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Preface

Economic growth and development is an aspira-
tion: it is a mechanism to alleviate poverty, to give
opportunity to those who do not yet have it, to
foster equality, and to create a better society.

Well-functioning exchanges enable economic
growth and development by facilitating the mo-
bilisation of financial resources - by bringing to-
gether those who need capital to innovate and
grow, with those who have resources to invest.
They do this within an environment thatis regulat-
ed, secure, transparent and equitable. Exchanges
also seek to promote good corporate governance
amongst their listed issuers, encouraging trans-
parency, accountability and respect for the rights
of shareholders and key stakeholders.

The number of countries with a stock exchange
has grown dramatically over the last 40 years
- from just over 50 in 1975 to over 160 in 2015.
This increase is partly attributable to a growing
consensus about the role of stock exchanges in
promoting economic development. However, de-
spite this growth in the number of exchanges, the
link between exchanges and economic develop-
ment is not widely-understood or appreciated.
There are several reasons why this might be the
case.

First, there is insufficient understanding outside
the financial sector and certain policy and aca-

demic arenas, of what exchanges do, and how
what they do contributes to positive economic
and societal outcomes. Second, while the aca-
demic literature is in agreement that there is a
positive link between well-functioning financial
Mmarkets and economic development, there is no
blueprint to guide practitioners as to what com-
bination of policies, incentives and structures is
required to produce a ‘well-functioning market’.

Given the potential of exchanges in contributing
to economic development, it is important to not
only improve the understanding of the role of ex-
changes and how they operate, but to work to-
wards the creation of environments that ensure
the development of well-functioning exchanges.
We believe this joint report with UNCTAD is an
important first step in achieving that objective.

Nandini Sukumar

CEO, The World Federation
of Exchanges
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Foreword

Our objective with this joint report with the WFE
is to engage with the critically important ques-
tion of how stock exchanges can promote eco-
nomic development and begin to explore how
this can be (and is already being) expanded to ad-
dress some of the twenty-first century’s biggest
development challenges.

In 2015, member States of the United Nations
launched the Sustainable Development Goals
(SDGs). These goals lay out the pathway for the
future we all want and include targets like: elim-
inating poverty, achieving gender equality, ad-
dressing climate change, and ensuring inclusive
and sustainable economic growth. Achieving
these goals is in everyone’s interest. Profitable
exchanges, investors and companies rely on sus-
tainable, healthy and prosperous societies.

Achieving these goals requires that we all make
a contribution to building a better tomorrow.
The role of the public sector in this effort is fun-
damental: we need smart policies, better poli-
cy coherence between ministries, and incentive
structures that reward investment in sustainable
businesses. But none of this will be enough with-
out the private sector's contribution, including
stock exchanges and other capital market stake-
holders.

Stock exchanges can contribute in two main
forms: the first is promoting good governance in
business practices and the second is promoting
investment in sustainable development.

Good governance in the twenty-first century
Mmeans good practices on environmental, social
and corporate governance issues, what many
investors refer to as ‘ESG’ issues. Policy makers,
investors and consumers increasingly demand
it. Stock exchanges have a strong role to play in
this area. They have traditionally been responsi-
ble for helping to form well-regulated markets
with transparent, well governed companies. And
today stock exchanges are helping companies
adopt best practices on ESG issues.

With the right policies in place, exchanges can
play an important role in fostering economic de-
velopment and innovation. This is an important
function by itself. However, there is increasing
recognition that to address the challenges of the
twenty-first century, we need economic develop-
ment that is sustainable and inclusive. We also
need to mobilise significant financing to achieve
the SDGs. Meeting the SDGs will require massive
injections of investment. In our 2014 World Invest-
ment Report, we estimate that global investment
needs are on the order of $5 to 7 trillion per year,
with about $3.3 to 4.5 trillion per year in develop-
ing countries alone. Much of this is for basic in-
frastructure, food security, health, education and
climate change mitigation and adaptation. Stock
exchanges can be instrumental in meeting these
investment needs and are recognised as an im-
portant element in UNCTAD's Investment Policy
Framework for Sustainable Development!

In addition to their traditional role in contribut-
ing to economic development, exchanges are in-
creasingly asked to address these broader issues.
Given the size of the challenge it is critically im-
portant to have well-functioning exchanges fit for
purpose. This paper sets the baseline for future
work around policies and processes for maxim-
ising the development contribution of stock ex-
changes. UNCTAD will continue to support stock
exchanges, including through the UN Sustaina-
ble Stock Exchanges initiative,? to assist exchang-
es in their endeavours to promote good corporate
governance and investment in sustainable devel-
opment.

