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I. Introduction 

   

Governments in developing countries face increasing difficulties in funding public 

enterprises through government allocations because of budget constraints due to low savings and 

population explosion.  It has also become increasingly difficult to expect an increase in the flow 

of foreign private and government capital because of the recent debt crises experienced by some 

developing countries as well as budgetary uncertainties in the developed countries themselves.   

 

Research has shown that development of securities markets1 contributes to economic 

development through the mobilization of savings and their channeling to the most productive 

enterprises. 

 

  

   II. A Review of the Rationale for Developing Securities Markets  
 

 The nearly universal goal of nation-states is to become "strong" through economic 

growth and modernization.  They want to see the rate of increase in GNP go up, per capita 

income rises, and efficiency and employment increase.  A growing literature argues that stock 

markets provide services that boost economic growth and contribute to the achievement of these 

goals.  (See Bencivenga, Smith and Starr (1996), Levine (1991), and Obstfeld (1994)). 

Theoretical disagreements about the importance of stock markets for economic growth also exist.  

(See Mayer 1988); Stiglitz (1985, 1993); Devereux and Smith (1994); Shleifer and Summers 

(1988); and Morch, Shleifer and Vishny (1990a, b).   

 

Levine and Zervos (1996) conducted an empirical study and reported a strong positive 

correlation between stock market development and long-term economic growth. Furthermore, 

they provided data on the trend in stock market activities in the recent past. 

 

       During the period between 1985 and 1995, world stock market capitalization rose from $4.7 

trillion to $15.2 trillion, and emerging market capitalization jumped from less than 4 percent to 

almost 13 percent of total world capitalization.  Over this decade, the trading of shares in 

emerging stock exchanges rose from less than 3 percent of the total value of transactions on the 

world stock exchanges to 17 percent.  In addition, Korajczyk (1996) shows that emerging markets 

have become more integrated with world capital markets2 during the past seven years.  

Consequently, portfolio equity flows to emerging markets jumped from $150 million in 1984 to 

over $39 billion in 1995. 
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However, due to the relative underdeveloped nature of equity markets in Africa, the 

region has attracted a disproportionately small share of recent international private capital flows 

to developing countries.  Little current financial research focusing on African equity markets is 

being done.  The region has not received the attention that Latin America and Southeast Asian 

countries received in the literature. 

 

Recently, however, recognizing the potential benefits of a well-functioning equity 

market, several African countries have made important efforts to establish and invigorate stock 

exchanges. In analyzing the net effect of developing securities markets, one must understand 

benefits to developing securities markets as well as their costs and requirements. 

 

Review of the literature indicates that well-functioning securities markets have the 

following benefits:  

1. Enhance savings mobilization.  

  

Stock and bond issues serve to increase the national savings rate by creating incentives to 

invest. Since securities are risky investments, they generally earn higher returns than 

more secure instruments such as bank savings deposits. They also offer investors the 

option to diversify across industries, thus improving their risk/return tradeoff. This is a 

better option than putting all one's savings into a small business where one's entire 

livelihood would have to depend on the success of that business.   

 

2. Help in resource allocation.  

  

In a market economy, issues of securities help raise capital for projects whose outputs are 

in the highest demand by society, and those enterprises which are most capable of raising 

productivity.  

Thus, efficient enterprise management is rewarded by access to investment funds.  

Securities prices serve as a means by which investors express their confidence in 

enterprise prospects and management.  Without securities markets, companies must rely 

on internal resources (retained earnings) for investment funds, on bank financing or on 

government grants or subsidies.  Such forced reliance on self-finance penalizes young 

companies whose products may have greater future demand.  These new and growing 

enterprises often have little in the way of retained earnings. 

 

Bank loans are important source of capital throughout the world but are limited by the 

amount of deposits banks can mobilize. As a result, banks tend to be very conservative in 

their lending policies, thereby penalizing younger or emerging companies whose business 

risk is higher than those faced by established firms, and yet contribute to the dynamism 

and future growth potential of the economy through innovations.  Thus, the role of the 

private sector is limited by the exclusion of this important segment from the activity. 

