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INTRODUCTION 

The recent massi\'C intcn.::st in invcY.ting in emerging nl<lrkch )la .... hccn primarily cau~cd, hy 
the h1gh returns ~cncratcd in lhcse markers and the1r lnw correlatiOn with 1hc devdorcd 
markets. 

In the 1111d crght IC'>. tl1c re were J I enK·rging stock markets in opcwtitm, mostly concemnucd 111 
Soutll A'ia ;md l,arin America. with total market capitalizalion of Sl7!.2(ll millron. The 
number tlf li,rcd \hllllC.\tic ctunp<ulrc.s reached a tolal of X.<JI6 cnmp<~nics in all emcrg1ng 

m;Jrh'h <~I rhe rune. By the end of /995, toi<Jl opcratmg emerging ..;.rock marl.;cls reached 5(}, 

witll t<llal market r<lpitaliz;rrion of $1.X95,709 million, and I() ,3()7 listed domestic companies. 1 

The capllnl inllm\''> ltl cJner.;:lnt! srock markets arc considered an imrPrtant source of external 
finance for dcvcloprn~ counrric_,_ These inflows h<Jvc taken scvcr;rl forms: direct equity 

purchases by investors in swck m<rrkct.\, i . ..,sues of rights on cquilies in the form of dcpo.\itory 
receipts held hy foreign depository institutions in the form of global depository receipt.\ 
(GDR) or Alllcncan dcpmirory rccerpts (ADR}. 

The Worltl Bank· . .., assessment of the financial sector performance of developing countries 

relics heavily on its evalwr!inn of the stock marker development of thut country. Structural 
adjustment lo<trls offered to aspiring developing countries otien contain conditions reh.tted to 
the stock marker development. The rational hehind such policy is that stock markets have a 
signiticant role in mobilizing and allocating domestic savings. Moreover, because of the 
continuou . .., valuation of share prices ;:md the possibility of takeovers, stock markets can 

impose discipline tlll cnrnpan ies and lead to a more efficient allocation of capital. 

Tl1c avai!<.~hi!ity of <l rcli<rhlc share valuation technique in an emerging stock market will he a 
major f;rcror in de!crmining the rate of capital inflows to that market. Despite the fact that the 

share valu;1tion motkh <~rplicd in emerging and developed stock markets arc the same, the 
immature !l<lltJre of cmcrglllg markets. resulting in a very poor dataha .... e system, insider 

trading ;_rnd the lack nr lransparency <Jnd surveillance systems, makes the valuation proccS.\ 
less <~Ccur;ltc in emerging rmrrkets. 

The aim of this study 

Tile ;urn of tlli" research i.\ to explores the share valuation techniques in emerging markets, 

and demonstrate~ !he application of the most appropri.ate of these techniques. A major 
considl'r<Hion throughout the study is that the valuation models applied in eml'fging m;rrkcl~ 

~1rc the same as in developed markets. However, the main difference lies in applying these 

model~ Tl1Js difference L'> related to the nature of the market heing Clllerging or m<nure, and 
the prcv;u/mg po!rcrc.\, rcgulutions and procedures. 

1 E111cr~in)! Sr, ,rJ.. M ;11 h·h F.tcl hook, I 'JIJ6- lnlern<lllon;i/ hnancr Cnrporar 1011 
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Contents of the study 

The research i~ de!<.criptlVC and analytical. The first chapter, which deal .... with stock m<.~rkcts, 
and their rel<uiomhip to their economies, with especial emphasis on erncrgmg stock markets, 
relies on survcymg some of the relevant literature on the subject, together with some 
concluding rcm<trk .... 
Chapter two explores thfcc of rhe acknowledged rcchniques of share valuation in any stock 
market, and cxpl;tin . .., how the applic<ltion of these techniques may differ in emerging s10ck 

markcb. 
Chapter three dcmon..,tratc.<> the application of the mosl approprituc technique of share 
valuation for the company sdeclcd in the Egyptian .stock market. 
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CIL\I'TEI~ ONE: STOCK EXCIIAN<:E MARKETS 

Introduction 
D!lfcrent .\lUdiC.\ h;l\"l'C!llpha'>JZed the rcl<llion:.hip hcnvccn the cffcctiwncs.'> of an economy"s 
financ 1a! markeTs <Jnd Jh lcvd of real development. T!li:-. 1.'> priman/y hc~.:au-;c financi;ll 
m;1rkcl.-. provltk liqtlldlty. promote the <.~cquisiiJO!l and dissemination of mfonnatum, and 
pemut agcnh to inne;J\l' '>pccrallzation. A further cxpJ;m;uinn hchind this rel;ttinn.\hip J.\ thai 
tllc mo.\1 pfoductn·'-· C.IJ1II,i/ 111\CS!Illl~nrs will often rcqum.· tllat l<1rgc ammrrHs of fumb he 

committed for Jon~ pcr1od\. \\'Jih investor;.. facing rclatJvdy long time to payoff. Hnwcvcr, 
invc .... rors arc unlike!\' to coJlllllll funds to such investments m the ahscnn: of well functJonmg 

financi<ll m;trkch til<~! c111 Jll(lVIik- them with liqtlldity. 