James Zhan

Director, Investment and
Enterprise Division

United Nations Conference
on Trade and Development

Editor in Chief, United
Nations World Investment
Report
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Executive Summary

This exploratory report by the World Federation
of Exchanges (WFE) and the United Nations Con-
ference on Trade and Development (UNCTAD) ex-
amines the role of stock exchanges?® in promoting
economic growth and sustainable development.
It explains why they matter and what can be
done to ensure that exchanges make a positive
development contribution.

This report is set out as follows. Chapter 1 begins
with a description of a modern-day stock ex-
change and the framework within which it oper-
ates. It then summarises debates within econom-
ic theory about stock exchanges and economic
development. It notes both the positive role of
stock markets in promoting economic develop-
ment, as well as some of the shortcomings and
common criticisms of markets. Next the report
describes functionally what an exchange does
and how this translates into economic impact.
The report then provides an overview of exchange
activity around the world.

Because the growth of small and medium enter-
prises (SMEs) is an important element in the over-
all development of an economy and the creation
of jobs, Chapter 2 of the report looks at exchange
initiatives to enhance SME access to capital mar-
ket finance.

Chapter 3 of the report looks at efforts by ex-
changes to promote sustainable development.
Recent years have seen many exchanges around
the world adopting various initiatives and tools
to promote improved environmental, social and
governance disclosure and performance among
issuers. This includes involvement in the develop-
ment of new ESG-themed financial products and
information services such as green bonds and
ESG indices.

The report identifies two main mechanisms
through which stock exchanges can contribute
to development:

1) Mobilising resources for sustainable economic
growth and development:

a) Well-functioning exchanges facilitate the
mobilisation of domestic resources and for-
eign portfolio flows.

b) Exchanges around the world are increasingly
focused on improving SME access to finance,
as evidenced by the dramatic growth in the
number of dedicated SME markets.

c) A number of exchanges offer sustainabili-
ty-themed products and services, from ESG-
themed indices and funds to green bonds.
These assist in promoting companies that
better manage ESG issues and mobilising
funds towards addressing sustainability
challenges.

2) Promoting good governance in business prac-
tices:

a) Many exchanges are promoting greater ESG
disclosure among listed companies via vol-
untary guidance, listing rules, and training
activities.

b) SME development is about more than ac-
cess to finance. Some stock exchanges have
introduced programmes to help SMEs to de-
velop their management capacity, strength-
en their governance structures and innovate
and grow.

These findings highlight just some of the roles
that exchanges play in contributing to broad and
sustainable economic development. The ability
of exchanges to perform these roles is dependent
on the existence of a combination of relevant en-
abling policies, processes and institutional struc-
tures. The exact nature of these would vary across
jurisdictions. The report sets out initial thoughts
on key elements of a framework to maximise the
role of stock exchanges in promoting develop-
ment in the final chapter.



The Role of Stock Exchanges in Fostering Economic Growth and Sustainable Development

1. Stock exchanges and economic
development

1.1 Overview of the modern-day stock
exchange

A stock exchange is an organised marketplace, li-
censed by a relevant regulatory body, where own-
ership stakes (shares) in companies are listed and
traded. Listing happens in the so-called ‘primary
market’, where a portion of a company’'s shares
are made available to the public. The company
often uses the listing to raise funds through issu-
ing new equity shares (an initial public offering or
IPO). Investors can then buy and sell these listed
shares in the so-called ‘secondary market’. While
listing in the primary market may result in a flow
of funds from investors to the firm, the trading
between investors in the secondary market does
not.

The activity in both the primary and secondary
market occurs within a framework of laws, rules
and regulations, aimed at ensuring the exist-
ence of fair, transparent and orderly markets. To
achieve these objectives, these rules and regula-
tions will typically provide for the protection of
investor assets, the process for transferring own-
ership of shares, the requirements with which
companies that are listed on markets must com-
ply, and processes for ensuring settlement of dis-
putes. Exchanges also ensure that trading occurs
according to predefined, public rules and that in-
formation about the prices at which investors are
willing to buy and sell, and the prices at which
instruments have sold (pre- and post-trade trans-
parency) are publicly available.

Exchanges are supervised by a securities market
regulator. Different jurisdictions have different

models of who is responsible for what element of
market regulation. All markets with an exchange
will stipulate:

e The listings requirements (the requirements
that companies wishing to list on the exchange
must meet initially and on an ongoing basis,
and the information they are required to dis-
close to the public);

e The membership requirements (the financial,
educational, conduct and other requirements
that the entities who trade on the exchange on
behalf of investors must meet);

e The trading rules (the rules according to which,
for example, buy-and-sell orders are matched,
the price determination process, what happens
in the event of errors, the moment at which a
binding transaction is concluded); and

e The process for clearing and settlement of
transactions (e.g. how the transfer of ownership
of shares and cash is effected, over what time
period, and how defaults are managed).