 

Since banks in emerging economies are mostly owned and run by governments, they 

extend loans to priority sectors in response to government directives without due regard 

to quality, and often at interest rates below the bank's cost of funds.  This leads to 

inefficient resource allocation and widespread loan delinquencies.  The prevalence of 

these problems reduces the level of investments, productivity of capital and the volume of 

savings. 
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Even if government grants and subsidies are available, they tend to introduce market 

imperfections that contribute to the distortion of financial prices.  These imperfections 

subvert the positive allocation role of securities markets.  Governments generally are not 

known to process the enormous amount of information necessary to make sound 

allocation decisions.  The result is irrational investment patterns, further distortion due to 

political influences over economic decisions, and discrimination against smaller, younger 

and innovative undertakings. 

 

Securities markets create better opportunities for small emerging companies to raise 

funds in the venture capital market since venture capitalists would be more comfortable 

investing in new ventures with the knowledge that possible future divestment can take 

place through a public offering at a potentially substantial profit. 

 

 

3. Promote efficient financial system.  

  

Securities markets break the oligopoly that would be enjoyed by the banks in the absence 

of securities markets.  The government does not automatically have privileged and 

subsidized access to funds and must compete on equal terms.  Securities markets provide 

impetus for the establishment of financial prices based on scarcity values rather than on 

administrative fiat.  Such market-determined financial prices and investment options, in 

turn, attract more savings, creating a virtual circle of innovation and mobilization that 

contributes to the overall efficiency of the financial system. 

 

4. Help term transformation and improve capital structure.  

  

Healthy debt/equity ratios are important for a robust economic system.  Corporations in 

many developing countries are undercapitalized.  In the absence of equity markets, 

debt/equity ratios inevitably rise.  First, in growing companies, retained earnings and 

fresh cash injections from the controlling shareholders usually cannot keep pace with the 

needs for more capital, thus slowing growth.  Second, outside investors require liquidity 

and some sense of security that can be provided only by an organized marketplace. 

 

When active secondary markets for securities exist, savers can be induced to provide the 

long-term funding that corporations seek because savers are assured that the markets can 

provide them with liquidity.  Thus, what is the equivalent of short-term investment for the 

security purchaser is transformed into long-term financing from the issuer’s perspective.  

The more efficient matching of asset and liability maturities that result means less 

financial risk for companies and thus a more stable economic environment in general.  

Moreover, the availability of equity capital through the markets decreases the overall 

debt/equity ratios of business, which may (in the absence of such financing) reach levels 

at which default risk outweighs the advantage of increased leverage. 

 

5. Allow deconcentration of ownership.  

  

Equity sales provide for a wider participation in enterprise management and for a wider 

distribution of corporate profits.  These factors would help allay the fear that a few 

individuals or groups linked to the ruling party would dominate the private sector.  Wider 

distribution of corporate profits develops a general sense of ownership and an assumption 

of responsibility on the part of the citizen.  People will now be united by their common 
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defense of their business interests, and ethnic and religious differences would gradually 

dissipate. 

 

6. Improve accounting and auditing standards. 

   

Securities purchasers rely in part on corporate information provided in financial reports to 

make their investment decisions. The development of securities markets is usually 

accompanied by increased reporting standards and requirements, which contribute to the 

efficiency of the markets and their mobilizing and allocating functions. A regular 

disclosure of adequate, reliable and timely information makes it possible to compare 

performance of various companies. The development of widely accepted accounting 

procedures checked by independent external auditors is also an important benefit derived 

from the development of securities markets.  Availability of good information helps 

corporations make better decisions and provides better statistics for economic policy 

makers.  Good information may even help tax authorities collect taxes in a more efficient 

and equitable fashion.  The need for disclosure of financial information is a strong 

incentive for the improvement of accounting and auditing standards. 

 

7. Provide effective tools for monetary and fiscal policy. 

     

When an economy has well-developed securities markets, it can conduct monetary and 

fiscal policies through these markets.  The Anglo-American style economies conduct 

monetary policy through open-market operations.  These economies affect the market 

interest rate and money supply by buying and selling securities in the open market.  

Governments in these countries can finance their deficits by issuing bonds in the open 

market.  Therefore, a government deficit does not necessarily bring about an increase in 

money supply and thus inflation. 

 

Economies with only a commercial banking system have to conduct their monetary 

policy and deficit financing through the banking system.  Open market operation is not 

available.  The only effective tools are direct credit controls, ceilings on loans and interest 

rates, as well as reserve requirement manipulations.  Also, deficit financing is carried out 

by either borrowing directly from the central bank or by selling bonds to commercial 

banks.  Consequently, deficit financing puts pressure on the money supply and leads to 

inflationary pressures.  As a result, financial repression is common in countries with 

banking-oriented financial systems.  Full-scale financial sector reform (liberalization) 

may be impossible unless the economy has well-developed securities markets. 

