Some Aspects of the Development
of Capital Markets*

;

Over the past two years or so, the development of capital
markets has virtually become headline news, at least in the world’s
financial press. Much of the discussion has related to the possibilities
of expanding the facilities available to borrowers in the European
capital markets. It was sparked off by an official Report produced
by the United States’ Treasury,** itself a by-product of American
difficulties in resolving their recalcitrant balance of payments pro-
blem. At the same time, the discussion has a wider relevance,
especially for those developing countries that already have an estab-
lished banking and financial infrastructure. In this article, it is
proposed to look more particularly at the problem of capital market
development from the point of view of the “ users” of investible
funds, though this will necessarily lead us on to consider the pos-
sibility of institutional innovation and jor extension as a means both
of assisting in the formation of saving and of its allocation between
alternative uses.  Consideration will also be given to some of the
difficulties “ users ” may encounter in obtaining access to financial
resources adequate to meet their needs, Nor is this only a matter
of availability, Price considerations, too, are highly relevant. It may

v

* This article is based in part on the results of field work undertaken both in Western
Europe and jn Asia, All the major financial centres in the former were visited during the
summer and autumn of 1965 and a number in the latter during the period December 1963
to January 1964, Reference will also be made to United States expericnce, with which the
author s likewise conversant,

™ Sce 4 Description and Analysis of Certain European Capital Markets, being Paper

No. 3 of Economic Policies and Practices. (Materials prepared for the Joint Economic Com-
Inittee, Congress of the United States Gavernment, 88th Congress, znd Session, Washington,
D.C.). United States Governiment Printing Office, 1962, Interest has also been expressed. by
several international organizations as well as by rescarch groups organized by private financial
and other intercss, Finally, there has been a developing academic interest in this feld and, in
addition, certain University cconomists have been associazed with enquities initiated elsewhere,




6 Banea Nazianale del Lavoro

204 ,

sometimes be the case that needs are being sul.)stal}tmlly 1:1zlc::;'El L);xrtn z:
i i interest rates, Likewise, it may sometin

a relatively high level of i  rat i oesting

i biective of maintaining
be the case that, given the obj | xisting
relatively low level of rates, important usecr needs are not in f

being adequately met.

|. The Bases of Analysis

Prior to discussing “user” problems in greater det'all, it is
pertinenf to remind ourselves of certain fundamental gogs@crat&z:
hasi i kets. It is an economic axiom
basic to any study of capital markets. o :
resources lrhuman and material — are scarce in Ifala;lon tc; :::}}112

\ . L. e of
- which: ight be applied. Choice 1is therefor
ends to which they mig _ _ o ot the
' i blem, the basis of our decistons .
essence of the economic pro ) : i os (to the
: . he price mechanism) being a comp
extent that we do resort to t m g 2 comparison
[ One of the choices which pe
of cost and monetary return. which it is open

us is - nsume today or to defer p
to us to make is whether to co me tod _
é,onéuinptioﬁ until tomorrow. While it is true that in gcneralmv:c

roduce only in order to consume, We — O OUr SUCCCSSOTS —r;- arcf{
ll:'e able ‘to consume more in the future prgwcflc;i Wct ari tpm% d
consumi ; t is the purpose of Investme ,
to consume less today. Tha Ivatment A
& ‘thd : the tests of the market place, we
the extent thdt we -accept st e et e highest
proj i hich to invest those that offer .
choose as' projects in w ¢ offer the highst
has been made for risks
net returns, after due allowance : arious
kinds inch;ding the risk of obsolescence, sonrhglcs ctijf exprggsé;l:ilgzs
, i : X ’
' - chi tments must be based on e :
In'the nature of things, all investments 1 R g
) i ince nothing is ever certain. 1
of one kind or another si . : itain, 10 deciding
‘make particular investments, much dep
upon whether to ma s igement
] o) i the potential investor, on his j :
the information available to ‘ is Judgemert
is co i judgement, and on his attitu
on his confidence in that judgement, . itude o e
i i domestic and internationa )
Finally, both in the fields of nal investoent,
decisigr;s may well be influenced by (la?ctr;-cconomm criteria
speci “consi ' f social policy). -
éspecially by considerations o ‘ _—
pIn (})rrd-gr‘ to. invest, resources imust be }nadc ax;al;lalillc rf:triol:l ¥y
pufpose Both within the individual enterprise and for the
economy as a whole, fhe
aijpropr}irate resources, and, whether thc. 1_"6211 resources h;:: et
accumulated already or are yet to be acquired, m;x{ mo;l 2 }irs -
ﬁ‘omy this means a continuing access to ﬁnancc.:. ﬁi}nc ,C B
availability of financial capital that makes possible the acq

this postulates an ability to command “the
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and retention of real capital resources in the form of the buildings
and equipment and stocks of raw materials essential to production.
It is with the provision of financial capital and its allocation to
alternative uses that 5 capital market is concerned. The most pro-
minent source of financial capital is the flow of funds originating
in private and corporate savings, but not every ingredient in this
flow is permanently available for investment, Hence, if funds are
to be fully utilised, there must be some mechanism that will facilitate
a withdrawal of funds as well as their commitment to medium- or
long-term investment. Again, this is a function of the capital
market, which provides the means whereby securities (or claims to
financial capital) can be bought and sold, so that the holdings of
those who wish to withdraw funds by sclling securities can be
absorbed by those who wish to invest funds by buying securities,
the supply of and demand for the several types of ‘securities- being
equated by appropriate fluctuations in their respective prices, In
addition, there will be movements of funds and shifts in demand
as between the several sub-markets for securities and this will tend
to establish a degree of consistency between one price and another.
This same market can also be used for the purpose ‘of floating new
issues, in that way providing financial capital for: the: initiation of
liew cconomiic enterprises, or the maintenance and further develop-
ment of those already ¢xisting, B

The primary source of funds for investment is - private and
corporate savings, which where they exist are likely to be supple-
mented by the undistributed profits of the nationalised “industries
(really only another form of corporate savings) and — from time
o time — by any budgetary surpluses arising in Govérnment
accounts including those of local government. So far as private
saving is concerned, the motives are various and sometimes very
complex, but an obvious prior condition (of considerable relevance
for the poorcr countries) must be sufficient income to ensure that
there is a margin available for saving, Where saving is possible, it
can only becomec actual if the parties concerned abstain from cotts
suming part of their income, '

Yet saving may take place but not be made readily availablé
investment either because of conservative social attitudes or
because the appropriate institutional machinery is absent. This kind
of situation is not confined to the less developed countries; to some
€xtent, it obtains in a large number of countries, However, where

for
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an adequate infra-structure exists and incomes are more or less suf-
ficient to provide a margin for saving, making available a supply
of funds is likely to present a much less serious problem than obtains
in the less developed countries where one must first stimulate the

rowth of income such that it will exceed the minimum level at
which saving becomes possible.

Given a sufficient level of income, what are some of the motives
that prompt individuals and corporations — even governments -— o
save? Individuals save in order to provide for contingencies, or
retirement, or the possibility of early death. Because the future is
uncertain, some saving will take place, simply as a precautionary act.
The amounts actually saved will depend largely on the attitudes of
respective individuals, some of whom will be more provident than
others. Even so, a great deal of saving by individuals has today
become institutionalised — in the form of the regular payment of
insurance premiums, superannuation provision, or the gradual repay-
ment of a house mortgage loan — and to that extent is virtually
automatic. In the case of business corporations, saving is scen to
be the result of an even more automatic process. It is a condition
Both of survival and growth. Gross corporate saving must at least
provide for the maintenance of a firm’s capital equipment and for
its ultimate replacement whether this be necessitated by wear and
tear or by obsolescence. But for a firm to survive, it must also
usually grow and some positive met saving must, therefore, be in-
cluded in the gross figure. How much a firm will save (and re-
invest) will depend largely on profits, i.e., on its income, but, subject
to some fuctuations from one year to another, a large part of
corporate saving is clearly “ automatic ™.

There remains the question of the importance we should attach
to the level of interest rates as an inducement to save, Automatic
and semi-automatic saving will be little affected by the level of
interest rates, This is virtually certain so long as changes in the
level of rates remain of modest proportions, In the modern world,
that would seem to be quite a reasomable assumnption. There may
be some marginal influence, if there is a sharp rise (or fall) in rates,
but even so it is likely to be small. Given relative stability in the
value of money, the level of income — and therefore ability to
save — remain the primary determinants. But changes in interest
rate differentials can bave an important cffect on the particular form
or means of saving that is chosen, For example, if a new savings
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“bond is issued carrying a relatively hi it is li

funds previously hZIdgclsewhcrc {h};zgh}frt}rlatc’ N lil o Csarily
fnds previ d ¢ e, gh there need not necessarily
' ny net increase in total savings, Indeed, not infrequently, fiscal
~C01?Sldera‘t101'15 (i.c., the relevant tax arrangements) may well Iil
quite as important as the actual interest.rate and will, therefore be
incorporated in any calculatons of yield. , o

Yield doubtless measures in some degree the marginal incon
venienice of abstaining from consumption, without which abstinencc;
there could be no saving. The individual interest rates that together
-rnake. up Ethe structure of rates will measure much more dircct% the
tnarginal inconvenience of parting with different degrees of liquyidit
for a specified period, i.c., the less quickly and easily a holdin 0%
funds can be converted without substantial loss into actual cashgfbr
purposes of expenditure, the higher the rate that will have to b
-offerta(fl in relation to other rates currently obtaining. ‘ ’

_Likewise, onc might expect that the several interest rates at
‘which funds are being supplied would play their part in rationin
out tota.l available resources as between the various possible uses anfji'=
1:.; r:li?;gs bfro?dly Ii)ruc that the structure of interest rates does serve

s of sieve m i i j j
o e Sif;ing, cans of which capital projects are subjected

In simple terms, the sifting effect is achieved within the ptivate
sector by comparing with the relevant rate of interest the carnings
likely to be derived from a projected investment in real resourccg;
ie., by comparing the relevant rate of interest with the ex ected
rate of profit. If the rate of interest is low in relation to the cxp cted
rate of profit, there will be an incentive to increase the rate of gfveét—
ment in that particular economic sector, This will mean ‘an in-

-creased demand for finance and a tendency for the relevant rate of
interest to rise. But as the rate of investment increases, the marginal

~cost of producing capital goods and of securing additional labour

ta}rlld raw materials will tend to increase. This will tend to reduce
¢ cxpected rate of profit. Moreover, the greater availability of

capital equipment will also tend to depress the prospective yields of
existing capital assets, It is the convergence of these two sets of

f . i
orces — the one tending to push up the rate of interest and the

-okt)hcr to depress the expected rate of profit — that tends to bring
-about equality between the two rates,