Regardless of the specific regulatory structure, all
exchanges will have some responsibility for en-
suring compliance with these aspects of market
regulation and engaging in some level of market
surveillance.

1.2 A review of the academic literature

Questions about the impact and role of financial
markets in promoting long-run economic growth
and development have occupied development
economists, academics and policy-makers for
decades. While the research focused initially on
the banking sector it later expanded to include
stock exchanges. Key questions examined in-
clude:*
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e What is the nature of the relationship between
financial development and economic develop-
ment (does financial development happen in
response to economic development or does fi-
nancial development drive economic develop-
ment)?

e What are the mechanisms through which fi-
nancial development might support economic
development?

o Whether there is a specific role for stock ex-
changes (rather than just banks) in economic
development?

e What potential negative effects financial de-
velopment might have on economic develop-
ment, and how to mitigate these?

Some economists have either dismissed the role
of finance® or ignored it entirely. However, there is
a preponderance of research that suggests that
financial development is integral to economic
development, and that differences in levels of
economic development can at least partly be ex-
plained by differences in levels of financial devel-
opment. We summarise some of this below:

e There are several studies® that look at econom-
ic history to argue that many of the great eco-
nomic advances that have been made over the
last few centuries (such as the Industrial Revo-
lution in Great Britain) are a direct result of the
existence of a modern financial system.

e A more empirical set of studies by Haber” still
looks at economic history, examining the tex-
tile industry in Brazil and Mexico in the late
nineteenth and early twentieth centuries, and
concluded that the more rapid expansion and
productivity growth of the Brazilian textile in-

dustry over this time was a direct result of the
reforms in Brazil that led to the creation of a
more inclusive and accessible financial system.

e There is also a wealth of statistical evidence
showing the link between financial and eco-
nomic development. King and Levine (1994),
in a cross-country study® found a positive re-
lationship between higher levels of financial
development and real per capita GDP growth
rates. Another multi-country study by Levine
and Zevros (1998), using data from 47 coun-
tries over nearly 20 years, concluded that stock
market liquidity and banking development are
‘positively and robustly correlated with cur-
rent and future rates of economic growth”?

Researchers have also attempted to isolate the
role of stock exchanges specifically. Again, the
theoretical and academic literature predomi-
nantly finds positive links between well-function-
ing exchanges and economic development. In a
study looking at the performance of firms, Dem-
igu¢-Kunt and Vojislav (1996) found that firms in
countries with ‘active’ stock markets experience
higher-than predicted growth rates.®© Another
study by Beck and Levine (2002), looking at data
from 40 countries over four, five-year periods,
found not only that financial market develop-
ment is important for economic growth but that
both banks and stock markets independently
and concurrently have a role to play." Caporale et
al (2004) looked explicitly at the question of cau-
sality’? and concluded that well-developed stock
markets can foster economic growth.”®

An area where there is less consensus is whether
market-based financing or bank-based financing
has a greater impact on development. A recent
report focusing on Europe concluded that if Ger-
many had had more market-based finance (at a
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similar level to the United States) over the past
20 years, its GDP would now be approximately
2% higher* while another study concluded that
whether a country was bank-based or market
based offered little explanation for differences in
economic performance.”® Other researchers have
suggested that it does matter and the answer de-
pends on the specificities of the jurisdictions in
question, referring to the quality of bureaucratic
institutions,’® the strength and enforceability of
the relevant legal frameworks, and the impact on
shareholder protections,” and even the underly-
ing level of economic and financial development.’®
There is also evidence that banks and markets
interact, providing sometimes substitutable and
sometimes complementary services at different
stages of economic and financial development.”®

The theoretical explanation for the link between
the financial economy and the real economy is
that financial market development promotes eco-
nomic development by facilitating the mobilisa-
tion of capital, and enabling risk sharing and risk
transfer. Researchers are, however, still seeking
to empirically isolate how stock exchanges (and
other financial intermediaries) impact economic
development. Some strands of research have sug-
gested that markets enhance capital accumula-
tion (see Bencivenga and Smith, 1991) while others
focus on the impact on productivity (Levine and
Zevros, 1998), more efficient resource allocation
(Rajan and Zingales, 1998), and greater competi-
tion and innovation (Hsu, Tian and Zu, 2014)2°,

Researchers have also asked whether aspects
of financial markets and financial development
may have a negative impact on economic devel-
opment and society. This question gained par-
ticular salience after the financial crisis. Concerns
raised about stock markets specifically are:

e That markets may contribute to excessive
‘short-termism’, thereby undermining long-
term value-creation by firms? and the ability to
effectively address long-horizon sustainability
challenges;?? and

e That speculative trading activity and/or ‘herd-
ing’ behaviour may create a disconnect be-
tween the real and the financial economies,
resulting in a misallocation of capital and po-
tentially destabilising economic consequenc-
es.”