 

8. Help privatization efforts. 

  

Public investments vastly exceed private investments in transitional economies.  

Economists widely believe that privatization of state enterprises will reduce losses and 

create efficiency.  However, transitional economies generally lack the financial 

infrastructure and the legal framework to engender privatization efforts.  Yet, these 

economies often like to privatize state enterprises.  One of the most notable problems 

associated with privatization of state enterprises is the lack of well-developed domestic 

equity markets.  An inadequate supply of capital due to low savings, low gross national 

product and limited access to international capital markets has been an impediment.  One 

of the main challenges for transitional economies is, therefore, to improve the quality of 

financial intermediation and resource allocation to contribute to a more rapid rate of 

economic growth that would lead to higher levels of savings and investments.   
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The establishment of securities markets would ensure the existence of not only a primary 

market for the initial public offering but also a secondary market for shares after firms 

have been privatized.  Without such markets, individual share owners would be unable to 

adjust their portfolios as required.  This would increase the risk and uncertainty faced by 

investors, thus increasing the cost of capital to firms issuing equity to raise capital.  The 

marketability of shares is a key element in the ability of firms to attract private investors 

who would have options to liquidate their holdings.  Securities markets development and 

privatization of state enterprises are two sides of a coin in the sense that a government 

cannot hope to carry out meaningful privatization unless securities markets adequate 

enough to finance them exist.  

 

III. Costs and Environmental Requirements for Securities Markets 

      Development. 

 

 The benefits of securities markets do not come without certain problems, which are 

inherent in the system.  Some of the costs inherent in securities markets as discussed in the 

literature include: 

 

1. Market cycles.   

 

During the early stages of securities markets development, the supply of stocks and bonds 

is limited, manipulation is relatively easy, investors are unsophisticated, underwriters and 

brokers are inexperienced, and securities legislation often has loopholes.  As a result, 

economic cycles are more difficult to predict.  Thus, the job of a financial analyst would 

be very difficult during the early years of development. 

 

2. Interest rate fluctuations.  

 

The fluctuations in interest rates, which occur in a financially competitive environment, 

make planning more difficult for both borrowers and savers.  The additional efforts 

required for information gathering and decision making in such environments, together 

with the need for borrowers and savers to adjust their positions more frequently over 

time, constitute costs brought about by a liberalized financial system. 

 

3. Intermediation and regulation.   

 

The institutions and individuals that constitute the securities markets fall into the 

following categories: 

. Participants which are the savers and users of capital (individuals, corporations and 

governments), 

. The financial institutions and intermediaries that channel capital from savers to users, 

. Supporting and supervisory entities which are typically government bodies that 

facilitate and regulate the activities of the participants. 

The market itself has two levels: 

. The primary market where newly-issued securities of newly-created or existing 

enterprises trade. 

. The secondary market where trading in outstanding shares is done. 

The specialized services of financial intermediaries in securities markets are costly, yet 

indispensable.  The strategic position that financial intermediaries hold in the market 

system in terms of access to information and control over transactions can lead to 
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profiteering behavior that decreases the benefits accruing from the mobilizing and 

allocating functions of the securities markets system.  The reporting requirements also 

represent costs to participating firms.  In addition, firms have incentives to falsify such 

reports, which result in distorted investment decisions on the part of securities purchasers 

that may lead to decreased government tax revenues.  Such expenses related to the 

organization and function of regulatory agencies as securities commissions, stock 

exchanges and administrative organs represent monitoring costs associated with the 

control of securities markets abuses. 

 

 

 

 

4. Income inequalities.   

 

While securities markets provide wider investment choices for savers and also serve to 

spread ownership in companies, it is likely that in the initial stages of securities markets 

development, the benefits of securities ownership will accrue to a limited group of 

investors.  According to Wai and Patrick (1973), until a wide range of firms (in terms of 

size) and savings units (in terms of distribution of income and wealth) participate in the 

securities markets directly or indirectly (through mutual funds, pension funds, insurance 

companies, etc.), the development of the capital market, particularly the market for 

equities, is likely to increase the inequality of income and wealth distribution.  A 

vigorous program of wealth distribution through highly progressive income taxation is 

one countermeasure, although it is fraught with its own problems. 