World financia/lll;Jrkch 111 recent year.'> have heen characterized hy trends toward.\ incrc;Jsed 

irHcgration and lrher;~/J/;I!h)IJ Financial market." nowadays show <1 much higher degree of 
uHcgr<~tiorJ. with Lir:;c ,llnounh of capital -11owing across horders to take advantage nf the 
perceived higher rcluJn tlr d1vcrsifieation benefit. Gross capital outflow . .;, from the main 
industrial countries re<~clled about $R50 billion 111 JtJ93, compared with an average of about 
$500 hi Ilion during IIJi-:5-()0 1. Much of this out !low has been in the form of easily tradahlc 
securities (hom! . .;,, cqtrilil'\. :rnd other negotiable instruments). 
Driven by improved dtlJllL'\1 ie policies and incrc~1sed economic growth, developing countries 

have shared in these trends. Tow/ equity flows to developing countries were $13.2 hi/lion m 
1993, quadruple that of tiJrcc years earlier? 

[n this chapter we Jllt.'\l'llt an overview of stock markets, and their relevance to econornic 

Jevelopmenl. Section {I I) CXillllines the term "stock market", explaining its functions in the 
economy. Section (I 2) presents the different forms of stock markets. Chapter ( 1.3) discusses 
the relationship hcl\l'l'l'll \tnch markets' existence and economic development, highlighting 
thc1r adv;mt:JgL·.~ ,IJid (11\~ldv<tntage.o, to economic growth. Section {1.4) of this chapter 

addresses emerging \lod, !ll~Jrkds, their characteristics, attractions and risks. 

1.1. J<'undions of stock exchange market-; 
The financial rn;~rkcl. 111 11\ broadest sense, includes any form of commitment into which 
.\<lvings may Jlow_ I! 111cl11des not only stocks and bonds issued hy rriv;llc companies, 

govcrn!tll'lll.\ and puhhL· authorities, hut a/so demand (Jcpos1ts in h<mk . .;,, money, and 
governmcnl hond~' A~ ~udJ, it is responsihle for the temrorary surplus funds of various types 

of econonuc unHs _\ceking employment for short periods, and the .\<lli . .;,fadJ<>n of shor! term 

needs for fund ..... II Includes all shun-term loans made by banks, finance companies ..... uppl1ers' 
f;K'ilitic.\ ;md orhn type~ of lenders. The source.\ supplying fund . .;, in these markets include 

inJividu;tl S<tVCL\. conHIH:n:ial and other banks. finance companies, insur<.~nce companies and 
local govcrnmcnc .... /)em:tnd for short-term funds come from the government. security hrokers, 

household .... , husine'" concern~ and banks. 
On the olhcr h;md. fin;Jnc~<d markcL'> serve as the medium through whl(·h funJs arc channeled 

for investment in \loch. honds, mortgage loans :.~nd other types of long !crm sccuniiC\. 

Arnong the supplier_' :JCtn'ely seeking finance in thc.\e rn:Jrkets Jrc government.\. corporate 

t ·nlC Wodd DehL\, Th!.' WoJ·Jd Ibn~. llJ%. p.4 
c Ibid. ISf'XJ, P- 10. 
'1\d;!lll\. ( llJX!)). Jl J J J 
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husJnc..,:-.e~. and )!.0\·crmllclll:Jl unil.\. On thc dcmtmd side, cmitic . .., ~cc~ing re\Urn on their 
invc\tllll'nt~ <Ire JrHirvrduotl\. lift insurance cornpanies, mutual fumls cornp;rnics, conJmcrci;Jl 
and merchant h<tnk~. 
The term ·srock 111~1rkcr:-.' {or 'securities m<~rket.,'} is used to denote !he market." for tho.\c 
fimrncral in:-.tnllllt.'lll\/c]<JIJil:-.lnhligaJions th:Jt arc commonly and readily transfcr<.Jblc hy sulc, 
namely, shares. homJ..,, ere., is.~ucd by companies as well LIS homh., bd/s, unJ .stocks Jssucd hy 
governments ttnd puhlrc <nlllloritics. 'Securities' is used as the gencnc fenn for the various 
forms of f1nancial rnsrruntcnt.' in the stock marker. The stock nMrket is, therefore, a narrower 
concept than capiwl nwrkc!. which emhr<-tcc.s all forms of horrowmg and lending, (wcluding 
mortgages for ex;unplc). 1 