Other research? focuses on the finance sector
more broadly and suggests that above a certain
threshold, further expansion of the financial sec-
tor, relative to the real economy, may have a neg-
ative impact on economic development (includ-
ing on income inequality).?®> This research finds
that this effect is particularly pronounced for the
banking sector?® and resulted in 2017 policy pro-
posals from the Organisation of Economic Coop-
eration and Development (OECD) and the G20,
which encourage more balanced market devel-
opment (with reduced reliance on bank credit
and greater use of equity).?

Finally, the positive link between markets and
economic growth is predicated on the creation of
a ‘well-functioning’ financial market. While there
is some evidence that market size (as measured
by market capitalisation) may matter less than li-
quidity and spread of liquidity,?® this is an impor-
tant area for future research.
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1.3 Elements of well-functioning markets

This section builds on the theoretical overview set
out in the previous section, by explaining practi-
cally how modern-day stock exchanges may con-
tribute to economic development. Essentially,
exchanges enhance the ability of entrepreneurs,
as well as more established corporations with
expansion plans, to access the capital they need
to grow their businesses. The source of funds is
the savings of domestic (and potentially, interna-
tional) investors who are looking for investment
growth. Stock markets are able to perform this
‘savings mobilisation’ function for a number of
reasons:

¢ Investment horizons: Stock markets provide
investors with a comparatively easy means
of exiting their investment, in that the shares
listed on a stock exchange can be sold in the
secondary market. Investors do not have to
identify a specific buyer for their securities
nor do they have to negotiate the terms of the
sale as these are determined by the rules of
the market. This reduces the risk for investors
(savers) in putting money into an investment
with different time horizons than their own in-
vestment horizons.

e Transparency: Through the initial listings and
ongoing disclosure requirements, exchanges
reduce the costs that investors would other-
wise incur in finding out the information they
would need for investment decisions. This also
helps to address the ‘information asymmetry’
problem where company insiders necessari-
ly have more information about the company
than outsiders.

¢ Investor protection: The rules of the exchange,
combined with relevant securities market reg-
ulation and associated settlement infrastruc-
tures address or at least mitigate contract
enforceability risks where investors might not
otherwise be sure that they would receive the
benefits of the investment they have bought.

e Pooling funds: By bringing together a large
and diverse set of investors, markets reduce the
size of an individual investment (e.g. an inves-
tor can gain economic exposure to a firm by
buying a single share). This allows investors to
manage the extent of the risk they take on and
thereby the risk to which an individual investor
is exposed.

These ‘risk mitigation’, ‘risk spreading and ‘risk
transformation’ features of stock exchanges serve
both to reduce the cost of the capital for firms,
and to obtain financing for larger and/or risk-
ier ventures than they might be able to finance
otherwise. This can be seen for example in the
financing of mining and exploration companies
(that, for example, make up a large number of the
companies listed on the Australian Securities Ex-
change) or technology companies (such as Am-
azon).

In providing investors with access to a range of
investment opportunities, stock markets ena-
ble investors (through diversification) to reduce
their risk of income volatility by diversifying their
investment portfolios. This, together with posi-
tive investment returns enhances consumption
and future investment opportunities for inves-
tors - thereby generating further funds to finance
growth and expansion.
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1.4 Stock exchanges and the real economy

As at end 2016, there were nearly 50,000 com-
panies listed on 81 exchange groups?® around
the world. The combined market capitalisation
of these companies was approximately $70 tril-
lion.3° While many people think of stock markets
as representing large companies, the companies
listed on these markets (which in many instances
include dedicated markets for small and medi-
um-sized companies) range in size from a market
capitalisation of less than $10 million to well over
$100 billion. The companies listed on stock ex-
changes come from all economic sectors: servic-
es, manufacturing, mining and information tech-
nology. They generate revenues that pay salaries,
buy goods and services from other companies,
pay taxes and return dividends to shareholders.
They are also significant employers: WFE esti-
Mmates suggest that the 24,000 companies across
just 26 of the 55 WFE's equity market exchanges
employ over 127 million people.

Figure 1.1: Sectoral distribution of companies listed on WFE Exchanges across regions

Top ten sectors, by number of listed companies
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Figure 1.2: Overview of companies listed on WFE
exchanges®

Number of exchange groups 26
Number of listed companies 23,767
Number of employees (total) 127 million
Number of employees (median) 1162
Revenue earned $29.9 trillion
Dividends paid $1.2 trillion

Source: Reuters and WFE analysis

In line with the role of markets in financing future
growth, there were over 1,000 IPOs in 2016, rais-
ing $130 billion. By mid-2017, there had already
been over 800 IPOs with $83 billion raised.