Conversely, if the relevant rate of interest is high in relation to

“the expected rate of profit, there will be a tendency to curtail invest-
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ment. As a result, the prospective yield of ex1stxn§ ;agg:;lé a::ls(f;z
will gradually be raised as these assets wear out an 'HCmcan more
limited in supply. The cutting back of 1nvf:st“.¥1r1en‘c-limt e  some
reduction. in the demand for finance and this wi end (:: owe
interest rates. Again, there will be a movement tc;war fslt quality
between the rate of interest and the expected ra‘tc of profit. .
At all times, however, the shape of the capital f;tructurenlf t:lae
country must be borne in mind, For example, ncwb;lnvcstm.e Xistiny
‘be the means of using in a new and more proﬁtfa e ‘:Z?Ya:scts m%
and complementary capital resources. Sm31larly,_ i ca\p1t ] asscts ace
allowed to run down, their prospective yields nll)ay no t1h  fact sise
in consequence of the reduction in t‘hclr st}pply, ecause ¢ ¢ relevant
capital items may no longer .bc available in tl‘ic apprgpna:f relztofing
tions. Again, new investment may bc the only mcamsn‘:: Jesoriug
their profitability. But it rematns true that if 1m;cst g 4 is 1}) ched
to its ultimate limits, prospective returns I_nust bf" Or{iT ) ,W ince
eventually one would reach a situation 1n which. all goods woul
“he “free”. ‘ -
e There can be little doubt that if int(*:rcst rates were pltshigshéfg
“enough, only the most proﬁt-able. ~ or risky — investmen ;f) o Edel'-s
would be followed up. There will always be a propqrtlioy Oth" ders
and investors prepared toBacccﬁ.t ak%l%h cflcsg;:;?;ft;f : I;r:cst rzcnt pis
i - gain. But this kind of s .
';io?)aﬁ; Slr?; rtax}fiicgthan a bubble on the “ steady st.rea;_n Of; Oc;r:;tf:—
rise . It is only when the “capital dc:vclf)pm”ent 0 ha . Hy
gccomes a by-product of the activities of a casino that t ;ie 1sM z; rz'
real danger and this the authorities ml_lstlau:n Lo przy‘;:’n L Mo
generally, expectations as to yields are 1_1ke ¥ t]g ave T
foundation, though risks there always will be, because o
tainties of the future.

This is likely to lead businessmen to act “ beatishly 7 in their

. L) . O
investment decisions and many of them will only' be mducctclf1 r(t:e
“invest if they can reckon to get their money back in two or

years, although they must know that the useful life of their asset

e . . nt
is much longer. The probability of cbsolescence is one 1mpo;ltla:)rt
‘rcason for the tendency to operate only on the basis ofl a veg{ hort
“time horizon”. The prospective rate of profit k};ase mih Ectivc
i ? will tend to become the a

tions and the “ state of confidence ne the active
influence in the making of a business decision and consideration
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based on the calculation of interest costs are likel
swamped by these other factors.

Yet it would be wrong to suppose that changes in the level of
interest rates have no influence whatsover, Expectations and the
“state of confidence ” are themselves the product of current ex-

 perience and of expected future experience, In this context, price
expericnce is particularly relevant and the prevailing structure of
interest rates will quite obviously be part of this price experience.
Indeed, the significance of the rate of interest is likely to be much
greater than might be indicated merely by the proportion that
interest payments bear to total business costs. Because the rate of
interest is still regarded as one of the most strategic ™ prices in the
economy, current and expected levels of interest rates can be assumed
to excrt an important psychological influence on the formation of
business opinion. Moreover, the current level of interest rates will
usually reflect the extent to which finance and credit are likely to be
available and, despite the size of corporate savings, the availability
of financial capital remains a highly relevant consideration when a
new investment project or a business expansion programme is being
planned. Tn many ways, it is this rather than the rate of interest
that borrowers are prepared to pay which provides the framework

of the sieve through which all projects that come to the market
must pass,

y to be somewhat

There are frequently two aspects to this, In many countries,
at least part of the public issues is subjected to some kind of vet-
ting — official or otherwise — in order to establish a “ queve * or
arrange a “ calendar ” of dates for the approach to the marker, In
addition, even when a realistic rate is fixed as the basis of the offer
before the launching of a new issue, not infrequently such issues will
either be underwritten or their marketing facilitated by arrangements
for placing the relevant securities through the agency of a group of
banks and/or other financial intermediaries, By these means, the
borrower will usually be assured that the required finance or a high
proportion of it will in fact be available.

- Even when a firm finances an investment from internal sources,
one might expect that some attention will he paid to market rates

-of interest. If the businessman acts rationally, he should debit him-
~self in his internal accounts with interest charges for the use of his

own funds, at a rate determined by the alternative opportunities
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forgone as a result of cmploying his own funds. wlt};,n}nthcr:;j;nis;;
instead of investing them 0ut§1de, due allowaﬁlccf ‘t: Eusincssmcn
different degrees of risk. It is true to say It at 1?0 businessien
demonstrate quite this degree of rationality. It is aWha}t) obable hat
not infrequently internal rates of. return g:ic sot(rilcb e el
the best available outside alternative as evic ence yb ' yiels

The decision to plough pl:OﬁtS back u‘lto the 'bL;SH::Sthé d o
maintain and expand olnc’s equlpmearlllt 105 jflllyasbgo;fllsti(f:i oy e
of one’s own financial resources ¢ ally ied by arg

: advantages of some degree of financial a my,

,L?lerﬁoi;:sil?r:cl:lt tlilflowlcdgegof the relevant risks, on ﬁscal ic:)l;sfﬂzx;
ations. and on the need to grow — a firm that does not g can
, gh admittedly there may be gomcmemt?mc
building and prestige considerations thrown in, fA; ; cs jih eactionf
it is important to appreciate the C(.)nscquenccfs Onci itz et the
Part of the supply of funds that might have fou ‘

i ds
capital market will not now become available and, because funds

L ] -
have been diverted from the market for the purpose of selii ﬁrzlantc; f;g;
rates to borrowers who do approachhthe.rmar(lget tr}ilca)é . nir;nd > >
i been otherwise. On le,
higher than they would have . e o
i hat some investment projects t
sy e . ently being launched
i i ields than many that are currently 7 lau
relatively higher yields : cing launchec
urces necessary to imp
ill be starved of the financial reso et
:;Hansion and development. Hence, to the extent tclllat t}{fr:l Vcca;in a
m;)rket proper is by-passed and firms are prcpar}cl. htotxavaﬂablc
icipati f prospective returns lower than the highes
3nt1€épat10n O(dpl Eilowam:e being made for different degrees of
outside rate {due a ' : . 0
{r)isk) an optimum utilisation of economic resources is unlikely
3
be realised. . . -
In addition, there is often a whole ran%e of 30312111 C(;ns;g;riiﬁgy
within the framework of an
that must be accommodated . _ et
relating to capital markets. Quite ap:jtlrlt 1f)rc:»m t_hc Orog;f::fa;g)rms :
»  there will be various
“ queue ” or a “calendar”, . \ ms O
inctlervention by the government or its agencies calcula&;i 'tt())u:i?}[)lpof
‘ment, to inAuence, or even actively to refcjru!attc:1 télcr en1ts E—om n o
2 i .
i i . the final result is di !
investible funds, such that ; crent o o
1 hrough the relatively unfette per;
would have been achieved t : Y ered e
her words, the investible res _
.of market forces, In ot e e that
i i llocated by means o _ ‘
in each economy will be a : v
represents a combination of market mechanisms and gover

only stagnate — thou

Some Aspects of the Development of Capital Markets 271

intervention. The latter may take several forms, Direct action ta.

supplement the availability of funds (most frequently to certain
favoured economic sectors) may take the form of creating new
specialised financial intermediaries, or of directing savings towards
certain privileged users, or of furnishing “ guarantees ” in order to
buttress ‘the creditworthiness of the borrower, thereby enabling him
to raise more readily a larger quantity of funds than would other-
wisc have been possible, or of regulating either dotnestic access to
foreign funds or the availability of domestic funds to foreign bor-
rowers. It is also possible to supplement the resources likely to be
available for sclf-financing, e.g., by generous depreciation allowances
or accelerated amortization provisions, Again, action may be taken
to influence the costs of financing — by resorting to subsidised
interest rates for approved purposes, as is in fact done in a number
of countries. Fiscal concessions, too, favouring certain forms of
financing (c.g., bond or share issues) or certain uses of funds (c.g.,
for residential construction) may be employed as a means of reduc.
ing the costs of raising finance and of developing the use made of
a capital market. Likewise, restrictive action might be applied to
investment demand — e.g., as a result of decisions affecting bud-
getary expenditure, or controls imposed on the cxpenditures of the
local authorities or of the nationalised industries, or a reduction in
the granting of building licences. F urthermore, the monetary author-
itics can exert pressure both generally and sectionally by implement-
ing quantitative and qualitative (or selective) credit controls,

The relevant social considerations will vary — often to quite a
sighificant extent — from ohe country to another. Nor in the light
of the considerable differences that obtain in the social philosophies
of various countries is this very surprising. However, it is no part
of our present purposc to attempt an explanation of variations in
social attitudes. It is sufficient here to cmphasise their importance
as part of the environment within which a capital market has to
operate.  Moreover, it is largely as a result of introducing social
considerations that the policy-makers face a real dilemma, when it
comes to the choice of an appropriate level and structure of interest
rates. It is useful, therefore, to consider what in this context the
implications of the policy choice are for the ultimate users of invest-
ible funds, L

While freely admitting that it is dangerous to think in terms
of water-tight compartments and acknowledging that one category
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necessarily merges into the other, there would nevertheless seem to

be three main possibilities: (a) a highly regulated interest rate struc-
ture, with the object of pursuing a low rate policy (Norway is the
leading example in Europe and cven there the control is by no
means complete); (b) relatively free capital markets, which because
of the pressure of demand sometimes experience higher rates of
interest than the authoritics are prepared to countenance (Denmark,
and to a lesser extent Western Germany, might be cited as appro-
priate examples under this head); and (c) the large number of coun-
trics that fall somewhere in between and which attempt to influence
interest rates to a rather greater extent than under (b) so’ that the

- level of rates is more directly related to the current requirements

of the economy; even so, certain rates may be actively subsidised or
regulated in order to ensure that particular forms of economic activity
are accorded the priorities that society ‘is thought to demand.