 

Obviously, each of these costs of securities markets operation is significant and may have the 

potential to undermine the concomitant benefits through both economic and political reaction.  

However, the experience of many countries in introducing securities markets shows that the 

existence or creation of certain political, economic, policy and institutional environments can 

smooth the process of securities markets development for the following reasons: 

 

 

 

1. Political environment.  

 

 Political uncertainty is detrimental to any investment.  Investors' projection of future political 

conditions, both domestic and international, directly affects their willingness to invest in such 

risky financial assets as stocks and bonds.  Government stability and consistency in applying 

financial and economic policies tends to increase investors' confidence and to increase the 

flows of capital from savers to productive investments. 

 

2. Economic environment.  

  

The key environmental factors for the success of securities markets include sufficient 

demand for and supply of securities.  Financial and commodities prices that do not depart 

too much from scarcity values and low or predictable inflation are necessary.  Demand 

for securities depends on the amount of capital available for investment in the hands of 

individuals and institutions.  In very low per capita income nations and where corporate 

investment funds are in short supply, demand for securities cannot be expected to be 

high. 
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The degree of familiarity of potential investors with the securities market’s operation 

affects demand.  The existence of investment alternatives affects both the demand for and 

the supply of securities.  Thus, bank deposit interest rates, tax policies, and the 

capitalization of securities markets are all considered by owners of capital when they 

make investment decisions.  Investors must be convinced that the risks of securities 

ownership are likely to be offset by returns that sufficiently adjust for those risks as 

compared with more secure investments. 

 

The supply of securities is as important to the smooth operation of a market as the 

presence of demand for them.  When too few securities are available for purchase and 

trading, it may be difficult to attract investors, who may doubt that a large enough market 

exists to ensure the liquidity of their investments.  The result will be a shallow, sluggish 

market that does not perform its function.  In cases where demand for securities is high 

but few issues are available, securities prices may rise to unrealistic levels.  Experts 

believe that a minimum number of issues required for the successful institution of a stock 

market is 20 profitable companies (Wai and Patrick, 1973). 

 

3. Policy environment.   

 

To encourage development of healthy securities markets, legal inducements that affect 

the supply and demand for securities are helpful.  Such incentives include tax exemptions 

or reductions for income derived from capital gains and/or dividends from securities 

issued by publicly traded companies; tax credits for owners of publicly traded shares; tax 

deferral for dividends, interest and capital gains from securities purchased for retirement 

funds; and tax breaks for companies that list their shares on exchanges.  While 

governments have important policy roles in the early stage of securities market 

development, their future involvement should be primarily catalytic and supervisory to 

create a sense of confidence in the public about the market. 

 

4. Institutional environment.   

 

Four related institutional areas are very important for the success of securities markets.  

First, corporation and securities laws are important for protecting both the interests of 

companies and those who purchase the securities they issue.  Second, securities markets 

work most efficiently when such intermediaries as brokers, dealers, underwriters and the 

like are knowledgeable, professional, skillful, honest, and have enough resources to 

perform their functions.  Third, legal or regulatory standards for these professionals are 

important for the assurance that financial intermediaries possess such qualities.  

Enforcement of securities laws, accounting regulations, and professional standards should 

be carried out by government securities and exchange agencies, or through the auspices 

of such self-regulating bodies as exchange administration organizations.  Fourth, 

accounting and auditing standards are necessary to provide comparable financial 

information.  This information is critical to making sound investment decisions. 

 

 In summary, despite the impetus to economic growth that the development of securities 

markets can provide, the costs associated with such development can be substantial.  The 

magnitude of such costs and the capacity to manage them depend on a complex set of factors in 

many spheres.  The experience of a range of developing countries in instituting securities markets 

indicates that their beneficial effects do not come  

automatically, and that cyclic phases of development are the rule.  Securities markets remain 

sensitive to changes in the macro and micro environments affecting issuers and purchasers.  The 
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degree of government intervention in support of capital market development through fiscal and 

monetary policies is critical. 

 

Furthermore, the question of how much market orientation of the economy is required for 

securities markets to play a beneficial role is uncertain, but clearly it must be substantial.  These 

observations must be kept firmly in mind as we now examine the environment for developing 

securities markets in Ethiopia. 