Stock market.' pl<JY a viral role in the fin<.Jnci;d development of coumries. The basic functions 
of _qock markets c<JJJ he .... urnmanzed in the fol!owmg: 2 

1 R.itr\mg c;1pita/ for e.J.rblic sector economic units ;ts well <t'> nrivarr sector Ullltes. In an 
economy where there J.\ a private ownership of compunies (manuf<JCturcrs, traders or 

scrvJCe .... ), and where governmental unite" hormw fund., for public improvements, a need 
cXJ.\1.\ for a .\ervice specializing in marketing new security issues lo willing lenders. Stock 
markers h<lve alw<tys hecn a mean hy which invesiOrs .\eeking fin<HJcc C<tll approach lenders 
(fund holders) to finwKc their projects, whether for start up project\ or expansions. At the 
. .;.ame time .\lock Jll<Jrkcrs can provide the same service to the public .sector. upon wishing to 
raise funds from rcsJdcnrs for new investments or privatizing the ;t/rcady existing economic 
units. 

2. Trading of sccuriries rhrouoh huying und selling. Stock m;nkcts have always been the first 
resort for market participants :-.cekmg liquidation of their securities. The case with which a 
snwll investor can sdl a .\Ccurily is an important factor when investment decision is made. 
Unless a .security can he resold readily, the investor will he reluctant to effect the purchase 
in the llrst place. 

3. Regul;ttions. The srock nmrkels have always ucted a:-. the hendunark for dealing and 
tnmsuctmg in the market through certain guidelines. The involvement of a higher authority 
in rcgui<tting the performance of the stock markets projects a sense of security lo all rypcs 
of de<Jlcrs in rhc. mar~ ct. Regulations include ccrling .... for charges and conunission ..... '-~·"well 
as rules for implcntcnl1ng: tran .... actions. 

4. Another import~1111 funcrion of stock marker..;. i.s fin;lllcial rroduct innovation. Security 
exchanges and invc.,trnerH hankers arc continually dcvclop1ng new products to lllecl the 
objectives of rnvc.\lOr.\. Prior to 197.1 the principal ~ccuritics were common <.UHJ preferred 
-.;wcks and v;!nous types of coupon-hearing government, corporare and municipal hond.~. 
Tntby rnvcstors can choo . .;,e from tJ large variety of in.~lnrmeru .... ; stocks, bonds. financial 
ftrillre.\, option and W<tiT<llll (Scars and Trcnncpohl. 1993) 

In ~ertL'f<d. !ltc rtl<IJOr fundron of stock exch:mgc markets i~ to efficiently al/oc;uc financial 
resource:-. from u/tinwtc s:tvcrs to ulrirnatc borrower ..... In this funcrion. it h;rs to g<111l the trust 
of t/Jc m;nkcr p;u·ticrp:utl\ that not only will the primary. hul :rho the .... ccondary markcts 
opcr<Jil' dficrcntly TillS cur he achieved through stock m;rrkcb rclkcting the L1ir pncc of the 
/Jstcd 'lldrcs u.\Jllf <JJI rnfnrmarion aV;Jibhlc on the cnmp;ury. Accordingly, any a11cmp1 hy 
spcculalors tn dcv1atc the .... twn: price from it.' intrin.~rc v;.J!ue will hL' immediately corrLclcd hy 
the .\lock lllirrkcr forces. 
In orher word.\, with 1he notion th;tt tlte price of a common stock is a funcrion of the level of ;1 

company·~ 1.'~1rnings. dividend_, declared. bu.\inc ........ rJsb, the cosr of funds, and tlrl' luture 
growlh rale, \tock rn:u'kct\ <tct :Js the llrdicalor of the company'_, value 

I B;rd~~LT. Tw~'CJ.\1 HI. & ( ;u!/nn,rnn. I llJ(l I ). r-1 (1 

'/{r»c. 1'!7X. pp.-1!10--Hn 
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hnally, investor.~ will he rductanr w tr<tdc in .\ccuntrc:-. in the stock rn<~rkcl.-. unk-...., tlwy .uc 
cnnfidcnttiMt the !ll<~rkct an:urarcly prrccs the tr<tdcJ .\hare,_ 

In operating tn ;KIHcn_· rhcir funcrton:-.. stod; markets have a!W<I)"' rcqurrcd .\OillC cknlL'Ill~ to 
f;JCiJitalc ih cxisrcncc. These arc the mottvcs for mdtvtdu:ll savtn~'- opporruntiiL'' (or 
j n \'L'\1 me nl. and I ltc c X 1 \I cncc of soc ml mst !I utions fa vorah/c to m vc_,r llK'n!'. 