This summary of stock exchange activity suggests
that the capital mobilised by stock exchanges
can contribute to economic growth around the
world. One specific component of this activity
concerns small and medium-size companies, a
key driver of global economic growth. This is dis-
cussed in more detail in chapter two.

Figure 1.3: Growth in number of listed companies over time*?
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2. Stock exchanges and SME
development

2.1 Importance of SMEs and the financing
gap

Small and medium-size enterprises (SMEs) form
a large proportion of companies and employers
worldwide. According to the World Bank, SMEs
provide at least 45% of the jobs and 33% of the
GDP in emerging economies alone. Although
SMEs are important contributors to jobs and the
growth of economies, they face significant con-
straints, including lack of access to finance3*> The
World Bank suggests that 70% of SMEs in emerg-
ing markets lack access to credit.3* The OECD sim-
ilarly notes that “despite..improvements in SME
lending..many SMEs continue to face credit con-
straints.”>

Given the importance of SMEs to economies, a
number of multilateral institutions, governments,
policymakers and private sector actors across de-
veloped and developing markets are focused on
addressing the SME financing gap. This has in-
cluded a greater emphasis on the potential role
of capital markets and stock exchanges in par-
ticular.®®

2.2 Adapting stock exchanges to serve
SMEs

The initial and ongoing compliance requirements
and costs of traditional equity markets may rep-
resent a barrier to SME listing. This has prompted
policymakers, regulators and exchanges to de-
velop regulatory regimes and platforms that are
appropriate to SMEs. Some earlier literature was
critical of the success of these ‘junior exchanges’
due to low take-up and low amounts of capital

12

raised. *” However, the number and scale of SME
platforms has grown significantly over the last 12
years in response to demands to improve SME ac-
cess to finance. As at end 2016, there were over
7,000 companies listed on various SME platforms
across WFE member exchanges in over 40 coun-
tries.

SME markets promote and support SME listings,
not just by facilitating access to capital, but also
by providing an environment that enables SMEs
to thrive. SME exchanges cater to the needs of
SMEs in a variety of ways, including:3®

e Eliminated or reduced listings fees, and dis-
counts on annual fees;

e Relaxed entry requirements such as sharehold-
er spread or profit history;

e Business development assistance (often in-
cluding a designated advisor);

e Access to additional capital; and/or
e Less frequent reporting requirements.

Most SME platforms are either an independent
market within the exchange group or a separate
board or segment within an existing exchange
structure. This tends to be more cost effective
than creating a stand-alone SME exchange and,
where relevant, provides a mechanism for SMEs
to graduate from the SME board to the main
board.>® While graduation may enhance a firm'’s
access to capital and reputation,*© firms will not
always choose to graduate and most exchang-
es do not require it.* The Johannesburg Stock
Exchange notes that the reduced requirements
and additional support provided to SMEs on its
SME market has encouraged some companies
to move their listing from the main board to the
AltX (SME) platform.
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2.3 The SME platform universe

The number of SME platforms has more than
doubled since 2005 (Figure 2.1).2 This includes a
sharp increase in 2013 with the addition of several
African Growth and Enterprise Segments (GEMS)
in Kenya, Rwanda, Tanzania and Uganda. These
new segments followed the East African Securi-
ties Regulatory Authority’s launch of the Capital
Markets Advisory Centre (CMAC) to encourage
SMEs to use capital markets to promote econom-
ic growth.”® Several other stock exchanges are also
currently revising listing requirements or launch-
ing new initiatives designed to attract SMEs.*

Figure 2.1: Number of SME platforms doubles in
past decade

Number of SME platforms in operation
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Consequently, SME platforms are now found
across the world.“* The size and scale of these plat-
forms vary dramatically. For example, the market
capitalisation of these markets ranges from S5
million to over $750 million and the number of
listed companies from less than ten in some mar-
kets to over 1,000 in others.

There is as yet no proven, single model for ensur-
ing successful use by SMEs of exchange-based
offerings. However, the growth in the number of
dedicated SME platforms and associated services
suggests a global attempt to support the poten-
tial of this portion of the economy.

2.4 SME listing challenges in developing
markets

Despite the significant growth in stock exchang-
es and SME platforms worldwide, low income
countries have significantly fewer SME platforms
than high income countries (Figure 2.2). Stock ex-
changes in smaller developing countries have a
more difficult time supporting companies, and in
particular supporting SME growth. A lack of for-
eign investors, lack of investment in domestic in-
dustries, lack of domestic savings, and low availa-
bility of liquid capital all make it more difficult to
establish thriving stock exchanges.“® Additionally,
businesses in these markets often choose to list
on larger, more developed exchanges rather than
list on their own country’'s exchange.’”” These fac-
tors, together with the relatively smaller size of
companies in these markets, make it even more
challenging for exchanges in these markets to of-
fer viable exchange-based offerings for SMEs.