 

 

 

 

IV.    Environment for Developing Securities Markets in Ethiopia 
 

 

Research shows a strong positive correlation between overall securities markets 

development and long-term economic growth and that the association is robust.  (See Levine and 

Zervos, 1996.)  As a result, a worldwide movement exists to encourage development of securities 

markets in developing countries and transitional economies of Eastern Europe, and countries of 

the former Soviet Union.   

 

In Africa, the African Capital Market Forum (ACMF) is leading the effort assisted by the 

African union (AU) and the African Economic Commission, both headquartered in Addis Ababa, 

Ethiopia.  At the 6th Conference of African Finance Ministers in mid-September of 1997 held in 

Addis Ababa, the ACMF and the inter-governmental group of experts discussed financial market 

development and integration in the African continent.  The participants made several strong 

recommendations including developing of stock exchanges in Africa and integrating them.  They 

endorsed the idea of regional exchanges that would allow member states access to a much larger 

pool of external funds besides increasing mobilization of domestic capital.  Of course, these 

changes call for harmonizing security laws and accounting and auditing standards. 

 

Ethiopia needs massive investment to upgrade its road network, supply of energy, water 

and telecommunication services to provide the necessary infrastructure to potential investors.  

These are areas, perhaps, in which foreign investors with capital as well as new technology 

should be invited to participate.   

 

Although the 1998 Investment Proclamation Act expands the areas in which foreign 

investment is encouraged, foreigners are still not allowed to invest in the financial sector.  

Ethiopian law forbids any foreigner, including a foreign bank, to own shares in an Ethiopian 

bank.  The law also forbids foreign banks from conducting any banking activities in Ethiopia. 

This isolation of the Ethiopian banking system from the international banking community has 

perhaps the most important and far-reaching of the several consequences emanating from the 

restrictions upon foreign investment imposed by the Ethiopian government.  By denying 

foreigners any role in the Ethiopian banking industry, the government has closed an obvious 

source of much needed capital for banks. 

 

Perhaps more significantly, the government has also closed an important source of 

impartial information to potential foreign investors.  Many investors, especially those who are 

new to a country or region, rely upon their international banks not only for banking services but 

also for information.  For most businesses contemplating starting operations in a foreign country 

in which they have not previously invested, an important part of their due diligence investigation 

is an appraisal of the investment environment and the general business climate. 
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A local branch of their bank can usually be trusted to provide the kind of information an 

investor needs about the practical realities (as opposed to the theoretical legal opportunities) of 

the local business climate.  Because of its contacts with the local business community, the local 

branch of a potential investor's bank can also perform a second valuable function by finding and 

evaluating investment opportunities.  Ethiopia deprives foreign investors of these services from 

their international banks. 

 

If a potential foreign investor is unable to get information from his/her bank, he/she must 

rely upon the government's investment promoters and other local sources which have interests 

which differ from those of the foreign investor.  Information from these sources not only lacks the 

impartiality which an investor expects of his/her international bank, but these national sources are 

unable to perform a comparative analysis which can assist the investor to determine in which 

country, among many possibilities, to make an investment. 

 

Similarly, the restriction upon foreign insurance companies and upon foreign investment 

in Ethiopian insurance companies also deprives the country of badly needed capital. Another 

effect of these restrictions in the financial sectors of the economy is that foreign banking and 

insurance businesses do not establish branches or subsidiaries in Ethiopia in which Ethiopians can 

receive training in the latest techniques and procedures and thereby develop skills needed both by 

them and by the country.  This increases the difficulty of every investor because it inhibits the 

growth of a pool of skilled personnel. 

 

 The financial sector requires highly skilled manpower to undertake the vast range of tasks 

needed to mobilize and allocate resources as effectively as possible.  It also needs help from the 

government.  The role of the government should take the form of regulations to monitor and 

enhance bank solvency and limit finance sector instability.  Building the confidence of the public 

in the operation of the capital market in general, and securities markets in particular, is a critical 

aspect of development of capital markets.  A well-functioning private sector enhances the 

development of securities markets. 

 

Developing securities markets in Ethiopia face several direct challenges:  

 Low level of public awareness about securities markets (the degree of awareness by potential 

investors of investments in stocks and bonds affects demand for securities). 

 The underdeveloped state of the bond (debt) market due to the historical prominence of bank 

financing. 

 Easy access to loans by wealthy and financially sophisticated Ethiopians, and probably those 

with a strong link to the party ruling the country. 