In 2 way, a closer look at the third categoty, which in a sense
is an amalgam of the other two, will help to highlight the nature
of the dilemma. Given the current state of the economy in a country
at any particular time, it may be appropriate on accasion to raisc the
level of interest rates as a whole, and at other times to reduce them to
lower levels. But, if a country persistently pursucs a low rate policy

i.c., in effect, largely rejects price as a regulatory mechanism), it
can only maintain this policy when the pressure of demand for
funds is considerable, provided it is prepared to regulate directly
the allocation of funds between their several possible uses (1). In
these circumstances, extra-market criteria must be invoked; neces-
sarily these will be arbitrary in character and will reflect chosen social
prioritics. Moreover, there are limits to what direct regulation can
achieve and, once the pressure begins to build up beyond the levels
of tolerance, either leakages (c.g., black markets with high prices)
begin to develop, or a political demand for some modification of
the low rate policy may emerge. In any event, therc are doubts

(1) In Norway, not all credits are in fact subject 1o regu-latién and, as a result of the
pressure of demand, rates of interest in the unregulated sector have tended to drift upwards.
In these circumstances, banks and other financial intermediaries have found it more profitable
1o lend in these directions and the priority sectors (such as housebuilding, municipalities, and.
issues of bearer honds), which it was intended to © pratect ™ by keeping the relevant interest
costs at a Jow level, have as a result found jr difficult to secure acces to sufficient funds.
At the same time, the maintenance of low interest rates in these sectors has tended to
stimulate 3 somewhar larger demand than. might otherwise have ariginated on this account:
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and at leas o . .
ar ;Idiglc ait;s;ts | some . consideration will be given to possible policy
freerAl;e;ré?;Z:I&]lf it 1}5} decided to allow market processes to operate
e a,r e ?Cl.‘l the pressure of .dcmand is high, interest rates
oo e ke )Off gcnsc. Moreover, the increase in rates will affect the
e r e;%ert ) :OIIO}‘IIIF activity and, to-tl.lei extent that high interest
rtes do restrictive mHucn(fc, activities such as the provision
or sulllg are 111<e1y to suffer quite as much as others that might
: Ocr e;:g} f:1 cto ‘ljljv.c a Iov;er social priority. Hence, if (as in Denmark,
for h‘Ph,l ring 1665) th? effective interest rates on mortgages
. o high levels, the authorities are apt to become concerned and
;?1 Iosc. some of their enthusiasm for the virtues of the free market
rsoc;:}mo;lls ways, the_y then begin to intervene to ensure that specific
socia p 1or1[§ws are in fact met and the operation of the market
Circ(:u rilllsliztllllc esccl(])llzms_flcss free. This is the dilemma: at both cﬁtf_‘emcs,
rendeney ‘th(;refozc oirscefoar (igl(:)):tr:turcdfmm accepted policy and the

. cy X and m i
pragmapc approach based on a relatively c;izecgiﬁfggsgf)of fl?(lzloviic:
t::;zz];amsm,_th'oygh' subj'cc=t to the constraints of a social framcvgork
on, priorities that in their very nature are arbitrary,
o Sind}eedf, if one were to insist on an objective test of adequacy
pply for particular uses of funds, it could only be ability to
pay thtzl market price. ('Jlearly, this is not a test that s univergall;
x::cp{tg : At the Sfxmc time, thfl‘c it is rejected, there can only be
o main grounds for such action: (a) the imperfections of th
market (due to frictions and other possible impcdimcnts‘t.o the f .
?ovir of f.u.nds); or (b) .for reasons of social policy involving ac p-(l)ﬂfi(j |
[;f;rk (im;f;gﬁ;u Yet existing imperfections in the working of the
A f;mnri may be the resu.It of previous political interven-
ron (;b.j,c CtiyvcsscaI ; (S'n monetary action) ca'lculatcd to achieve stated
e o 1 d s 1510t 50, there will be scope for improved
ciency i working of the market machinery. It ‘might be-
ght that another relatively. objective test could be based on a

statiss . : > .
 statistical comparison with: experience in other countries, While

such ari i

o r;lvzomllalanscfn may be useful in a general way, it is unlikely.

° £ic ide the kind of test we are looking for, because socio-eco-
attitudes and conditions (as well as the scope of market

arrangements) can :
: vary ver -
another. y Y conmderably from one country to
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What we seck is an objective means of deciding whether the
available financial resources are * adequate ” to satisfy the n}vcsténelnt
i de upon them and — if, on the basis o the
demands being made up her o i wiftively
structure of market prices obtaining, these fu.n s are dg ively
rationed out amongst the several competing deman s — 1
will be no “areas” where financing nceds are not being prod
perly satisfied ”, in the sense of there being an unsatisfied demand

© 3

' 117 ”%
sistent structure of price relationships Wguldg:n;ure th.at a S:ji:;ceof
intai made of the various ,
was maintained between the uses
financing, and especially between own funds and external funds,
and between bonds and equity financing. e
Nevertheless, the market place will only be c:;l,palz e o Erov_lE W%;
the basis of an cbjective test of the © a%equacy X ) slxp;gjl;l slincss
ini f rationality on the part o -
can assume a minimum degree o“ tionality ‘ ft of businets
i frictions ” or impediments to
men and the absence of major - in
free flow of funds. If the market mechanism d0§:s not in falc.t ;v'l(')trk
frecly because of “ frictions ” and other imperfections, the reliabi hl vs.
. . . .
if not the objectivity, of its tests will be called in question. In.t S; :
circumstances, a coherent and consistent structure of Pri'cc]il 1sb -
likely to be established and there can therefore be no r'c ia 1cl: t ﬁg;r,
of reference. For example, some busmcifm;n may nc;ttg:sp{;“iblc
i ivity | to take full advantage o |
investment activity far enough oF the possbe
it ffering and the tendency will be .
opportunities that are o ind | e T ot
igher than the re
expected rates of profit to remain _ ' X rate ¢
ing:rcst. Other businessmen, in cmployLng_ thglrcfgzic :néztiona%‘
investible funds, may usc as a basis of r ¢ 1o
B e ilable outside invest-
i than the best available i
rates of interest that are lower : ide Invess
§ i rket yields. Here again, g
ment alternative as evidenced by ma 282 houg
i ¢ is a failure to use the available resour
for a different reason, there is a : . ble resore
| - case, insufficient funds are beihg
to the best advantage. In the one c ; e being
employed to take full advantage of the investment oppgr:cunétlmssénse
already exist; in the other, funds are being m1sd1rfi-:tc in the
that they could be more profitably employed elsewhere. ' ”
Even if we can demonstrate that in a freely W(.)rk%ng m?r )
price and profitability do provide the basis of :111:1 Ob]eCttNt(':hj iesa; ag
n indicated) would accep _
no means everyone (as has bee his a3 2%
appropriate criterion. It may be, for cxamplci)lth?t thtcibllcvfunds.
interest rates necessary to ensure that the a\faila e mvgs e e
are effectively rationed out to potential users is thought by an ¢
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government to be too high and that some other means must be
found as a basis of allocating scarce resources.
may well decide to establish a list of social prio
of decision cannot be subject to any known ob
sarily, it is arbitrary in character and must

rejected — on frankly socio-political grounds,
circumstances,

Such a government
rities, but-that kind
jective tests, Neces-
be accepted — or
But if, under these
some sectors of the economy are able to secure access.
to more funds than would have been the case on the basis of an
approach to a frec market, it is certain either that other sectors will
now anly be able to command a smaller quantum of resources than
would have been the case in a free market, or that within the frame-
work of an “ administered ” price structure they will now be obliged
to pay more for the use of investible funds than under free market
conditions, with the probability that they can only afford to use a
smaller quantum of investible resources. There can be no means of
providing an objective test as a basis of reference for arbitrary
administrative action, whether this is calculated to achieve a direct
use allocation of investible resources or a new structure of admin-
istered prices that will encourage a re-allocation between users,

Il. Problems Relating to the Corporate Sector

In the context of developing a capital market, the essence of the
problem is how to “transform ” savings (which usually become
available in liquid form (2) and are therefore virtually the same as
investible funds) into actual investment. In varying degrees, this
remains a problem in all countries. In some, the institutional ma-
chinery is more efficient than in others and there may therefore
seem to be no problem, but cven within the most sophisticated of
market structures difficulties may be experienced from t'me to time,
blockages may occur, or the Alow of funds in certain directions be
retarded. In other contexts, improvements could undoubtedly be:
made in the working of the machinery., Sometimes, it may be
Decessary to set up new machinery, or to provide fiscal inducements.
to change. But always there remains the problem of how best
— within a particular environment — to transform * such savings.

e e

(2) This is most obvicusly the
form of cash balances or bank
short-term,

case when savings are held (however temporarily} in the
deposits, But there are also other means of holding funds at:
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into investment. Whether the mechanism cmployed is af dmict gqu::;
tion of corporate saving (resulting in the generation of cash flow
with industrial investment (by means of self-financing) or l:;m cqu:ft;
tion ‘achicved through the operations of the 1r:fnrkct as such, one it
concerned in both cases with the problem of ?ransformatéon h f
is fruitless to maintain (as some (do).thatFthere 1s}n; ;ca(l)r i:::lts tri(;)
1 i i in France, Japan,
savings in this or that country (e.g. ance, :
S th%: problem of “ transformation ” remains: how to canalise the

flow of funds towards and transform it into actual investment.

There is also a risk factor to be considered, When bz}nks (anlr):l oth;:r
financial intermediaries) accept funds from the pull)lllc (t:.gci yew()%
of dcposit), they offer in return (and contractufa “y)t ;“fgg; i(; o
+ liquidity and/or security. But, in the process of “tr .f ng
such funds into investments (e.g. th'rough. the age;c;grh.o .a.n e
loan or a “ participation ” : t}.ley }?re m;ltlrrfu;glsssrlit igtt li lf:inlancial
heir business) and, in the event o , 1t 1 nanc

;lrft::urﬁ:;i:i-y that will )bc liable. But before 'attcrﬁptmg ltodot;i:;:
ways in which the transformation problem might be resolved,

are one or two specific problems that deserve our attention.