Figure 2.2: Lower-middle and low income
countries contribute a quarter of SME platforms
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2.5 A review of African SME markets

As part of the research for this report, a review
(including a series of interviews) was conducted
of SME platform operators in low- and lower-in-
come African markets.*® This complements exist-
ing WFE and other research into SME platforms
and provides additional insights. While many of
the challenges these platforms have identified
are common for SMEs around the world, some
are perhaps more pressing in low-income mar-
kets. The key barriers to SME use of markets and
examples of responses to address these, are as
follows:

Compliance capacity of SMEs. As noted, SMEs
are by definition often less able to meet stand-
ard exchange listing requirements. This is exac-
erbated in developing markets, where SMEs are
often significantly smaller than in higher-income
countries. For example, the average market cap-
italisation of a company listed on Euronext’'s Al-
ternext market is $70 million, while the average
SME on Egypt’'s Nile Exchange (the second larg-
est SME exchange in Africa by number of listed
companies) is only $2.5 million. Exchanges have
sought to address the cost and compliance bur-
den associated with listing in a variety of ways.
These include reduced fees, lower or no profita-
bility requirements, and less frequent reporting
(e.g. bi-annually instead of quarterly). Several
exchanges also allow companies to list as ‘intro-
ductions,’ which enables companies to introduce
some shares on the market without releasing a
public offer. A few platforms also offer differen-
tiated reporting requirements where companies
can for example report according to local GAAP
instead of IFRS (which may be a requirement for
main board companies).*®

Loss of control. Many SMEs in these markets are
family-owned and are hesitant to relinquish con-
trol of the company. In line with exchanges in
other markets, stock exchanges have sought to
mitigate this challenge by reducing the propor-
tion of shares that must be owned by public in-
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vestors. Public float requirements are, on average,
lower for SME platforms (14% for SME platforms
versus 24% for main platforms).>® A similar con-
trol is reducing the number of required share-
holders that an SME must have to be eligible to
list. SME platforms require an average of 71 share-
holders versus an average of 451 required by the
main board.”

Lack of information. In their study of Kenyan
SMEs, Mwarari and Ngugi (2013) found that many
SMEs do not know about stock exchanges or un-
derstand the benefits of listing.>? To address this,
the Enterprise Growth Market Segment of the
Dar es Salaam Stock Exchange (DSE) worked with
the non profit Financial Sector Deepening Trust
(FSDT) to implement an awareness, training and
capacity building campaign aimed at encourag-
ing SMEs to list. While DSE’s Enterprise Growth
Market Segment currently has just five listings,
the DSE has more than doubled its investor base
since the launch of this SME platform, largely
through the success of this awareness campaign.

Perception of elitism. Some interview respond-
ents noted that stock exchanges are viewed as
“too elite” to deal with by many SMEs. The Bot-
swaha Stock Exchange’s upcoming Tshipidi SME
Board will therefore be explicitly branded as
pro-small business in an attempt to overcome
the perception that stock exchanges “don’t care
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about the little guys.” In Tanzania, the teacher's
bank MCB was one of the first companies to list
on the DSE's SME segment. Established by the
Tanzania Teachers Union, the bank serves teach-
ers and other civil servants and has provided
quick buy-in for the SME platform.

Fear of tax liabilities. African exchanges that were
interviewed suggested that SMEs were often con-
cerned that listing would reveal a lack of historic
tax compliance, resulting in large penalties. To ad-
dress this, the Nairobi Stock Exchange’'s Growth
and Enterprise Market Segment, for example, has
asked regulators to accompany them to orienta-
tions on listing on the segment, so SMEs can hear
directly from tax authorities on the tax implica-
tions of listing. In some cases, the tax authority
has asked SMEs to pay the outstanding balance
owed, but has given amnesty on the penalties for
historic non-payment.

More limited management capacity. SMEs by
their nature are likely to have less management
capacity to deal with the rigours of listing. Again,
this is more likely to be the case for SMEs in
less-developed markets. Exchanges in the inter-
view group (and more broadly) are therefore in-
creasingly focused not just on making it easier for
SMEs to list but supporting SMEs in the pre- and
post-listing period. Many platforms offer or re-
quire the use of advisors to guide SMEs through
the listing process and ensure ongoing compli-
ance. These advisors often provide more support
than a sponsor or an advisor on a main board. For
example, the FSDT not only publicised the DSE's
Enterprise Growth Market Segment, but also sup-
ported the Tanzanian Capital Markets and Secu-
rities Authority in certifying and training 40 Nom-
inated Advisors to support SMEs.