 Problems with the supply and demand for securities at least initially (a reasonable number of 

companies whose shares are publicly traded and a variety of individuals and institutional 

investors).  When too few stocks and bonds are available for purchase and trading, it may be 

difficult to attract investors who may doubt the existence of a large enough market to insure 

liquidity.  On the other hand, in a very low per capita income country like Ethiopia and where 

investment funds are in short supply, demand for stocks and bonds cannot be expected to be 

high. 

 Absence of input by the business community in the formulation of economic policy by the 

government (There is no mechanism in place to solicit input from the business community). 

 

Many prospects (opportunities) for developing securities markets exist in Ethiopia: 

 Ethiopia has considerable unexploited resources.  Ethiopia's known natural resources include 

gold, platinum, tantalum, soda ash, potash and natural gas.  Except for gold, none of these 
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resources has been exploited on a large scale.  Ethiopia also has considerable unexploited 

fertile land.  Agriculture plays a key role in the economy, although the country still uses 

primitive technology and the climate is subject to recurrent droughts due to irregular rain. 

 Ethiopia, with over 100 million people (second most populous in sub-Saharan Africa), 

provides one of the largest potential markets in Africa. 

 The existence of many profitable companies, which can potentially benefit from floating 

shares to the public. 

 The existence of institutions like the country’s Pension Fund, insurance companies, credit 

unions, etc., with large sums of money.  If allowed to invest, they would boost the demand 

for securities. 

 

V.  Conclusion and Recommendations 

 

 One of the main challenges for developing countries like Ethiopia is to improve the 

quality of financial intermediation and resource allocation to contribute to a more rapid rate of 

economic growth.  Recent developments in sub-Saharan Africa hint at benefits to be gained 

because of opportunities from the domestic capital market.  More than two dozen African 

countries have now put in place stock exchanges. 

 

 At the same time, the interest in emerging stock markets by international investors is 

increasing largely due to the possibilities of above average long-term capital gains.  In Ethiopia, 

bank-based financing of investments is still prevalent.  Such a system leads to more control over 

the private sector by a relatively small group of agents.  This stricture could be avoided by putting 

more reliance on market-based financing. Reliance on debt financing, on the other hand, has 

weakened domestic entrepreneurship and has favored government or family group ownership 

with excessive debt ratios.  To avail capital to the most productive enterprises, there seem to be 

strong arguments for developing an equity market in Ethiopia as an alternative to debt financing.  

Unlike banks, equity investors will share in both the benefits and costs of risky projects 

(enterprises) and, unlike banks, their return is not limited to a fixed interest rate but will rise with 

the profitability of an enterprise. 

 

 Ethiopia is in the midst of economic transformation.  A successful transformation 

requires gradual development of the capital markets to support economic activities. International 

experience shows that no universal blueprint or model can address every country's needs.  This 

suggests the need for flexibility in the choice of methods in economic reform that must consider 

the unique features of a country, particularly in terms of the level of economic development and 

administrative capacity.  The success also depends on how carefully it is implemented, as there is 

much potential for good or bad.  It takes time to develop the country's rudimentary institutional 

infrastructure to run the operations of securities markets. 

 

 The following recommendations are suggested. They should not be taken as a blueprint 

but rather as a general road map, which can be revised as experiences are gained. 

 

 The successful development of securities markets requires the existence of enough 

demand and supply of stocks.  Demand for stocks  

depends on the amount of capital available for investment in the hands of individuals and 

institutions.  The supply depends on the number of companies willing to list their company to 

trade shares publicly. 

 

 The first and foremost task in increasing the demand for securities is to educate the public 

about securities markets using the public media.  Organize forums where the business community 
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and the public can learn about the benefits and costs of investing in securities markets.  At the 

same time improve the political and legal environment to build the confidence first of the 

domestic business community and then of the international investors. 

 

 A legal system which not only allows for a clear definition of the rights and 

responsibilities of the contracting parties, but also provides for cost effective enforcement of 

covenants. Through its regulatory power, the government can do much to reduce uncertainty by 

increasing information flows, by punishing those who engage in forbidden activities, and by 

taking measures to enhance investor confidence.  The securities laws may be copied from 

countries with situations similar to Ethiopia. 

 

 Another way of creating demand for securities is lifting all the legal restrictions from 

institutional investors like the largest government pension fund, public and private insurance 

companies and credit unions so that they can fully participate in the securities markets. 