Self-financing

As already indicated, sclf-ﬁnanc.ing is a mcaln.s é)f: ts:i:;in;lrﬁisz
direct equation between corporate saving and actua 1{1 gs( fal inest
ment. Since notional rates of interest are seldom applie ant rhere
conventional rates are employed, they rarely reflect c‘urrfi) : Zssin
pected market rates), self-financing virtually represents a by E twg
of the market mechanism, In this matter, there Se}fml ;Ob Crnofc
rather opposed views: (a) those who believe there hs ouo riion e
self-financing and who deplore any tendency for the Pl(‘i [z(; on o
total investment that is self-financed to flag (thesc tend b
“ practical industrialists 7 or those who represent thm; vu:wsm,a e
(b) thosc who maintain that, given the f‘flllurg to re crdtoto arkel
rates, rather too high a proportion of total investment teiln s;amé rive
from corporate savings that are ploughed bacl-c into 5 cb me co
cern {this view is accepted by many economusts and by ,

i ho.
operators — sometimes by governments; in short, by all t%n;lset Wscr:
for whatever reason - he it a vested interest or not -~ wish to sec.

the development of a broader and more active capital market proper).
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To put it as baldly as that is to oversimplify, but usually there is 3
policy emphasis one way or the other; it is largely a matter of degree,

In fact, therefore, it is not a simple choice between one view
or the other. The matter is also complicated both by past history
and by local environmental factors (such as legal conventions and
the structure of industrial ownership) and these vary from one coun-
try to another, If one is to attempt a summary of some of the more
significant factors, the evidence suggests that in recent years there
has been a redistribution of income in many cconomies {in conse-
quence of the upward revision of wage levels). As a result of the
related increase in wages costs, profits have been squeezed and there

has been less corporate saving, This does not necessarily imply a
diminution in the total supply of saving, though if the marginal
propensity to consume of wage-carners is relatively high, it may
do so. Should there be a decline in voluntary saving, some would
suggest that the deficiency be made good by more public saving,
But not everybody would accept that solution, Indeed, some would

regard it as having dangerous implications — in terms of excessive

interference by the State. Even if there is no decline in saving,

such redistributions of income may complicate the processes of
transformation.

Alternatively, there may on occasion be an attempt by firms or
corporations to re-establish the former pattern, initial increases in
wages costs being followed where possible by rises in retail prices,
though if this were pushed too far the prices of domestically pro-
duced goods would soon become uncompetitive even within the
home market. But any such attempt would operate to re-absorb the
increase in wages incomes (3) and thereby to limit the allocations
that employees could make. to savings, At the same time, firms
would be able to restore profit margins to the old levels and to -
revert to the former emphasis on self-financing, Nor would it be
casy for the monctary authorities to prevent this. If they restricted
the supply of money and reduced the liquidity of the economy, this
would tend to depress the levels of employment and of incomes. The

{3} This would be s0 to some extent even in the most affluent sacieties, but the consumer
may tefuse to buy ar the higher ptices and, in this way, stll maintzin his savings, In less
affluent societies, where the range of commoditics affected is less likely to inciude © luxuries ¥,

consumer resistance is less possible, There is in any event less margin for saving and this
margin will now be reduced even further,
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margin available for saving out of income — whether corporate or
personal — would shrink and,there would tend to be a reduction
in investment. An alternative possibility that might cushion corpo-
rations against the effects of a profit squeeze would be the revision
of tax arrangements (¢.g. larger amortisation allowances) such that
the generation of cash flows by corporations was restored to its.
former level, provided only these funds were used for the purpose
of sclf-financing the corporation’s investment programme.

As has been noted, a fairly general criticism of self-financing:
by industry is that companies which rely to a large extent on internal
funds are subject to no real check on the relative profitability of
their investments, such as would be imposed if they were obliged

to compete for the necessary funds in the open capital market. More

generally, self-financing operates to restrict the free flow of capital
by confining its use to particular companies, instead of releasing it
for allocation through the agency of the capital market to firms.
that might use it more effectively. It is not without significance that
the most dynamic companies in the United Kingdom are among
those that rely least on self-finance (4). On the other hand, in both
the United States and in Switzerland it was maintained that the
more aggressive (and, by implication, more successful) corporations
were inclined to rely more than the others on self-financing: This
diversity of experience no. doubt reflects in part differences in busi-
ness attitudes; it may also be due to environmental differences and

especially to the respective fiscal arrangements that obtain in the

several countries. _ _ :

While it is difficult to conceive of optimal limits to the amount
of self-financing that might be undertaken, business firms certainly
tend to think in terms of -a minimum resort to external sources of
finance, if only because many firms tend to equate self-financing’
with a capacity to grow without losing their © independence ”, This-
is true both of small family firms and of some of the great indus-

(4) There could be several reasons for this. First, in order to grow, it is necessary-

to be competitive and this doubtless means greater emphasis on turnover and less on gross
profit margins (i.e., prices will tend to be kept down to lower and more competitive levels)h
Secrond, whatever the absolute level of undistributed profits, rapid growth may also requ.re

access to increasing amounts of external finance, so U

the rates at which it becomes obsolete, will ten
the cash flows will bave to be devoted to making good capital consumption.

i

hat as a peoportion retained profits witl:

fall; Third, and again in consequence of rapid growth, wear and tear of equipment, if not
d to increase, so that a higher proportion of’
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trial gi i f whi i
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By ;Islc saine time, it is not intended to suggest that self-financin
o Fanpm at Irlry.:ltte;t'-oilfI courlsle be actively discouraged. If this were
» there might well be a sharp reduction i |
10 appen, . p reduction in the total flow
‘s \;}nfﬁ in :111 country, smr-:c. corporate saving is usually a significant
(}))f tof d ;IdvgrsOI(Z and addéudonal income that passes into the hands

y way of dividends) is likely to b

on consumption. Furthermore, i ies, thenp oy

. , 10 some countries, there mav b
o _ , e a
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The “ Gearing ™ of Capital

In - . . - : .
ﬁnancialth:cglgﬁdt Kmﬁdom and the United States, business and
: sts and accountants. have be
with the problem of maimet . en much concerned
cm of maintaining an appropriate bal
s _ ppropriate balance between
hdldigart gfda company’s resources that derives from equity capital
gs and that representing debt (including loan capital such as
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bonds or debentures) (5). What is regarded as “appropriate” will
certainly vary from one economic sector to another — indeed, from
one country to another and, in any event, is not something that can
be regarded as fixed, Where conventions obtain, they are necessarily
somewhat clastic, but in general terms what is appropriate to an
industry or firm can be related to the degree of risk that applies to
the undertaking concerned ~— the greater the risk, the stronger the
case for equity financing (6).

The notion of capital “ gearing ” also has practical implications.
Usually, there is a fiscal advantage as a result of resorting to debt
rather than equity finance; in an age of inflation, too, the burden
of debt becomes less and less with the effluxion of time. Hence, if
a company is under-borrowed; there are likely to be advantages in
increasing the ratio of debt to equity. (Yet it is sometimes the faster
growing firms that resort most fo equity finance (7), no doubt
because their rate of growth renders it easier for them to make new
share issues). On the other hand, whether one borrows from a bank

"or through the market against the issue of bonds or .debentures,

(5) Thongh the Americans (and some Huropeans) might put it somewhat differently.
For example, the American investors (and therefore corporation treasurers) scem to be more
concerned with the extent to which the cost of debt (e.g. as a result of issuing bonds) is
covered by additional income rather than with the debt/equity ratio as such (if the related
additional income is likely to be high, this will permit a larger volume of corporate saving,
more self-Anancing, and — in the longer run — a further building up of the equity by
additions to reserves that relate to the growth in assets consequent upon self-financed invest-
ment), In this context, there is evidence in most countries of an increasing emphasis on the
“ cash flow ™ approach, though for bankers in particular the ratio between debt and total
capital resources undoubtedly remains an important consideration,

(6) There are a number of references available cn capital gearing. See,. for example,
¥. W, Pasu, Busingss Finance (London, 1g64), Chapters il and III; Ezna Sorodon, The
Theory of Financisl Managemens, Chapters VI-IX, Columbia University Press, 1963; Murwiv
H. Warzman, “ Trading on the Equity ® - Essays on Business Finance, Masterco Press, 1957;
Myrow J. Gownow, The Inwestment, Financing and Valuation of the Corporation, Chapters 8,
14, 15, Richard D. Irwin Inc. 1962; A. ], Mexeprr & ALLen Svxss, The Finance and Analysis
of Capital Projects, Chapters 4 and 15, Longmans, 1953; Davip Dunann, Cost of Debt and
Equizy Funds for Business, National Bureau of Economic Research, rgs2; F. MobioLiant &
M. H. Mg, ® The Cost of Capital, Corporation Finance and the Theory of Investment™,
The American Economic Review, June 1958; F. B. Auien, *Docs Going in‘o Debt Lower
the Cost of Capital? », Analyst’s Journal, August 19543 B. Granam, D. L. Dopp and 5. CorTLE,
Security Analyst, Chapters 37 and 45, McGraw-HILL, 1962; ALTxanper A, RoRICHECK, Optimal
Financing Decisions, Prentice-Hall, 1965; J. P. Hrzow, “The Capital Gearing of Companics ™
The Investment Analyst, December 1964; and Joint Economic Comiitee, Congress of the
U.S., A Descripiion and Anelysis of Certain Buropean Capiial Markets, U.S. Govt. Printing
Office, 1564, A

(7 See R.F. Henderson in Brian Tew and R.F. Henderson (Bditots): Seudies i
Company Finance (Cambridge, 1950), pp. 65-68. -
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it lies somewhere in the 5 to 15 years range (depending on the banks’
attitudes to term loans, it may at times be concentrated in the 12 to
I5 years range). _

In Denmark, business firms have some difficulty in raising “ me-
dium-term capital * and, for largely institutional reasons, there is a
gap beyond the 3-year limit, The banks arc willing to provide
a fixed line of credit for up to 3 years; usually, such lines of credit
are made available for one year in the first instance, but are renew-
able, There appears to be no official limitation on medium-term
lending; the restriction is self-imposed as a matter of ordinar
banking prudence, Similarly, in Norway, banks do not like lending
for longer than 5 years (8).