1 

In an environment rh<~t cncnur<tgcs capital nwrkcts. Dlotivcs for indD::i!!!!i!l s:~vmg_'i should he 
availabk <til l11c titlll'-"· Tlll''L' tlHl!IVc\ will help indivrdua/s 10 <Keep! !he prc.\cncc of caprt;tl 
m;1rl\cr.., as an ;J/1;.orhcnr of their \;tvtngs, ;md at the same ttlllC a rncdnun for ltqurd:nmg thcrr 
tll\L'SilllCill when rcq!!rn·d A!nong the rea.\OIJS people feel a desire t(J ~<1\'l' ;~rc: 

• Provisicms for ClllergL'JKJL'."· where people !rke to .-.ave for !he "r;~iny tl<ry" when the~c funds 

<U"L' mo . ..,iJy needed. 

• De .... ire for owner ... lllp of a hu~1ness. w/Hch ha...,ically re!lccL\ r!ldlvldual dcsrre of 

Independence <llld fin;ulL"Ld oppununitic.-. associated wilh own1ng a business. This will/cad 
indrv1du<~h 10 ....ave rhll JU~t for rhc initial srart up mvc.~trnent cost. hu1 for porcntial 

cxpansron of the hu .... incs.\ in 01e future. 

• Savings for mcelmt! suhst;llltial IIIC: expenditures. such as vacations, children cducarion. or 

pun:ha.\e of Jar~c i1 em"-

• Provision for rdrrenK'llL This lws hcen u m<0or factor affcctrng the .... upply nf savings, 
which actually rc/leeh people's desire for future security gu;rrantccd through the .\!ream of 

income provided afrer rctrrcrnent. 

• Desire for the "ecun1y of inves1rncnt income, which is likely to he stronger a.\ the 
individual"s income p:rsscs the point where ir obtains for him what he regards as necessities 

of life. 

rn addition to the nwtl\ l'" for .\<IVing.\ and the ability to .S<lvt:, there must be a demand for 

fonn<ll s.:rvings hcforc Jln·c~t!llent markets can arise and social institutions can he created to 
encourage individuaL-. to S<~Ve_ The investment opRortunities s/Jould he profitable, or at lea-;t 

promising, otherwr~c s;JVIIl;!~ wrll take specific channels than others, meaning that investors 
might prefer kcc.p1n:; 1/1err '-<Jvrng., in cash forms maintained at their end. 

While the imtitutions o( Investment could exist on a limited scale without capit<.di.sm, l.lS in the 
govemmcnt loans of the pre-capitalistic era. these institutions owe their present magnitude 

and irnport<lnce to !he technologiCal development of <I capitalistic society that uses a gre<rl 
variety of dunrhk _!,!ooch in product ron. For example, discoveries of new products through 

large expenditure for rc .... e<lrch by industry and the increasing U\e of eyuipment in every phuse 
of business foster the clcrmnd from husincs.s firms for inve.,tmcnt funds.~ 

The final condr11on c.~-'ent1al to the creation of capit<.~l m< . .u"kets i.-; the existence of favnrino 
no lit ic;r/ ;rnd economic in ... titutions. Some of these arc: 

• Stahle government and legal safeguurd.--,, for before investors ure willing to invest their 

ft1ncb, !hey need a.\:-.Ur<mce that a stah!c government will protect their contracttwl :IJld 

property ritdll~ \O tlr~1t they may CllJOY the fruits of t/Jeir invcslnlenL /\n un:-.table 
governrnenl. \\'11/J tbe severe uncertainty associarcd wJih Its policic,, wi!l JcfinJ!ely 

discour<1ge accunwl;~tinn ofsavmgs <llld their use. 

• A reasonably stable currency_ Some rnvcsllllCill\ lake the forrn of dchh pay<~h!c 111 currency 

of the country. Domesric intlation can de.~! roy much of the real value, or purchasing power, 

of these deht ci•rirm. Moreover, deflation can he equally dl\<l\trou_, hy shrinking lhc 

nnrninal value nf inventories, plan(\, and real estate. 

I R.:dly. f()Xl.pp./92-207 
2 Ba!l;;er, T! >J).'U\On. & (;ull>lll ,wn. I I t)(J I J.pp.22-27 
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• Finam_·!al m~\1\tlliO/l~ In ~ud savtn.g. As mvcstmcnt tx:comcs mnr~ witlt:spn:ad, fin<llll'f<d 

mst1WI1nns Ill;!! an: designed 10 gathl.!r s<lVings and d1rcd thcrn to productive 

cmpll))"l1lCn1. grov.· m 1mpnrt<uKc. The brgest of lht:!\C institutwns arc the C\)ll1lllcn.:i,d 

han~\:-.. the Jnsuranc,.; cmnp;HJ/Cs. tht: mutual funds rompanics, <Jnd the invc~·ilmcnt b;lnks. 

Mn.,t of these mo..,litutwns -~crvc as in~c:rmcdiarics in hringmg lenders and horrowcrs 

logcther. 