 

 As far as the supply side is concerned, movement towards active private sector 

development, in conjunction with enabling privatization programs and liberalization of trade and 

capital flows, will help boost the supply of securities.  The Ethiopian government can help this 

process by using public offering of shares in future privatizations of state enterprises.  Although 

the lack of dependable financial data poses valuation problems, public offering of shares as a 

modality of privatization would result in broad ownership of firms.  Broad ownership of firms 

would give citizens a stake in the country's economy, thus reducing the resistance generated by 

the discomfort of the layoffs due to privatization and the suspicion that state enterprises are being 

sold to individuals or groups with political links to the ruling party.  Other private firms may also 

benefit from going public.  The advanced nations have several reasons why firms in general 

consider going public.  Among these reasons are: 

 Availability of significant funds for such purposes as working capital requirements, 

development of new products, expansion of existing ones, paying off debt and for research 

and development activities; 

 A publicly traded company is in a more favorable situation to finance acquisitions with its 

own stock as an alternative to using cash; 

 Issuance of equity would help expand debt capacity thus allowing the firm to access more 

readily available sources of debt at attractive interest rates. 

 

Many of these advantages also exist for companies going public in 

Ethiopia.  Experts believe that the minimum number of issues required for the successful 

institution of a stock market is 20, each representing a  

“Float” of 25 percent of enterprise capital.  (See Van Agtamael (1984) p. 45). Ethiopia has more 

than 20 profitable firms that can pay more in dividends than what banks currently pay in interest. 

 

 Reducing government securities-holding requirements by banks and savings institutions 

would encourage government agencies and state enterprises to issue bonds to raise capital in the 

open market by offering attractive rates.  The banks and savings institutions would then be able to 

invest in the securities markets, thus creating demand.  To avoid bank runs, however, the 

government, through its regulation, may limit the equity participation by banks and savings 

institutions to protect depositors.  Other measures the government should take to encourage 

public ownership of private firms include tax exemptions or reductions for income derived from 

capital gains and/or dividends from stocks issued by publicly traded companies. 

 

 Most importantly, the government should help in the development of the debt market by 

expanding auction programs for treasury bills, and federal investment bonds, together with the 
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development of a framework for primary dealer networks in the secondary market.  Along with 

the public debt market, the corporate debt market, which will expand financing options for private 

enterprises, needs to be developed.  The establishment of bond-rating agencies will facilitate the 

development of the debt market.  This is important, because in many countries the development 

of the bond market precedes the development of the equity markets. 

 

Securities markets work most efficiently when brokers, dealers and the like are 

knowledgeable, professional, skillful, honest, and have enough training and resources to perform 

these functions. The govern-ment, among other things, should permit private and state banks to 

act as market makers until such time that the stock exchanges start issuing licenses to dealers and 

brokers.  The government should enlist the services of the International Finance Corporation 

(IFC) for operational and technical advice in training government staff and staff of financial 

institutions (e.g. accountants, financial analysts and lawyers) responsible for the operational, 

supervisory and regulatory aspects of securities markets activities.  This would help in upgrading 

the quality in terms of technical skills and analytical capacity of the personnel in the securities 

markets business. 

 

Furthermore, substantial banking sector reform, including privatization of the largest 

commercial bank, is necessary.  It is also important to enhance the authority and capacity of the 

central bank to improve the health and competitiveness of the financial sector.  For the National 

Bank of Ethiopia to fulfill its role as the monetary and supervisory authority more effectively, its 

authority and capabilities may have to be considerably enhanced by ensuring greater autonomy 

and improving its technical capacity.  A vigorous and independent regulatory body is essential for 

conducting monetary policy through open market operations and purely on economic 

considerations. 

 

The dissemination of market information is another integral part of securities markets 

development.  Since the competition among developing countries to attract foreign capital is very 

intense, there is a need to make concerted efforts to disseminate market information to potential 

investors abroad.  A coherent and integrated strategy to market the country based on providing 

pertinent and timely information to the international investors would help attract direct and 

indirect (portfolio investment through an Ethiopian country fund) investments and invigorate the 

securities markets. 

 

 

Notes 

 
1 Securities markets are markets that provide medium and long-term equity and   debt funds in 

negotiable forms that are issued by corporations and governments through financial institutions 

directly to individuals and different holders 

 
2 Capital markets include both securities markets and “non-securities markets”.  Non-securities 

markets provide non- negotiable medium and long-term debt funds through financial institutions 

such as commercial banks, savings and loan institutions. 
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