SME platforms also increasingly offer creative
mentorship structures for SMEs. For example, the
Nigerian Stock Exchange's (NSE) Alternative Se-
curities Market operates a ‘tripod’ training struc-
ture consisting of the following three elements:

1) The ‘Guardian Angel’ (chosen from registered
stockbroking firms based on status as SME sub-
ject matter experts) provides financial advice pre-
and post-listing, and guides SMEs through com-
plying with all requirements. The NSE is working
on developing incentives for these brokers to be-
come more involved with SMEs.

2) ‘Institutional Services’ are offered by business
consultants who diagnose SMEs’' needs and offer
solutions for SMEs interested in listing. These con-
sultants provide a free initial diagnosis for inter-
ested SMEs (subsequent sessions must be paid
for by the SME).

3) ‘Growth Ambassadors’ are identified individu-
als who have excelled in their various areas of ex-
pertise to serve as mentors and provide guidance
to companies prior to and while listed on the
SME platform. They also support in driving advo-
cacy for the platform.

The Casablanca Stock Exchange's ELITE program
(in conjunction with the London Stock Exchange),
similarly provides a two-year training programme
to prepare SMEs for listing.

While many of the solutions employed by this
sample of African SME platforms are in line with
those used in other parts of the world, they also
provide some interesting suggestions as to how
stock exchanges particularly, but not exclusively,
in lower-income countries can attract and nur-
ture SMEs, thereby supporting SME growth and
development. Exchanges may wish to explore:

e Working with regulators to address tax con-
cerns that may prevent SMEs from listing on
exchanges.

e Partnering with civil society organisations to
support the growth of SME segments.

e Encouraging advisors to engage with SMEs.

e Providing a forum for sharing experiences be-
tween SME platforms.
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3. Stock exchanges and
sustainability

3.1 Overview of sustainability mechanisms
used by exchanges

While financing is at the heart of what exchang-
es do, stock exchanges have also historically
played a strong role in the development of cap-
ital market institutions, standards and corporate
practices.>®> More recently, this traditional role of
promoting good governance has expanded to in-
clude the introduction of capital market policies
and instruments designed to promote more sus-
tainable investment practices, address the chal-
lenges posed by climate change, and support the
achievement of the Sustainable Development
Goals (SDGs). These ESG practices are being pro-
moted through various stock exchange-related
instruments (figure 3.1).

Figure 3.1: Overview of sustainability
mechanisms used by stock exchanges
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The growth in membership of the United Na-
tions Sustainable Stock Exchanges (SSE) initia-
tive, which has more than tripled in the last two
years (figure 3.2), and the establishment of the
WFE's Sustainability Working Group (SWGQG), can
both be seen as proxies for the increasing atten-
tion exchanges are giving sustainability. Partner
exchanges of the SSE range from global giants
like NYSE and Nasdaq (United States) to large
emerging market exchanges like B3 (Brazil) and
JSE (South Africa) to small developing country
exchanges like the Rwanda Stock Exchange or
the Namibian Stock Exchange. Through the SSE
and the SWG, exchanges have access to consen-
sus and capacity building activities, guidance, re-
search and other support to assist in their efforts
to contribute to sustainable development. Given
the large overlapping membership and aligned
interests of the SSE and the SWG, the organisa-
tions co-operate where possible.

Figure 3.2: Sustainable Stock Exchanges
members - Total number of SSE Partner
Exchanges by year
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3.2 Green bonds, ESG indices and ESG
disclosure

Specific efforts by exchanges to promote sus-
tainability can be clustered into three categories,
namely green bonds, the promotion of ESG dis-
closure and the creation of ESG indices.

Green bonds

Green bonds are debt instruments used to fi-
nance or re-finance activities related to environ-
mentally beneficial projects, including climate
change mitigation and adaptation efforts. Ex-
change-based green bond offerings have grown
considerably in recent years, with 11 exchanges
now listing green bonds. Since the first green
bond issuance in 2007, the labelled green bond
market has grown to over $180 billion outstand-
ing as at end 2016.>* Green bonds finance an ar-
ray of sectors from clean and efficient energy to
low-carbon transport and water (Figure 3.3).

Figure 3.3: What green bonds finance
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By listing green bonds, stock exchanges can play
a leading role in the growth of this market by pro-
moting standards for assurance and guidance for
issuing green bonds, while opening new chan-
nels of finance for climate mitigation and adap-
tation projects. The Luxembourg Stock Exchange,
for example, is one of the pioneers in this field,
listing its 100t green bond in 2016. Exchanges in
developing countries are also active; for example,
the Nairobi Securities Exchange announced in
2016 the establishment of its Kenya Green Bonds
programme.

The market for green finance related products is
expected to continue to see rapid growth in the
coming years. This growth takes place within a
context of increased efforts by governments to
address climate and related environmental chal-
lenges, coupled with increased investor under-
standing of the risks associated with carbon-in-
tensive business practices and the potential for
stranded assets.>®> Therefore the number of ex-
changes offering green finance related instru-
ments is likely to continue to increase.