1.2. Tht' cliffcn.•nt forms of stock exchange markt•ts 
In .... 1udyinl,! I he \~'(H kl s\Pc~ markets. hislnric:d and cu!tur<ll tlifkn:nccs explain mo.st nf the 

"i,;."!nific;uH dJ(fcrcn~·c:-. 1n stock tradmg practices ;:troum.l the world. Apart hom lcg:tl strW.._'\tlrc. 

nurncrou" (lth..:r dHll·rcnL·c." ''~"'-" found rn iht' operations of drffcrcnl type~ of stock markeh. 
tJndcr.swndin~ the ~PL'Ctfic opl'ralron.'> and mechanics of the stnd fllar·h:t require:-. an 
understanding nf the nvcra!! Prg:rni/.ation of !he nwrkct. This undcrstamling will provide 
insight inw the purpo:-.c ol the different segments of the srock market and their 
mtcrn:lollion~!Jip-'. Th..: prinL'rp;rl distinction between m~\rkcls is based on the following:' 
I. 13o.~scd on I he type of issue; whether !he issued .shares arc a new issue of a comp.any or 

the government, or already 0\!l~t:mding and traded in the market: markets are clas!'ificd 
10 Prinwrr murkns. ;rnd Senmdmy markets. 

2. Based on the rcgu)ation>. app!tcd on !he market: market.s are c!assificU to organized 
11/(lrkets (the Lts!ed st'curity moria'/). and fll1nrRrll1iZed ~11!/rket.\· ( the Over Tl1e cowuer 
Murkt'l, Tlw Third Morkct :md Tile Fourtl1 Market). 

1.A Primary !\1:-lrkl•t 
The primary sccun1y market is the markcl in which new issues of shares or bonds are sold by 
vanous economic units to acqunc capital. These economic units include private corporate 
cnlrtics. the govc1nm~nL <~nd public sector corporate.s, On the demand side partie~ willing to 
purcha:-.c lhc."c >.L"C\11'11\L" ;m:: individuals, mutual funds. investment hanks, and corporate 
hw.,)ncs,\CS. Tht.: imponant factor in this definition is that the proceeds of the issued .securities 

go to the issuing ccnnomic unit a;-, new capital. 
Bt.:cau.sc thc'-~.C cconorn1L ul\i!\, seeking new capit<d, are not in the business of trading or 
is:-.uing '.LCUn\ll'.~ nn regular hasis, they usually employ another party to h;mdlc the 
regislfalion, salt: and drstribullon of securities in the primary m<:~rkcl. 
ThLs p;1r1y is the invc:-amcnt bank. The !mter gives advice to the issuing unit on the general 
ch<lracrcrisucs or !he l'>~Lic, its pricing, ;.md the timing of the offer, and in some cases the 
mvcstmcnt hank acL'> "" :m underwriter, thus transferring the risk of the sale from the i:-.suer to 
the invc~tmcn! b<Jn~ 
In cm;._·rgHl~ fll<lrkets. w1th a i<.Jrgc number of privati7.ation issues and the presence of large 
nulllht:r'> of ccounrHic units joining the stock market for the first time. the prim:~ry market 
takes <lll cspcc{;.d(y unponam role m these markets. 

l.B St>('ondary Mo1rkct 
Onco: '>I..'L"l!rllll"'> h;rvc been publicly sold for the first time, they arc traded in the secondary 
m:~rkd ln ll!r.-. L";hc. till.' proceeds from the s<:~le in the secondary nwrkcl do not go to the 1ssucr 
but w the current owner of the 1-ecurity, 
The imporwncc or the secondary market is realized in the fact th:.lt the ~lhiliry to <.:on vert a 
~ecurity in!o Cil~h i~ heavtly dependent upon the secondary markel. The primary mMkct would 
be scnous!y hampered tn Lis function of helping the economic units to acquire new capita! 

withoul the lrquidily rn)\"idcd hy the secondary market.:! 

' /' J Dr;1\..c. I 'JXIJ, ppYJ-60 
! ll1J~ham and C;ip.:n~).,'" I <.IX'\. p.!2 
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markets ;md ccorllllllK :;rowth. it wa' explained !IJ;JI Rage hot ( IX73) ;md 1/rcl...s ( /9h1)) \'ICW 

the liquid fin;Jw.:ial m:utcts as playing a critical role 111 the irH.Ju.\lri;JIJZ:IIion 111 Engl.md hy 
facJIJtating the llHlhillt:HJnn of capital on massive .\calc. Goldsmith ( J9()9) :1rgucs thar when a 
country grows fa,lcr th.ul normal. !he ratto of rhc financial sy .... rcrn 's ,..,_..,crs to GDP <Jho tend . .;, 
In experience ah(lvc a\·cragc grow1h. In con!ra.'>t, Rohcrt Luc:rs ( 19XX J <J.sscrt..., th;Jt cconomL\Is 

