check on damaging 
state intervention. In other words, initially insti- 
gated by international pressures, reform may 
produce a self-reinforcing momentum as it 
creates a host of powerful new actors with a 
stake in the success of reform. 

Indeed, if used creatively, stock markets can 
also be employed to reduce the political costs of 
other reforms. A few states have used managed 
public floatations of privatized state industries 
with shares reserved for nationals to dampen 
opposition and to head off charges that the 
“family silver” is being sold off to foreigners. 
Even when the flotation attracts little local 
interest, politicians can use the national stock 
exchange as cover. In Zambia, the Finance 
Minister Ronald Penza was quick to make the 
point that the listing of Zambia Consolidated 
Copper Mines on the Lusaka exchange was 
“particularly important and significant since 
ZCCM is a Zambian Company, registered and 
headquartered in Zambia, and derives its origins 
and future from the mineral wealth reposed in 
Zambia” - despite the fact that 90% of his 
audience at the launch party were foreign 
investors (Southern Africa Business Intelligence, 
1996). 

Strategies employed to encourage broader 
local investment will further reduce political 
costs and increase local commitment to stock- 
market development. Zambia and Tanzania 
(even before its exchange opened) attempted to 
overcome the problem of weak domestic investor 
demand by setting up a privatization investment 
trust fund which holds for future sale blocks of 
shares in companies in which over 50% of equity 
has already been sold to core investors. These 
will be issued through timed public offerings and 
financial intermediaries as the stock market 
develops as a spur to foster more growth. The 
stocks will be offered at a steep discount to small 
investors and ownership limits will prevent 
unwanted concentrations (World Bank, 1995, 
p. 110). 
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Using the stock market as a vehicle to help 
smooth state divestiture can also assist the 
development of the stock market itself by 
offering prize new issues. In fact, many analysts 
point to the need for states to help create 
interest in their stock markets by offering major 
industries as “flagship” issues - Ashanti 
Goldfields and Kenya Airways being the most 
prominent examples (Africa Financing Review, 
1995, p. 27). 

(d) Links between the public and private sector 

Finally, while private capital will certainly play 
a greater role in Africa, public sector investment 
with support from international financial institu- 
tions and donors will remain critical. It will be a 
long time before private capital flows entirely 
replace official transfers, particularly in African 
countries where economic recovery has not 
begun. Between 1990-95 portfolio inflows into 
sub-Saharan Africa (excluding South Africa) 
were under U.S.$2 billion (World Bank, 1996a). 
Official flows to the region were U.S.$20 billion 
in 1995 alone. 

Despite increased emphasis on the private 
sector, governments (and only governments) 
retain the role of creating the enabling environ- 
ment within which expanded growth can take 
place. In areas such as education, health and 
some infrastructure (particularly rural roads), 
public expenditure and foreign assistance will 
continue to play vital roles in development. 
Some liberalization of the financial sector, and 
the role of the government more broadly, does 
not preclude a measure of directed credit, 
subsidies for agricultural inputs and other active 
interventions to overcome market failures 
(Stiglitz, 1996). Official flows will also be crucial 
in supporting countries in the midst of painful 
economic transitions. Sufficient funding for 
government or World Bank-sponsored guaran- 
tees are also important for minimizing initial risk 
for private firms contemplating entering new 
markets. While private capital flows are growing, 
foreign aid will remain relevant for many parts of 
Africa well into the next century. One important 
challenge for Africa and the development 
community will be to ensure that private and 
public flows act, and are seen to act, as compli- 
mentary, not contradictory forces in encouraging 
economic development. 

7. CONCLUSION 

The profusion and severity of barriers to 
growth in African stock markets must temper 
any immediate optimism for a widespread 
African economic renaissance or an explosion of 
foreign investor interest. Africa, however, has 
achieved much just by establishing these 
exchanges and attracting modest amounts of 
capital. African stock markets, starting from such 
low levels of capitalization, turnover and investor 
interest have made significant headway toward 
joining the ranks of other emerging markets in 
the minds of international investors. African 
stock markets may remain a very small concern 
for foreign investors well into the future, but if 
they continue to grow could have a potentially 
huge impact on African economies and the lives 
and well-being of millions of Africans. 

As we have seen, the first faltering steps along 
the road of political, economic and regulatory 
reform in Africa have already led to significant 
stock market growth over the last few years. 
While African exchanges will remain small, there 
are reasons to expect moderate growth to 
continue. The underlying economic position in 
Africa is becoming more favorable - Africa grew 
at 5% in 1996 and is expected to grow at 5.6% in 
1997. While economies remain weak and polities 
weakly committed, there is still space for a 
growing role for equity financing and stock 
market expansion. 

The ability to integrate and modernize African 
economies, including the successful development 
of financial institutions such as stock exchanges, 
will be essential for a more prosperous future on 
the continent. Stock markets help this process by 
not only attracting foreign capital and providing 
a vehicle for privatization, but also because their 
presence in an economy improves the overall 
business and investment climate and reinforces 
other elements of economic reform. 

Integration into international financial markets 
may represent a turning point away from the 
current trend toward Africa’s economic and 
political marginalization - a window of oppor- 
tunity for at least parts of Africa to pull 
themselves out of their current malaise, into the 
global economy, and on the road to sustained 
growth. The defining feature of modern Africa 
may be the increasing differentiation among 
countries. While it is clear that Africa will 
continue to harbor a number of white elephants 
well into the next century, we are also likely to 
see the first of Africa’s emerging lions. 



STOCK MARKETS IN AFRICA 841 

NOTES 

1. Officially, Sudan also has a stock market, but only 
the government is legally allowed to own shares. 

2. Interestingly, the largest single post-apartheid 
direct investment in South Africa was made by a 
Malaysian company, Petronas. (Economist, 1996, 
p. 52). 

3. There is evidence that closed-end funds that are 
usually the first to invest in an emerging market are 
very imperfect proxies for the underlying shares. 
Further, as stock markets open up to the world, co- 
variance with Western markets increases markedly 
(Bekaert and Urias, 1995, p. 27; Diwan et al., 1993, p. 
262), thus offering increasingly lower diversification 
over time. This is probably true in Africa even more 
than other emerging markets because of the already 
high rate of foreign involvement. 

4. Reasons for this might include that raising the 

interest rate leads to a redistribution of income 
between net savers and net debtors. If the propensity 
to save is lower amongst net savers than it is amongst 
net debtors, this can lead to a fall in total savings. In 
many developing countries, where corporations are net 
debtors but have a higher propensity to save than the 
household sector, higher interest rates can therefore 
lead to a collapse in aggregate savings and greater 
financial depth at the same time. 

5. While it might be noted that the cost of capital in 
the U.S.A. and the U.K. (with large stock markets) is 
higher than the cost of capital in Japan and Germany 
(with smaller bourses), this is not compelling evidence 
against the idea that stock markets reduce the cost of 
investment ceteris paribus. Higher interest rates in the 
U.K. and U.S. are connected with greater threats of 
inflation, larger historical budget deficits and more 
flexible consumer credit laws amongst other factors. 
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