ESG indices

ESG indices remain the most popular sustainabil-
ity instrument among exchanges, with 38 of 82
exchanges providing them. These types of indi-
ces are used to promote sustainable investment,
while also encouraging greater ESG transparency
from issuers. There are more than a hundred ESG-
themed indices around the world, created by ex-
changes as well as specialist companies such as
FTSE-Russell, MSCI, Standard & Poor’s, Thomson
Reuters and others.

Investors are increasingly using these types of in-
dices to incorporate ESG criteria into their invest-
ment decision-making. In July 2017, Japan’s Gov-
ernment Pension Investment Fund, announced
that it will shift 3% of its passive domestic equity
investments (roughly $8.8 billion) into ESG indi-
ces while Swiss Re, a (re)insurer, said that in ad-
dition to incorporating ESG into their investment
decision-making, they were also switching to
the use of benchmarks that integrate ESG crite-
ria. Globally there is an emerging consensus that
considering ESG information may be an integral
element of an investor’'s fiduciary duty.>®

17
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ESG disclosure

Finally, as an extension of their role in promot-
ing good corporate governance and ensuring the
availability of relevant information for investors,
Mmany exchanges are playing an important role in
promoting greater, and better quality, ESG disclo-
sure. By mid-2017 there were 32 stock exchanges
providing formal guidance to issuers on reporting
ESG information, including 17 exchanges that in-
troduced guidance for the first time in 2016 and
early 2017. Still more exchanges are expected
to introduce such guidance as the global trend
among stock exchanges shifts towards explicitly
recommending issuers report on sustainability is-
sues (figure 3.4).

Figure 3.4: Global trend in stock exchange ESG
disclosure guidance
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Moving beyond voluntary disclosure, ESG infor-
Mmation is incorporated into the listing rules on 12
exchanges as of mid-2017. Mandatory ESG disclo-
sure rules are emanating from stock exchanges
(e.g. Hong Kong Stock Exchange, Singapore Stock
Exchange) as well as securities regulators (e.g. Se-
curities and Exchange Board of India). These rules
can have different scopes of application, some-
times applying only to a subset of the largest list-
ed companies, thus relieving smaller companies
of any undue additional disclosure burden.

While governments remain the most prevalent
initiator of policy instruments aimed at sustaina-
bility disclosure, the cases of B3 (formerly BM&F-
BOVESPA), Bursa Malaysia, Johannesburg Stock
Exchange and Stock Exchange of Thailand rep-
resent instances where stock exchanges, through
their ability to influence the reporting behaviour
of their listed entities, are successfully generating
a rapid uptake in sustainability disclosure.®”
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4. Towards a framework for
stock exchanges to foster
economic growth and sustainable
development

This report provides an overview of some of the
ways in which stock exchanges can, and do, con-
tribute to economic growth and sustainable de-
velopment. It has focused on two main roles of
exchanges: mobilising resources to facilitate sus-
tainable economic growth and development and
promoting good governance. The mobilisation
of finance is central to what exchanges do and
the existence of well-functioning exchanges can
therefore contribute to economic growth and de-
velopment. There are also opportunities (which
many exchanges have already identified) to build
on this financing function to enhance SME access
to finance, and to enable the mobilisation of cap-
ital to address significant long-term sustainability
challenges. As part of their role in promoting cor-
porate governance amongst listed issuers, many
exchanges have already begun to encourage the
disclosure of material ESG information. Finally, in
seeking to improve SME access to finance, some
exchanges have implemented dedicated pro-
grammes to improve SME governance and man-
agement.

The ability of exchanges to perform these roles
is dependent on the existence of a combination
of relevant enabling policies, processes and in-
stitutional structures. The exact nature of these
would vary across jurisdictions. Based on the re-
search presented in this report, and building on
the identified roles, the suggested policy objec-
tives, respectively, are, to: i) promote policies and
standards to ensure transparent, well-regulated
markets; and ii) enable effective mobilisation of
domestic and foreign resources for investment in
enterprise development, innovation and job cre-
ation. Key elements of a framework to maximise
the growth and sustainable development bene-
fits of exchanges are visualised in figure 4.1.

These elements speak not only to enabling
growth and sustainable development, but also
to ensuring the creation of healthy, sustainable,
transparent, and inclusive markets, that maxim-
ise the benefits while minimising potential neg-
ative impacts. Achieving these goals requires the
collective effort of exchanges, regulators, policy-
makers, and market intermediaries. Multilateral
organisations such as the UN, the WFE, and |0S-
CO can provide platforms for such engagement.

Figure 4.1: A growth and sustainable development framework for stock exchanges
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