overstress the role of the firwncia/ factor.., in economic grmvth_ Also, Nicol:t\ Stern's ( 19X9) 
review of dcvclnpmcnt economic" ignored the financial _..,ystcm m discus.'>ing the factors 
cnhanc1ng thc rcnnonllc dc\·cloprncnt process. 
The l1nk:tgc hei\\L'l'n IlK' fune!Joning of the stock markets, a.~ parr of <1 well functionmg 
financJ;!/ ..;y~lcm .. mJ L'rtliHlllliC growth has hecn recen!ly ;1 crir~ea/ i.~sue in rhe economic 
IJlcrarure. Th1' <1\fK'L'I \\',1\ very impon<ml for rcsc;1rchcrs and policy makers hec<tll.\t' i1 mc;wl 
Ill<!! in many countnc_, swd; rnarkcl reform should he hi~h on the reform agenda. However, 
1/Jc hcncfit.\ of .\lock m;u-1-:eh have lo he hal anced ag;till.'il certain costs incurred for developing 
lllc fin;uH:J;d systcnt Ill illc\L' countfiL':-.. 
The foltow1ng sec! Jon rrcsL·nt.\ thc ddlcrent VJcws imroduccd 111 some of !he World Bank 
researcher paper..; ahntJt the unporwncc of the mcnlwncd rda!Jon .... hip. 
The studies favonng a pnsi!lvc relalionship helwcen the financial system und economic 
dcvclopmenl has b<tstnlly focthed on the efficiency of tht' financial system as rdkcled in 
liquidity, capital allnc;ttJI>n. ;!lld risk diversification. On the other lwnd, studies agains1 the 
posirive role of the llnancd system in the economic growth h<Jve inclined to focus on the 
impact of stock rn;utel.~ on sav1ngs pal!crns in the economy. 

1.3.1 A positive rclalitm'>hip hclwcen stock markets and economic development 

-Early observation~ hy Gurley ( 1955), Shaw (1960) h:..~ve looked in the relationship from the 
view of the dwm.;t!_:l-_!ll!!}_!!ccur in the financial w.~tem as counrries develop . 
They concluded th;ll a~ economics develop, self financed capital investment first gives way to 
hank debt finance ;111d l<lll'f to the emergence of equity markets as an additional instrument for 
raising cxtcnwl funds. The-y also indicated that moving from poorer to richer economics, 
commercial hanks ;md non hank finuncial institurions grow in importance, while the role of the 
central hank dtmltm!Je, fur!hcrmore. the financi<Jl system allocate.'\ more credit to the private 
sector as a share of GDP til richer countries; and richer countries tend to have larger financial 
system and stod: rmr~ds a.\ percentages of GOP than poorer countries.' Figure I 
dcmoJhtratcs how the financial structure of economies varies with their income. 
The figure imhcate\ th;Jtcconomic development is highly correlated with the development and 
efficient l'unrriontn~ of the financial system (including hanks, private non hanks, stock 
markets, in~urancc con1ran1cs and pension funds). The correlation exists bcc<.~usc as .\flown in 
the fq!.urc. 
at low kvcJ., of (k\"dnpmcnl conuncrcial banks arc the dominant 11nancia/ instillnions. As 
ccoJJOllllC.\ develop and grow, ~aving t~nd inve.'\llllcnt rate\ increa~e. thus, tile need for 
~rccialization grows, allowing for efficient allocation of c<~pilal, nsk diversification, and 
faciliwtin!! inform;uion llows. Accordingly, specialized financial intermediaries and ·"lock 
m;u-1-,:cl.\ develop dlld rrosrer. 

- The link hctwccn liquidl!y and economic development h<i.'> been a maJOr concern in the 
studies of the finance-growth relationship. Many studies l1avc emph~hizcd that the po_.:,itivc 
relationship between the presence of stock markets and t/w hi~her economiC grmvtll r;Jtes 
rcl1cs heavily on rhc Li.!J_11id narure o{.rrock nwrka~. 
John Hicks (I 969} Indicated th<Jt stock market improvement' !l1<tt mitig;Jtcd liquidity fl'ik were 
primary C(tuses of tile industrial revolution in England. According tn Hicks, rile product\ 
manufactured during the first decades of the industnal rcvnlutwn had been invr:nted much 