In the last two cases, there may be an institutional gap to be
filled, but, where there is a « shifting temporal gap * largely due to
changes in the degree of willingness. of institutions to make “term
loans ” even to creditworthy customers (for whatever reason), this
suggests that the gap is not merely a matter of insttutional inade-
quacy.  Nor is jt desirable that every “gap” should immediately
be filled by sctting up a new type of institution. There is far too
great a tendency to proliferate institutions as the “ casy way out”
— politically, if not financially, There is much to bé said — espe-
<cially in a relatively sophisticated market — for using more effec-
tively the institutions that already exist. Furthermore, if every con-
ceivable gap is to be filled, there is little left for the art of financial
management to achieve and, in organising our economic and finan.
cial resources, it is desirable that from time to time companies should
be obliged carefully. to consider both current investment expenditures
and their plans for growth. In other words, it is important that
they be obliged to test their proposed investment programmes against

- market criteria, whether it be by applying the discipline of a higher

rate of interest or of reduced availability of finance, Moreover, if
companies wish partially to avoid the inconvenience of the “ shiftin

gap” and have a growth programme that is really soundly based
and sufficiently ‘tempting to investors, the remedy is in their own
hands — they can go to the market for equity finance. Although
they will still be subject to market tests, an issue of new shares will

8) The experience in Switzerland supgests the existence of a 15 year * limit™ on
P 5 5 ¥
yond 15 years, the potcp- '
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i i a“ ” basis (the alternative
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i 1 ble of meeting the short- an
active capital market, capa -
term nec%s of industry (and, for that matter, of thc? gcoi?;nyséi 2
whole) through the agency of the banking élmffl qu]:m- z;r;v isgsues <
irements being catered for by a
ture, long-term requircme S e s
i i ds (or debentures). Some o :
_shares and of industrial bon (o s), S cans
that will assist in achieving this will be outlined in the final sec

below,

The Claims of the Public Sector

. ¢
There is a suspicion in many countrics, in some cgic:ls a%nl.'lrfjs
amounting to a certainty, that the volume of mV.cst.l f cthL ncs
absorbed by the public sector (whether by -thchState :_ts;:ti és e ol
ionali i-nationalised industries, or those activities — €.
tionalised and semi-nationalise e
housing'—- that benefit from some form of State guarantec,,s
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sidy, or privilege) scriously interferes with the possibilities of growth
in the private industrial sector. This is not to deny the importance
of social prioritics and of social investment, nor the inadequacy of
market criteria as a basis for determining how much shall be in-
vested in schools, haospitals, housing, roads, and other social amen-
ities. But it does mean a frank recognition () that resources are
scarce; (b) that social priorities must also take this into account; and
(c) that both the social investment programme and its related time
scale should be spelt out in some detail in order that those who plan
the investment programmes of the private sector should know on a
continuing basis within what framework they are expected to ope-
rate. At all times, expectations exert an important influence on
capital market activity; to the extent that these are based on the
fullest and most accurate information currently available, the effi-
ciency of the capital market as a picce of machinery capable of
éﬁccting a distribution of invest'ble funds that is consistent with both

the broad lines of Government policy and the requirements of the

private sector is likely to be ircreased. This is the age of the “ mixed

cconomy * (even the economy of the United States should be so

described) and, for this type of economy to operate with maximum

fluency, it is inevitable that there should be continuous and fexible

* planning with the maximum possible consultation between the public

and private sectdrs,

Nor are the pressures always in the same direction. - Sometimes,
it is the social priorities that may be placed in jeopardy. For example,
it may be argued that Japan will soon be obli ged to take appropriate
measures to assist the authorities to secure adequate funds for public
investment and this contrasts strongly with the s'tuation in France,
where the authorities actively operate a “calendrier” or queue,

which whatcver their protestations does scem to favour public rather
than private investment, :

There is another aspect of this problem that relates much less,
if -at all, to matters of social priority and where activities in the
public sector are much more nearly analogous to the operations of
private industry. Indeed, sometimes it is a matter of historical acci-
dent whether an industrial concern is privately-owned or has become
& nationalised or quasi-nationalised undertaking. Thus, in France,
a large automabile manufacturing enterprise like Renault is State-
owned; and, despite some de-natipnalisation, Volkswagen is still
largely owned by the State in Western Germany. But in both these

kY
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- w [} wn
cases, the concerns are run strictly as commercial enltfrgrlsesiin;iwt :
effect, are part of the private sector. In Itzlilly,éRI, yIv) ic :;igjn ¢ t};c
its origi i f history (viz., the Great Depre .
its origin to an accident o h orn
19305)% operates as the holding 1rSoznr?]_azmy anil :rigte?ggt fgﬁcrdnalngthigs

; f 1 try that is govern -C: .
much of the sector of industry . In this
case, IRl enjoys virtually the po;v-er 1$£ g govcrnx:n:hztgeiltl zontmls
i i ket, though the conce
it ooes to the capital market, : s th contrels
.areg opcratéd almost entirely on strictly comn.lclqal "111[16?;1 A?; o
most part, the history and the consequence 1s stmiar 1 ; ma.o;
’ - -
where the Creditanstalt, a nationalised bank, largely owns the maj
in i { industry,
concerns 1n 1mportant sectors O \ o -
When it comes to the large public utilities, and cspemzlly 1tin:
big users of capital — gas (whether natural or man.u-flactgrc b)t, tch;
u
trigcity and (in Italy) petroleum — there can be llt}: e _c; . 1ndus:
-howe\;cr they are financed, they compcléc fdx.rectly Wltt .oErg; fe incls
available and from a posit1
try for the scarce resources av: m a positon of SraCe”
i inevitable result that rates yields
able strength, with the in Tt el
i than would otherwise .
ushed up to levels higher thar ! se ha oo
'%vcn the I())per:a.tion of a queue will not whqlly avoid th_ifl. "iillc fjtr o
‘ratidning of private sector issues, where this occurs, Wi orkgts e
these borrowers into the tertiary z_md mote ‘cxpc_nswc ma
lie beyond the boundaries of official rcgulzjltmn. - . t_hc
On the other hand, the nationalised industries catér go o the
market with a new issue of bonds that is backed by a ' 1ovc ment
guarantee; in some €ases, they derive sizeable ﬁnancu}t Iitésiithef
- , i 3 nt itse
i bvention (the Governme '
from direct government su on. (t e mosing
“ ing i iding itself with funds by imp
borrowing in the market or prov posing
compulsory saving through the agcn}:y of a l}udlgeirizi?h;se on cut
: as in the case of ¢ _
rent account); or they may ( e ‘ tion
in the United Kingdom) adopt a pr1c1£ng pol::?;1 ;alsci:;ila;tgéia r:;)ly e
i ans of increas:
orofits to higher levels as a me ity o
I:bsolutc amgunts of capital imvestment ﬁnanccd from C1rs o
‘sources, “The industry believes, however, that consum oy
endorse the decision to improve the reliability Of,, electr;(g‘l;z s ggblé
and will accept that security is worth paying for * (9). po

: ) 2 H, M. St-

See The Electricity Council - Annual Report and Accounts 12636?%?)' tgle abjective

“ (gf))fﬁce 164), page 7. As indicated in the same Report (3t pag " The Financial and
:;:efg with t,hegt';o:'crnment (in accordance with the White Paper on
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that a proportion of the corporate saving drawn off in this way

may be effected fairly painlessly, but its direct investment in cx.
panding the capacity of electricity generation still represents effective
competition for scarce resources and must have its repercussions in
the private sector, In addition, the consumer is very often another
industry and bigher tariffs have the effect of driving up its costs.
Either they can pass this on to the final consumer in higher prices,
or they may absorb it wholly or in part by squeezing their own
profit margin (in which case, their capacity to self-finance will be
reduced). Morcover, the position is essentially similar whether the-
consuming industries are in the private sector or are nationalised
{like British Rail) and it could be argued that use of “ monopoly
power ” for the purpose of building up a profit surplus out of which
to self-finance a large part of a major capital expenditure must result
in some distortion of the structure of prices in the economy as a
whole, There is therefore a case not only for incorporating the
proposed expenditures of all the more important public utilities in
4 national capital budget, within the framework of a National Plan,
but also for allocating a realistic order of prioritics as a means of

relating the several categories of demand to the resources that are
Likely to become available over time, In-this context, the organisa-
tion of some form of qu=ue is an important ingredient, but it is
something that should not be left to the authorities alone. If regular
direct consultation with private interests proves not fo be practicable,
there is something to be said for instituting co-ordinating machinery
that is representative of both official and private interests,

Economic Obligations of the Nationalised Industrics ") was that ©
industry as a whole would earn a
March 1467 ™.

“Since the objectives were first agreed, the estimate of capital requirements over the

quinquennium... has risen from £2,035 million 1o 42,830 million. Whereas it was planned
o secure £ 1,150 million of the original sum out of revenwe from electricity charges to
consumers, and to borrow f 835 million, now £ 1270 million will have to come from
tevenue, leaving [ 1,560 million to be borrowed.

“.. To meet the industey’s financial obligations, the average level of Balance of
Revenue to be earned in the remaining years of the quinquenpjum must be substantially
bigher than the average achieved in the first two years ®, Nevertheless, price increases in

<lectricity had to be seen in perspective {they had gone up significantly less than other prices)
and there was every determination that © electricity shall remain a kecnly campatitive source
of pawer »,

the clectricity supply
gross return of yz.4 per cent in the five years to
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Relations with Foreign Capital Markets

This raiscs a related problem, though not one to which it is
possible here to devate very much space. To take Norway as an
example, one of the country’s main problems is to ensure that she
can maintain access to foreign capital markets {e.g. to help finance
her purchases of shipping and of materials for certain of her other
large industrial complexcs), Clearly, it is a big disadvantage to be
so dependent on capital markets elsewhere, In the case of the
Netherlands, the situation is rather easier, since several of her large
concerns have virtually become international companies — similarly
in Belgium — and these companics, being international, enjoy ready
access to the world’s major capital markets. The reverse has been
truc of Austria and — at times — of both Switzerland -and Western
Germany; on occasion, both the volume and the rate of inflow of
capital have been embarrassing. It would seem that, both as a means
of protecting “ minority ” interests (e.g. Norway) and of tapping
the excess funds ‘that flow into economics like Switzerland and
Austria, the case for international regulation of capital flows, at
least within -the European complex of markets, is overwhelming.
An extension of the existing co-ordinating machinery has also become
increasingly urgent because of the growing siumber of forcign issues
that are being made on the capital markets of Europe by United
 States corporations operating through subsidiaries (10). :

Ill. The Special Problems of Small and Medium-sized Enterprises

Special attention will be given in this section to some of the
coblems that face the small- and medium-sized firms, though it
must be emphasized that the concept of what is “small” or “medinm-
sized” can vary a great deal between different countries. There is

no need to labour further the problems of definition, except to say ‘

that where the small enterprises are based virtually on handicraft

Americans would argue that the subsidiaries have an
snterest which is essentially similar to that of the ©indigenous " firms; they are just as
much concerned to assist inn the expansion of the local econamy as the Hurapeans (e.g. by
ploughing back profitsy. Yet, despite the sometimes significant inflows of capital experienic
By certain of these countries, it remains true that the additional demands being made oft
European capital markets by Ametican - subsidiaries have at times resulted in 2 sizeable
increase in the pressures on domestic resources in the countries concerned.