1 So!111;1k. The W(lr!d HanL 1\m !lJ'H p JOJ.JO''i 



• 

earl1cr. Thus, leL"hnnltl~lcal llliloValinn (lid no! sp;u~ sU.\Iamcd ~rowth. M;Jny ol thc-..c t'XI.\llng 

inventions, however. required l<trge injec11ons and long-run commilmcnl..., of c.lpll<d The 
crincal new ing.redJL'!ll lh<ll ignited growth in the JHth century in England W<IS \l(lck m;u"ke! 
lllJtlidity. With lJquld .-..wck markcls, savers can hold ltqmd a-;scts, such ;ts swck-.. and homb 
1/Jat they c;:Jn quickly and easily _o;,eJ/ if they .seck access to the1r savings. 
Srmultancously, _.;,tnd mar~ets transform these liquid financial instruments Jnto long-term 

1nvcstmcnts in ill!qunl production processes. Hec<Jusc !he induslrial revolution rcqum:d l<lfgc 
commitments of capiLtl fnr long periods, the wdustnal rcvohuion may not lwn:: occurred 
witlwut tllis liquid tr;tn\formatJon 1 
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Figure I Fimntl'ial ~lrut·turl' in Low, Middle, High-Income Economies (1990) 

Note: The dahl arc t'or dc1-cn low-mcome economics (ilanglade~h, Egypt, Guyan<.~, lndi<.t. Indonesia, Kenya, 
Ni~eria, Paki.~tan, Z;nrc, 7~1tllbi<t. and Zimbabwe), twenty two middle-income economies (Argentina. Bolivia, 
Br;11il. Chile, Colombia, Co,IJ f~ica. the DnminJCan Repubhc, Ef Salvador. Greece, Guatem;1la. Jamail·a, the 
Repuhla: of Km~~l. M:d:')'l,l. Mexil·o. Paraguay, the Philippmes. Taiwan, Thailand, Tutmia, Turkey, Uruguay, 
<HHI Vcne7.ucla) ;md foultt'l"ll lllgil-HJCOme economies (Australia, Canada, Denmark, Finland, France. Gcnn;my, 
ltorly. ];lp<.tn, the Nctherl.tnd,_ S111gapore, Spam, Sweden, the United Kin);!dom, and the United States). 
In 11}90, /ow-mcome cconolllil'\ h:1d ilO aver~tge GOP per capita o($490: middle-income economies $2.740; and 
l11gh-incomc ccorHlllHC.\ :h20.-157. 
* Non-hank financi:d in't1HH1nns rndudc insurance companic.\, pension funds, mutu;rl funds, brokerage houses, 
<HJJ invcstmcrH hani.~. 
Snun:t" The World Bank i:l·ononllc Report. Nnvemher J<,l'J] 

Lcvrnc (I 91) I) emphas1zcd the .".amc argument by explaining !hal stock markets may all eel 
economiC <K!Ivlly through the creation of liquidity. The presence of liquid equity markets 
make mvcslmcnt lcs~ risky and more atlrJctive because they <dlow savers to acquire equity 
wuh the <rhility to sell it quickly. Levine explained that a fraction of savers receive "shocks" 
<tftcr choosing hctwcen two investments: an illiquid, high return project and a liquid low 
rettrrn pro_1ccr. Tho.~c receiving shocks might want access to their savings before the illiquid 
proJcCJ produce ..... This risk creates incentives in investing in the liquid low return projects. 
In the presence of ltquiJ s!ock markets, savers receiving "shocks' can sell their equity claims 
on the profits of the illiquid project to others. Market partrcipants do not verify whether otl1er 
agent-. received shocks or not, they simply trade in impcr.rmwl stock markets .. Thus, wnh 
liquid stock markets, equity holders can readily scllrhcir shares. while firm:-. have permanent 
access to the caprtal ~nvested hy the initial shareholders 2 

1 Bencivenga. Smith i!IHI St.~rr. The World BanL M,ry /!J<J"i. pp.H·J_1 
: Lel'lrlC, The World fbnk. Ocroh.:r I'-JI.J6. pp.J l-15 
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I.J.2 A twgalivc rclalionship hclWl'l'n sto<:k markets ~nd t'(onnrui~_· ckvelopmcnt 

The rok of stock rnarke1s in ccononm: growth h~~~ been hi~hly que ... tioned in smue .\tudJt:\. 
Thl'\C -.;JudJcs MC hasically hased on que.\IJOnJn~ the cffech of \luck nwrkcts' llqt11dily on 
ddfcrclll :~ .... peels 1)f the economy, such a.'> s;Jvtng .... and mvcstmcnl'i rales. attractiOn and 
alloc<JHon nf funds, and information acquisJtion. 