{10} In "their defenee, the
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ctivit] .
:cg:il;ws, the related financial problem may be rather different (and
¢ scparate treatment) (11) from that i
: rate at confrontin i
o | g a small indus-
t :éizlgc;};?sc Eha-t alrcady possesses a builtin potential to grow to
i -size and, in economies where the a i ise
ety el average size of enterprise
, of what follows (though i
. ' not all} w
mor(E]j gartlcularly to medium-sized firms. s ) will xelate
o be zi C?nttzunhcconor.mc reason why so much attention continues
o Pl [ to the proble.ms of the small- and medium-sized firms is
e nl-f) ;t;fc taggrcdgate 11np0rizlmce, especially in economies that are
g towards a more highly industriali: i
. . alised society. -Fven in:
sull » . ‘ . en i
Of;rrlltni;l that have _a.lready carried their industrialisatign — and
o tfl le concentration of industrial contro] — to considerablé
fen r%r s,fm htotal, the smaller cr%tel_'priscs still represent an important -
pector ob the cconomy and this is not infrequently reinforced b
rankly political considerations. ' o
Bu . . . .
o0 mts t(l;,lf probéem is likely to be more acute in societies where;,
) et hmﬁ? ers and aggregate business doné, the small enter-
i < .exa 1Ig y important ingredient in the industrial structure
o ¢ ample, in Italy an‘d Greece, Denmark and Norway, Indeed |
o o intsocu.:tze;, economic and p_oliticaI factors can become ver):
i thairzl?nz . _111:) 1the highly industrialised countries, one might
: e available resources will be utilised i
if they are allocated to th. i PR
e more efficient and enterprising fi
that it is economicall i D e a0
t : y desirable to force out the k
mnefhicient, That may b i Viesiand fhe
cff . y be an acceptable policy in a highly i
: iy indus-
?;lllalllszddco.unt;y. It is a completely unacceptable doctrini —y~ politi-
cal grr : r}t » in the sl;ort run, economically — in a developing country
it 1s not only necessary to “ create ” ,
ere it i _ employment but
v : ) even to
mg;ﬂ;ﬁ Vt:e;t.mlftbItzllg, f(l))r C<1;xar;;1ple, there is a Jot of under-employed
e absorbed. At the same time i
often leads to a reduction i e vequized by par.
. ion in the number of men ired b
ticular firms. It is only i ; "2 result of gonural
firms. y in the longer run, as a resul
u s , sult of general
onoméc expansion, that the problem of absorbing -displaccg mafn-
pOWfI:r egins to become more manageable o
n : ; |
and V;)hthcr contexts (e.g.. the Netherlands, Belgium, and Switzer-
, where concerns of international importance are based), the
)

(11) Such as a special instituti ! .
i titation to provide a large mumber of
:;IBSJd{scdmr‘ates, though the advisory services referred to iclow have 0a 5‘:;11: 11031'1‘5, e
¥ (n this casey wsefully be lLinked with the provision of france general aeevaace and.
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i i i -become
problem of the medium-sized firm, if a(x;ythmgﬁ tcn;ls stpgsmgly
i i i t: likewise in Sweden, where
increasingly important; vede: cre @ SWPLSNEy
: her of firms is still small-siz
large part of the total num . ; ¢
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on getting bigger. N "
gThe difficulties experienced by 1tlhc sngler eﬂt;;sr;s;sisglazhdr
: Usually, such conce
due to a number of factors. : , satisty their
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Nevertheless, sometimes, as 1n '];:)enn?arlé,. u(rllt t Eflﬁ){rms R
ially i inces), medium-sized industr . ‘
(especially in the provinces), m . e eire
cousi ifh i ng access to the resou '
considerable difficulty in securi uire
because they are obliged to depend largely on local blankﬁE (ti:dflltsamal
of banking structure are as relevant as those 'that re a;tc: 4] b stria)
and economic structure and even the 1s;hnalr\;ng of Sla:instheyUnith
i i | i orway a
“banks with blggcr_bankls as 111n Derggn?;) ) Morcovzr L vay cotm
i the problem). ;
States only partially resolves many co
i i i iction, the smaller firms app .
tries at times of credit restriction, er firms appear o o
i hey tend to fall outside the priority ¢
O o 1t h alternative sources.
fon: i difficult to tap such alter :
tions; they also find it more o roilite souces
i he larger undertakings y
of supply as remain (e.g., t o
casicrpfoyinsist on the maintenance of trade credit). Even w

ium-sized firms. -
special facilities exist to help finance small- and medium-sized

i in the
(as indecd they do in almost all countn;:s), th}fy gc'to(fitc?{ iglg]dom.
: i ivi idence before the Unite

ords of a witness giving cvidenc _ ‘ N

;’adcliﬂ'e Committee enquiry) “ miscellaneous, -”dlspersed, and not.
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Thé essence of the problem in the co}rlltcxt ;f.t ar c::egﬁ] xf

e -

i et i ch firms — cven those that a |

capital market is that such oo gt

i ill insufficiently large to go to the cap

sized — are often still insu parket

with an issue of industrial bonds or shares, There are two asp

i i [ ient
to this: (a) the firm concerned is too little-known to attract suffici

i i the:
interest from potential subscribers and, in t}:lesei:) CI;‘;E;:SZECZ} e
issue could have little chance of success; an { ) e A )
minimum costs (fees, taxes, commissions, prfor.nonor}g theptcrms %
which postulate a certain minimum size of 1ssuc 1M0reovcr, e
which money is to be raised are to be economic. P " ing
firm is relatively unknown, the costs of promotion (L.c.

T i b .
it better known) are likely to be prohibitive and, if they were to B

i inimum,
incurred, would raise total costs well above the mini
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Even when the medium-sized Hrm
to approach the market with a good chance of making a successful
issue, the owner-management is often extremely reluctant to do 50,
fearing loss of ¢ independence ” and freedom of manceuyre. When
there is a willingness to accept assistance, there is almost always a
strong disinclination to make an equity issue or to accept a “ par-
ticipation ” on the basis of an option that will give an “ outsider ”
a subsequent share in the equity, There is an inbuilt conservatism
that has to be overcome, There are, too, fiscal reasons for preferring
debt (o equity finance, but the attempt could be made to discourage
this preference by fiscal experiment (as in Norway). Finally, this.
conservatism is reinforced by the desire for privacy and a reluctance
sometimes to publish information relating to trading results.

Another reason why this represents a considerable problem is
the rarity with which an individual can, in these days of fiscal
severity, himself build up by sheer enterprise and competent manage--

ment a small family business until it can hold its own with the
established giants, It does sometimes ha

ppen, but very rarely and
never without external assistance (12). If one wants to develop

quickly, one must secure access to outside funds; if self-financing:
alone is depended upon, growth is likely to be rather slow. The
problem arises because it is not infrequently these smaller to medium-
sized firms that are the most enterprising and that are willing to
experiment with innovations, some of which may pay off quite
spectacularly, though these will doubtless be offset by a considerable
number of failures. : :
Usually, the small firm will be obliged to depend on assistance:
either from the banks or specialist financial intermediaries. If these
are unable or unwilling to help, all the small man can do to ensure
that his innovation is developed and put on to the market is to
bring in other partners (by way of a capital participation), in which
case there is some loss of “ independence ”; or sell the rights to the
patent to a larger concern; or sell out completely to a bigger business,
hoping to participate to some extent in its management (it is rare
for the last arrangement to work out at all happily). The difficulty
is that as concerns become increasingly large, enterprise tends to

becomes sufficiently large-

—

(12) Sometimes

, small firms fail to grow because the owners themselves draw too much.
out of the business

and make insufficient effort to add to their capital,
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atrophy and, even when new ideas are fed into such an organisation,

it is often slow to seize its opportumnities.

" A further cause of difficulty for the smaller and medium-sized
firms may be the pace of technological change in a modern economy,
ie. as a result of other people’s innovations the rate of obsolescence
is materially higher and it becomes necessary -— if one is to remain
competitive — to replace machinery rather more frequently. This
requires finance and, again, it is likely to hit the small man much
harder than his larger counterpart. The big firm tends to invest
more continuously and has a large and relatively steady (often grow-
ing) flow of cash coming in (deriving ultimately from profits and
depreciation allowances); the small firm tends, to make block invest-
ments in machinery at somewhat irregular intervals and the fow-
back of cash is also less regular. Sudden obsolescence (as the result
of the unexpected emergence of a revolutionary new process) could
quickly place the small man in a quite uncompetitive position, even
put him out of business.

Despite all the alleged difficulties, it is frequently maintained
(in most countries) that the vast majority (if not all) of creditworthy
firms (whatever their size) will be adequately catered for, provided
they themselves have a reasonable equity in the business and can
offer reasonable security, The provisos are important, because it is
in this context that the banks and other financial institutions arc
sometimes too cohscrvative, On the other hand, there are banks
which, after careful scrutiny of a balance sheet and some enquiry
as to the market possibilities of the final product, contribute mate-
rially to the success of the horrowing operation by examining sym-
pathetically the whole question of security in the broadest possible
terms, so that whatever security is available will be harnessed to its
fullest potential capacity for the purpose of providing a basis for 2
loan (r3). Such banks will also advisc on the various other, often
official or quasi-official, sources that might be tapped with a view
to supplementing whatever the bank is able to provide. While it

is true that a man with technic
business, it is also true that, unless a man has security to offer and

(net infrequently a second mortgage)

(13) For example, banks may accept 4 mortgage :
ntee, or a hanker’s lien

as their basic security; this might be supported by a personal guara
{or its equivalent) whenever the customer has other pledgeable assets (s

financial securities).

al expertise may have no head for .

uch as honds or ather
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can obtain access to finance, he ma
a good technical idea,

Hence v} -~
Nevertheless d;ie?jg'gm? Suspicion remainis that there is a “ gap »
ert ; is also a suspicion that i ’
credit is bel : 10 some cases too m
that this fcilzilai made available to small and inefficient businesses ;1;2
ore ce could be put ©o very much better use by larger
ossiblp g clsswe, and more efficient firms. Countries in Ir%r h’
gort SI); ;ﬁo alc'igcla shlare of total resources is being devoted tc‘;v stllC
U ana largely inefficient enterpri i
, : rpr -
States, Sweden, and Ttaly (14) prises include the United
Whe . .
several ;18 siobr'lﬁ comes to consider solutions to these problems, the
- W}E > fl ities resolve themselves into self-help (c.g Sle;ﬁl;an
orgl- in cbrdé)rr tmany concerns is their only real basis of grow.t;-'
that woigrok to ‘getbacccss to the‘products of large-scale rcscarc};
under licen crwise be beyond their own means — manufacturin
largely ﬁnaliziallli. lbuimg know-how) (15); external help (so far
it will be argued tﬁ P by banks and specialist financial institutions:
might be tobdevel 2t In many ways a much more positive approacﬂ
tives to encoui‘ﬂgOP ; I;Ege of advisory services); and fiscal incen-
) 1ge modiircations to d . .
fin : - and a strengthenin
thain;alal?ind_ industrial structure of such firms. It %vill begap(;farzii
o & et)l{l;r;es tlh}er;; should be a close relationship between the
o o ext rnal help thf'it might be provided and the willingness
e ) cltinccrn_ actively to help itself. One might add that
groﬁfth tice od.a medium-sized companies cnjoying a fair rate of,‘
0 w‘sh’) rea};lil; eg’fqtually lg'jt to, the stage where they can (if they -
i obtain a public listing and m :
: : ake an iss
thro%i the agency of the stock exchange, uc of shares
o rcad(;rf’:’ at Ofargnﬂ){ bulsmess, iin terms of size and growth potential
- 0 g0 to the market but rel ; : ’
affai - . - reluctant either to make i
e uiffs tOPhPUth or to sacrifice its © independence * by Shar:flc I:S
chI fo};n‘zlt‘ a l:(iirge numper.of sharcholders, a middle pafh Améi{ }11?
muéh » ML order to assist its continued growth, by resortin tg' :
y usedgreatcr extent to the “ private placement *. Thig techgnio a
availablca' gr«.;f.t deal l?y large businesses (e.g. funds are often mg]cliz
in this way in the United States and the United Kingdom

y never get the chance to develop

( )
4 ut note e creation o employment !“gl ment re d 5 I

{15} Enterprisi ' : g
do this prising firms both in developing and in highly industrialised countrics already
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by insurance companies and pcgsion .funds); more use mlglzzul:
4 Sl of it in the context of medium-sized business. In so;m;:l out
?:iisc(e.g. the Nethe&‘lands), it is probably the only way of belping
rivate unquoted companies, o
the ilthough ?t is perhaps a little unrealistic to Cﬁptﬁft rtil:’:ltSe\;Locg:
ment of an active © secondar}r ? market in suc t OIIJll e puce
ents ” (16), there are enthusiasts who be.hc.vc no : y uch.
2 econdar;/ » market is possible but that it is desirable as a mtivc
zf rsnaking the capital market as a whole broader and more active.

Commercial banks likewise can help, cspecgall;; Itlhebzzrrllaltlﬁz

with “term loans ™ of five to ten years, as has long n the

n:l:: ’in the Unitsd States and, by means of thcz}' mcdlgm—t_ilrlmin cdit

;Jroccdurcs, in France. It has also been zx;;zx:1m§2;i a‘::j o el

gium and, more recently, in the Unite " mgn e

Nor must one forget that so far as the sma mla:3 e any
activities of the commercial banks are supp _

i it their equivalent, and
* European countries by banques popu.aires ot ]

i ial banks:
sometimes by savings bank lending. So far as thrfuﬁ{)r;r:lzrfc:fountrics
are concerned, there is clear cvxdcpcc -thath}n a e o e e
they are now much less conservative in t 1sﬁma cr than they wwore
(say) ten years ago. Some will even help in knancingre .
i it seems to be s gOOddrisli{'. i?:ljzs isbamnofz ?mport%nt than the
Hclccl?xt'itgror It-?(:wg:i?,) :\in v&l;lere «term loans” are employed, the
5 .

banker can only help in the relatively short run and very soon a-

i i illing to go — the
“ ceiling ” will develop bezyond which he is unwiilin 0 -
al‘f'lcollljll‘lltg of V(;isbt in rclztion to cquity imposes the ultimate limit, In

i i rrower
these circumstances, the banker will usually advise that the bo

; ; d
de the banking system) an
find a wealthy backer (outs : !
att:;l E\tretr? assist In. ﬁndig;g one.  Nevertheless, not infrequently a
m

this stage, the only effective solution is to be taken over by g
a

company.

1 o
For short- to medium-term supplementary assistance (e.g. to

i ipment), the
archase a fleet of lorrics, or certain types of other equipm ),

iliti ing:
smaller firms may employ somc of the newer facilities now being

i at] er and the
(16) It would be necessary to establish publicly the reputation of the borrow:

strengt S1IL W V nges hﬂﬂds; 50
¥ i Lt ivate placement cha o4
g h Of hls securit ) e if o ncrsh;p Uf the Pr P .

: sy; immed
must the security {e.g. a mortgage, guaran'ce, of pledge of l::c:nd)
invade the very ® privacy ® the berrower is anxious 10 protect.
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offered in a widening range of countries (though in many very
experimentally at this stage). For example, industrial equipment
may be purchased on the basis of a hire purchase (instalment credit)
contract. Leasing is another technique meeting a similar need, I¢
is a means of expanding operations, turnover and profits, while
finarcing the necessary investments on a “ pay as you go ” principle,
But it is an expensive way of raising finance and it is only appro-
Ptiate to resort to it for marginal (i.c. supplementary) requirements,
Likewise with factoring, which is a means of keeping one’s available
working capital more fully cmployed (virtually by selling one’s
accounts receivable to a factor who then takes over the task — and
risks — of collection; in this way, the small man can disengage his
working capital and reemploy it quickly, but again these facilities
are expensive), ‘

Against this background, it is not difficult to sec why the author-
ities in many countries have sought to set up specialist financial
institutions to serve the needs of the smaller firms, whether by
medium- and Jong-term loans, or by means of “ bridging operations *
and an ultimate approach to the new issues market, Alternatively,
the smaller and medium-sized firms might be formed into groupe-
ments in order to make a collective approach to the market. .

If, in particular cases, specialist institutions are not yet in ex’st-
ence, their early establishment is certainly being actively considered;
where the relevant funds are felt to be less than adequate (e.g. Nor-
way), attempts are being made to secure supplementary resources.
Usually, these institutions operate partly on the basis of their own
capital, partly by themselves going to the market (sometimes on ths -

as's of an official guarantee) with an issuc of bonds and thereb
obtaining the advantages of size and of acceptable security, Clearly,
there is a continuing need for such institutions — to fil] the MacMil-
lan-type “ gap ” — and these might be developed further but, with
some minor exceptions, little advantage could be served by thejr
proliferaticn,

One problem that can be especially worrying to the small family
business is the inability to finance growth (largely by ploughing
back profits) and also to provide for the fiscal burden of estate and
inheritance taxes, when the head of the firm dies. On cccasion,
the incidence of the tax can be avoided, but in countries with
sophisticated machinzry for tax collection this becomes increasingly -
difficult. If a family business wishes to remajn independent ” and
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single large Industries Advice Bureau (or Institute) and this might
be cstablished on a co-operative basis or with official or semi-official
sponsorship. - All the progressive small firms want is equality of
opportunity, zoz a privileged position or subsidy. No doubt, many
small businessmen would remain unwilling to accept advice even
when it was freely offered and advisory services would clearly need
to be supplemented by a concerted educational campaign as well.

Finally, on the fiscal front, there are two possible objectives:
tax concessions to encourage (a) the building up of the equity interest
in the smaller and medium-sized firms and (b) the financial
reconstruction and merging of small firms into larger and medium-
sized firms, so that they become capable of sccuring at least some
of the economies of scale, There is a developing interest in both
these fields (e.g. in Norway and Greece, and the “ merger solution ”
for small firms has recently been discussed in the Netherlands) (=20).

For example, a flat rate (say 30 per cent) of tax on dividends,
which would then not have to be included in the income tax
submission, would be a direct means of tempting into equity partici-
pation the “ wealthy backer * so essential to development from small
to larger medium-sized, Once firms have been brought to that level
(and assuming they wish to © go public ”), tax concessions that will

place new cquity financing on much the same basis as bond and

debt financing (as in Norway) could be the means of establishin
and maintaining a better “ gearing ” between equity and debt than
often obtains in European countries, Under the second head, finance
provided to assist in the consummation of small firm mergers might
be similarly treated — whether the income earned on such financial
provision took the formi of interest or dividend. In both cases, no
doubt the authorities would wish to apply limits to the concessions
offered (this is so in Norway) and, in Greece, possible limits that
have been discussed include tax exemptions for up to ten years on
dividends that do not exceced (say) ten per cent, with a six year and

a 6 per cent limit where the objective is financial re-organization

and merger. (For socio-political reasons, one could not tax-exempt

dividends altogether, especially in countries where bonds and savings
bank deposits are the major forms of financial investment and where
shares tend to be held by the very wealthy or « capitalist ” class,

In due course, however, one would expect a more diversified structure

(20) See Professor D, Kocicn, as quoted in The Tinzes (London), 22-3-G6.
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of financial asscts to develop, by which time the tax concessions may
no longer be necessary). ' ‘
Meanwhile, the wider distribution of equity holdings might in
any event be encouraged by insisting on the observance of certain
“ ules” before a tax exemption would be conceded — e.g. 25 per
cent or more of the share capital in a concern to be held by at
least 50 shareholders; in addition, a minimum-sized capital might
be required before a firm would be permitted to qualify for such
tax excmption. But by fiscal inducements it should be possible to
provide a basis for a radical and wide-ranging re-organisation of the

fnancial and industrial structure of the smaller firms in a number -

of countries,

IV. Means of Developing a Broader and Mare Active Capital Market

What, finally, are the means of developing a broader and more
active capital market? It will be sufficient in this article to con-
centrate on the domestic aspects of the problem; the author has
already attempted to deal clsewhere with some of the complications
of internationalisation {(21).

In general terms, it is probably true to say that the range and
scope of the facilities offered by the financial intermediaries in most
countrics are adequate to meet the more obvious needs. In a number
of cases, the existing institutions could no doubt be used more
intensively and not always do their potential customers appear to
realise what facilities are already on offer. To overcome what is
often no more than a paucity of information should be a relatively
simple matter. More cffort must be put into the development of

(21) 8ze ]. 8. G, Wison, “ The Internationalisation of Capital Markews ¥, The Three
Banks Review, June 1964, Quite apart from normal business and political sisks, some of
the obstacles to greater integration of capital markets inciude the existence of different national
currencies; sometimes, the fixity (rather than the possible instability) of their exchange rates;
limitations on the frecdom to transfer capital to (and therefore to invest in) other countrics;
fiscal differences {not only in the level of taxation but alse in its structurc); variations in
legsl requirements (especially in the field of compaty law) and ignorance of what is required;
the tendency for existing price rigiditics to become imbedded and thercfore difficult to Shi'ff
(internationalisation implies greater all-round price flexibility); the lack of co-ordination 18
economic and monetary policies; the existence of vested interests (of all kinds)y; and se on.
Al of these will impede the shiftability of funds, and on the freedom to move funds from
ane country to ancther without excessive cost the possibilities of integrating capital markets

must ultimately depend.
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liquid earning assets, such as savings bank deposits; and (b) the
disinclination, even of institutional investors in some countries, to
invest more heavily in cquities, sometimes in industrial bonds, The
remedy for the first would seem to be a concerted programme of
educational propaganda (in collaboration with the stock exchanges
and the whole range of financial institutions) and an increase in
the number of securities that are offered in relatively small unit .
amaunts; and, for the second, propaganda, fiscal encouragement,
and (in some cases) permissive legislation with a view to a progres-
sive increase in the proportion of equities (and industrial bonds)
held — albeit up to a specified limit -~ by institutional investors
(such as insurance companies, pension funds, and savings banks) (24)
in their investment portfolios, (Permissive legislation would seem to
be much more likely to produce long-term improvements in market
activity than any attempt at compulsion), Further, if greater
institutional investment interest is to be maintained, it will be
necessary to develop a ¢ secondary market” in sccurities. Institu-
tions (even those like insurance companies with an appetite for
long-term investments) will not readily hold large quantities of
securitics (especially types they might still consider somewhat ex.
perimental), unless they can feel fairly certain, that such securities
are saleable on a regular basis in a market, where the level of
activity is such that the risk of substantial Joss is minimised, In
other words, there must be g “ secondary market ” to ensure ultimate

- liquidity. Further reference will be made to this matter below,

What next are the institutional changes most likely to assist in
broadening a capital market and creating an environment within
which an increase in turnover js probable? As already indicated,
the main objective here is to provide a range of facilities that will,
as far as possible, satisfy the requirements of both sides of the market.