-Mayer ( 19XXl explained that increased liquidHy of s!ock market\ could he a burden to 
ccnmHlllt growl]!, ;tl kast through !hrec channels: 
1- Liqtwlity of stock nw·kct.., rncrC<J\C<. the returns on investments. This can reduce s;Jvtngs 
rate_, throuO"-h incontl' and ... uhstJiution cffccl\: for saver\ recctving htghn rehlrn\ on 

lfl\'e\trllClll.\ wdl pruhahly dtn:ct <t larger part of their income In a new con ... umption pattern,_ 
If \aVJng r<tiCS f;dl erwtr~h :111d if there l.\ an externality all ached 10 capi1al accunwi;Jtinn. then 
<JC!Jvc \lock nwrkets could _,Jnw econonuc growth. 1 

2- Stock rnarkcts tend to dccn·a.\C the unccrtamty associalcd with invc.\lrncnts, which m;ty 
n:ducc '><lVIng rate.\ due to the douh/c-cdgcd effect of unccnaimy on :--.avings. While lcs.\ 
unccr[;IIJlly makes an invc~tmcnl more attractive to risk averse agents, Jess uncertainty also 
lower-.; deJllaJJd for precaution;u-y savings. Thus the ultimate effect of lower unccrt;tinty on 
savlllg r;lle~. produced by grc:tter swd market liquidity. is uncert:un. 
J- Stock rn<trkct liqtrJdJIY may otdvcrscly affect corporate governance. Liquid stock market may 
eiK'otH<tgc rnyopi<t. bccau ... e it makes it ea-.;ier for dis.-.atisficd investors to sell their equities. 
Accordingly. this mighl weaken investors' commitment and reduce investor.-.' incentives to 

exert corporate con!rol hy overseeing managers and monitoring companies' performance, 
which wi11 evcnwally lead to retarding economic growth? 

Stiglitz ( J9X5.1994) argued that developed stock markets quickly reveal information about 
companies thrmq;h price changes. This quick public revcl<Hion reduces incentives for 
invc,aor.\ to expend Jots nf rc~ourccs in obtaining information about companies' performance 
<.tnd potentl;tls, he~:ausc investors can get the information simply by observing prices:l 

Beside .... Kyle ( JfJ!-;4) mcn1ioned that excessive euphoria and optimism can result in high 

volatillly in \l(lck lll<Hkct.~. <rnd us evidcnr m /929 and 1987, might Jcud to an inevitable crash. 
Figure 2 ~how\ th;t! cnlcrging stock markets in developing countries can strongly .suffer from 

high volattlity as mea .... ured hy the percentage change in the local markel indices. 

Gooptu ( JtYJJ) and Turner ( 1991) criticized the role of stock markets that offers extraordinary 
,·eturns, thus <lltracting tremendous foreign capital Jlows, which might lead to general 

macroccon<HlliC m~t;thiltty. For many of the devclopmg countries that receive foreign capitul 
intlow, and equity !lows Jrl particular. investigations were ra1scd on whether these flows arc 
volatik ;tnd potcnti;t/ly destabilizing to financial markets and the economy. 

Thi' <tr~unwnt ha' hecn raised wrth the increase in the level of capital inflows directed to 

developing countries during the last ten years emphasizing on the imporwnce of equity flows 
a.\ a rn;qor component. Table I shows the portfolio flows to developing countries during the 
pcnod J<JS<J_<n. 

The cOil\'Cntional \visdom is that short-term flows to developing countries are inherently 

unstahlc. tr.\llally referred !0 as "Hot Money". Many developing countries huve actively tried 

to discour;tgc short-term flows or encourage longer-term flows. Clac.sscns. Dooley & Warner 
used d;Jta for five dcvclopwg countrie.<. and five mdustrial coumries, and .<.bowed that there arc 

no sig:niricanl ditTcrenccs hctwccnthe time scric-.; propcrtic.<. of short-term tlows and long term 
tlow.\. 

1 Price. J<J'-J4. pp 6-~ J 
2 /Jool~y <!!HI W;uner. The W11riJ Bank. May J<JlJ5. p.40 

'Kunl & Ln"lfl('. TlH" w,,rld Jl~ml-. r:.eo(IOI!liC Revrcw, M:ry I\J<J6. p.20.l 
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Figure 2 J'crccni;J~t' Change In Soml' Dcn~loping Stock Markets Price Indices 

Source: Erncr~rng Srock M.nl..et\ htcrhook 1995 - International Finance Corporation 
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They also showed !hat because there is so much substilulion bc1ween !he various flows, only 
an analysis of J/lc <~ggregme capiwl account is meaningful. This implies thut uny capital 
con!fol program or other policy aimed at discouraging a particular type of flow mo.~y he 
incffc~..:tual. 1 

On the o!IJCr lmnd, cgui1y portfolio flows can benefit developing countries by diversifying the 
sources of external finance, increasing the risk bearing by investors. reducing the cost of 
capil<ll, impfoving incenlives for manuging the investment procc...,s, assisting in the 
devcloprncn! of Jome:-.tic capital markels, and enhancing the mohiliZJ!JOil of domestic 
resources. However. the motivating force, for effective re:;,u/ts from these flows, is the 

1 Kunr & f.rvinc. ll1e World B;~nk Economic Review, May /946, p./44 