On the supply side of the market, i, the offer of securities
for purchase, what seems to be required is not merely a greater
of types of securities.
To a not inconsiderable extent, the achievement of both kinds of
objective would be assisted by greater resort to institutions like the

{24} In some countries (¢.g. Western Germany), the authorities would prefer to persuade
individuals to buy (and hold) more shares, If anything, they would wish to ses the market
influence exerted by institutienal investors somewhat diminished,
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French bangues d affaires, the British Industrial and Commercial
Finance Corporation and similar private organisations, whose func-
fions are at least partially pump-priming in character, with a
view to “creating” in due course a supply of new marketable
securities, a proportion of which they will eadeavour to float off
to the public by direct sale through the banking system or on
the open market. To be more specific, the process of “creating”
new sccurities would begin with an interim loan; then, when
the details of a project’s requirements had been firmed up, this
“might be converted into a © participation 73 eventually, when the
investment had had a chance to demonstrate its profitability, per-
mission might be sought from the authorities to convert the participa-
tion into a marketable security by making an issue of shares — from
the proceeds of which the original participation could be liquidated,
so that the process could begin all over again. Where these “ pump-
priming ” institutions exist already, greater use might be made of
them (c.g. of the bangue d'affaires in France, or in Italy of Medio-
banca) and a larger number of similar institutions be established in
order to encourage greater competition and flexibility of approach;
in countries where they do not exist, there is a case for consider-
ing the adoption of similar techniques and the establishment of
appropriate institutions, albeit with some modification to accord
with local requirements. Two very important respects in which
such institutions could assist in broadening the market and,
directly or indirectly (25), in scrving to develop the demand for
shares by individual members of the general public would be
(a) by encouraging more medium-sized businesses to “go public”,
thereby greatly enlarging the number of shares listed on the
several stock exchanges; and (b) by ensuring that the individual
chave wnits that are issued are relatively small in amount, s that
the modest investor will be able to spread his purchases (if he
so desires) over a rclatively wide field (this would be an -advantage
whether the institution handling the new issue were acting for
a large established corporation or for a medium-sized business
“ going public ” for the first time; in the latter case, in order
to create the basis of a more attractive security, two Of more
selated businesses of medium size might be merged to form a larger

(25) E.g., indirectly through the medinm of unit teusts.
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ing marketable securities (and even subscribes direct]
the further broadening of this demand might be achieved by in-
creased advertising and educational propaganda, But even in sophis-
ticated environments, an additiona] means of interesting the small
and conservative saver in more direct investment in industry (espe-
cially equity investment) is by setting up “wunit investment trusts ”
(or “open-erded ” investment trusts), By this means — and espe-
cially when their operations are linked to a contractual saving plan
(as is the case in a number of instances in the United Kingdom) -
the small saver, who might normally have thought of a savings
bank, building society, or savings and loan association, can be en-
couraged to place his savings in “ units ” that can be redeemed if
he so desires, but which through the unit trust (so long as he
continues to hold his units) give him an indirect interest in indus-
trial investment (including equities, and therefore a hedge against
inflation), plus a spread of risks that in a well-run unit trust also
gives him a teasonable degree of protection against, sudden loss of.
income and/or capital. In other words, he enjoys the benefits of
investment decisions made by a sophisticated professional manage-
ment, holds a security with a reasonably high degree of liquidity
and, depending upon his choice of unit trust, with some built-in
safety as well (28). Indeed, this can be so even though the number
of securities quoted on his local stock cxchanges is quite limited,
since unit trusts (provided the authorities are agreeable) can readily
invest a proportion of their funds in the securities of well-established
foreign concerns; many of them do so and thereby assist (if only in
a small way) the integration of the several national capital markets
into a larger whole, ,
Stimulating interest in the unit trust movement would seem o
be an excellent way of inducing a conservative public to invest more
adventurously and, even if indirectly, in industrial equities. More--
over, if a little ¢ pump-priming ” is necessary in setting up such unit
trusts, there is a strong case, if not for a State unit trust, at least
for a major unit trust sponsored by the leading commercial banks

¥ to new issues),

{the savings banks, savings and loan associations, insurance co
and they are primarily concermed - with- debe financing,
bouds (the small saver may indirectly purchase shares t

{28) How best to guard the interests of investors |
for the firse time

Pratection 1 Un.

mpenies, and pension funds)
including the purchase of corporate
hrough a unit or investment trusty.

0 boit trusts has recently {though not
) been the subject of some discussion in the United Kingdom. (Seq ¢ Giving
itholders , The Tunes, London, 30-4-66). :
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masse de mansenvre capable of exerting a more than significant
influence both on the prices of individual securities and on
security prices in gencral. The managers of such funds quite
apparcntly carry a heavy responsibility and it is difficult to conceive
of their being able to formulate a policy that could in any sense be
regarded as “ neutral ?. With such a big block demand, the great
danger is that the market may become “skewed ”; instead of
large number of separate individual demands, there is now a semi.
monopsony and rather less inter-play than previously cbtained be-
tween the conditions of supply and demand. On the ‘cther hand, at
times when the demand may be inclined to flag, this same semi-
monopsony may become a major stabilising influence, Presumably,
in matters that concern debt management, there will be regular con-
sultations between the managers of the Fund and the central bank.
Where there is still ample scope for greater institutional invest-
ment, it may be possible to influence the ways in which insurance
companies, pension funds, and savings banks invest their funds and
to encourage a larger flow towards investment in industrial bonds
— whether convertible or not — and in equitics, The authorities,
for example, might exercise a degree of moral suasion, but oz (it is°
to be hoped) compulsion. For the rest, they can assist these develop-

- ments by passing permissive legis'ation that enables such institutions

(if they so desire) to invest a higher proportion of their ‘funds in
bonds and shares (by increasing the maximum permitted ratio of
total investments that may be so applied, or by lifting an absolute
ceiling where such exists). In this context, it is again a matter of
breaking down conservative attitudes — in terms of the savings at
their disposal, the purchases of securities by these institutions are

often quite low and their choice of investments unadventurous and
traditional,

Whether one s attempting to stimulate the private or the ins'i-
tutional demand for securities, a potent considzration will be the
extent to which a “ secondary market ” in such assets already exists.
Few investors are likely to want to hold securities to their ultimate
maturity — or indefinitely, as the case may be — and their demand
for securities will therefore tend to be enhanced if they know there
is a ready market available in which they can sell for cash or (if they
50 desire) purchase alternative securities. This is what a “ sccondar
market ” in securities implies. It provides opportunities for shiftin
and the chance to convert one’s asscts into liquid form. If such a
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market does not exist, there is a clear case for encouraging its
development as a means of stimulating hoth market activity and,
in the longer run, a growth in the demand for bonds and/or shares.
Broader and more active markets in securities can only be achieved
by encouraging an increase in the supply and the demand for such
instruments, Action must concern itself with both sides of the

market.

The development of a secondary market might be promoted
in a number of ways. It is important, for example, that fiscal
barriers (31) to transactions in shares and - bonds, as well as fees
and commissions — Le. the costs of shifting — should be kept
at minimal levels. Equally, there is a case for encouraging firms
to satisfy their longer-term requirements by making new issues
of securities (bonds and/or shares), with a view to reducing the
amount of long-term accommodation sought from the commercial
banks, which might be expected to provide primarily interim
financing (including medium-term credits), leaving it to specialised
institutions (like the bangues d'affeires) to take up the “ partici-
pations ” that could lead, in due course, to the issue of marketable
securities. -In some instances, there may also be a case for opening
up the capital market to a larger number of underwriters (whether
these be drawn from existing institutions or from new establishments
specially set up for the purpose); this would expose underwriters
currently in the field to increased competition and lead to greater
flexibility in terms and rates. At the same time, in the interests of
maintaining a healthy market that continues to be soundly based,
the authorities may fecl that directly or indirectly (e.g. through a

gains tax ”, though it may have many other

(31) One of the dangers of a © capital
capital transfers and to render more

virtues, is that it is Jikely to reduce the mobility of

difficult the tasks of effective portfolio management. This type of difficulty might possibly
be overcome by exempting from the tax wholly or in part the operations of certain types
of financial intermediaries (c.g. banks and unit trusts) for whom partfolio managemeont is 20
essential aspect of their business. It is appreciated that exemptions are always difficult to
define and to apply, and the appropriate sclution might well be to retain a * capital gains
tax ® but to keep it at moderate levels, In uny eveni, once such an impost has been
introduced, the taxed tend to adjust their policies in order to accommodate its incidence.
For example, in the United States, in a year of falling markets, a bank may sell securities
and tske its losses, With tax rebatos at 48 per cent (for baoks in the highest corporation tax
bracket), these losses will be much Jess net than gross. The funds released in this way will
then be re-invested in similar securities standing below par. As the maturity date approaches,

the securities will appreciate in value and when the profic is realized this will attract L

capital gains tax of only 25 per cent.

bonds,
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to provide the turnover that is of the essence of a secondary
market 7.

In summary, there can be no effective broadening of a capital
marlket if institutions merely hold securitics indefinitely in their own
portfolios, One needs to develop not only an appetite for securities
— by the general public and institutional investors — but also a
desire periodically to buy and sell existing securitics, and thereby to
increase the turnover of the market, in that way fostering the
emergence of a fexible and consistent structure of rates and yields.
It is not a question of encouraging speculation, but of promoting
the basis for informed portfolio management, such that institutions.
seek to hold those sccurities that offer either the best current returns
or the best prospects of future rcturn. In an uncertain world, not

everybody can be right in their judgements, but given the fullest

possible information and operational experience, there will be an
increased probability that market prices will reflect the undetlying
real earning trends and prospects of the concerns and industries to
which the sccurities traded in relate.
1. S. G. WiLsoN
Hull



