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INTRODUCTION

The recent massive interest in investing in cmerging trarkets has been primarily caused, by
the high returns generated tn these markets and their tow conelation with the developed
ntarkers.

tn the mid eighties, there were 31 emerging stock nrarkets i operation, mostly concentraied in
South Asia and Latin America, with total market capitalization ol $171.203 million. The
number ol listed domestic companies reached a (otal of 8916 companjes in all emerging
markets at the tme. By the end of 1995, toral operating emerging stock nurkets reached 59,
with total nrarket capitafizanon of $1.895,709 mittion, and 19,397 listed domestic compunics.'

The capital inflows to emerging stock markels are considered an important source of external
finunce for developing countries. These inflows have taken several forms: direct equity
purchases by investors in stock markets, issues of rights on equities in the form of depository
receipts held by foreign depository instiutions in the torm of global depository receipts
{GDR) or Americun depository receipts {ADR).

The Wortd Bank's assessment of the tnancial sector performance of developing countrics
relies heavily an ks evaluation of the stock market development of that country. Structural
adjustment loans offered to aspiring developing countrics often contdin conditions reluted to
the stock muarket development. The rational behind such pelicy is that stock markets have a
signtficant role in mobihizing and allocating domestic savings. Morcover, because of the
continuous valuation of share prices and the possibility of takeovers, stock markets can
impose discipline on comipanies and lead to a more efficient allocatton of capital.

The availabllity of a refiable share valuation technique in an emerging stock market will be a
major factor in determining the rate of cupital inflows to that market. Despite the fact that the
share valuation models applied th emerging and developed stock markets are the same, the
imnratare nature ol emerging markets. resulting in a very poor databuse system, mnsider
trading and the lack of ansparency and surveillance systems, makes the valuition process
less accurate 1n emcrging markets.

The aim of this study

The arm of this rescarch is 1o explores the share valuation techniques in emerging markets,
and denionstrates the application of the most appropriate of these techniques. A major
consideration throughout the study is that the valuation models applied in emerging markets
are the same as in developed markets. However, the main difference lies in applying these
models. Tlas difference is related to the nature of the market being cmierging or mature, and
the prevanhimg policies, regutations and procedurces.

" Bmerging Stock Murkers Fact book, 1996- International Finance Corporation .
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Contents of the study

The research is descriptive and analytical. The first chapter, which deals with stock markeis,
and their relationship to their economies, with especial emphasis on emerging stock markets,
relies on surveying some of the relevant literature on the subject, together with some
concluding remarks.

Chapter two explores thice of the acknowledged techniques of share valuvation in any stock
market, and explains how the application of these techniques may differ in emerging stock
markeis.

Chapter three demonstrates the application of the most appropriaic technique of share
valuation for the company sclected in the Egyptian stock market.
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CHAPTER ONE: STOCK EXCHANGE MARKETS

Introduction

Different studics have emplusized the relationship between the effectiveness of an ecconomy’s
financial markets and s Jevel of real development. This s primarily because financial
muarketrs provide hguidity, promoete the acqguisition and dissemination of information, and
permit ageals toincrease spectithization. A further explanation behind this relationship is tha
the most productive capital anvestments will often require that large amounts of {unds be
commitied for long penads, with investors facing relatively long time to payoflf. However,
mvestors are unlikely to commit funds to such investments in the absence of well tunchoning
finuncial markets that can provide theny with liquidiey.

World financial markets in recent yeuars have been characterized by trends towards increased
mtegration and Nberalizanon. Financial markets nowadays show a much higher degree of
inegration. with Large amounts of capital flowing across borders to tuke advantage of the
perceived higher return or diversification benefit. Gross capital outflows from the main
industrial countries reached about $850 billion in 1993, compared wih an average ol ubout
$500 billion during 1983-90 ', Much of this outflow has been in e fonn of casily trndable
securities (honds, cquitics. and other negotiable instruments).

Driven by improved deimesnie polictes and increased economic growth, developing countries
have shared in these ends. Total equity flows to developing countries were $13.2 billion in
1993, quadruple that of three years earlier.”

[n this chapter we present an overview of stock markets, and their relevance to cconomic
development. Scction {1.1) exaniines the term "stock market”, explatning its functions in the
economy. Scction (1.2} presceats the different forms of stock markets. Chapter (1.3) discusses
the relationship between stock markets’ existence and economic development, highlighting
their advantages and disadvantages to economic growth. Section (1.4) of this chapter
addresses emerging stock markets, their characteristics, attractions and risks.

1.1. Functions of stock exchange markets

The finuncial murket, n its broudest sense, ineludes any form of commitment inte which
sivings nay Dow. It oincludes not only stocks and bonds issued by private companies,
govermments and  public authorities, but also demand deposits in benks, money, and
government bonds . As such, it is responsible for the temporary surplus funds of various types
of ccononmic uiits seeking enmployment for short periods, and the satisfaction of short term
needs for Funds. 1t includes all short-term loans made by banks, finance compunies, supplicrs’
facilitics and other types of lenders. The sources supplying funds i these markets include
individual savers, conuercial and other banks, finance companics, insurgnce commpanics and
local govermmenis. Demuand for short-term funds come from the government, security brokers,
houscholds, business concerns and banks,

On the other hand. Nnancial markets serve as the medin through which funds wre channeled
for investment In siocks. bonds, mortgage loans and other types of long term securities.
Among the supplicrs actively seeking finance in these markets dre governments, corporate
" The Warld Debts, The World Bank. 1996, pd

*Ibid, 1996, p. 1.
Y Adims, | 1o, p
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businesses, and vovernmental units. On the demand side, cniities seeking return on their
investments are individuals, life insurance companies, mutual funds companies, commercial
and merchant banks,

The term “Stock murkets’ {or “securitics markets’) is used to denote the murkets for those
finuncial instruments/claims/obligations that are commonly and readily transferable by sale,
namely, shares, bonds, cle issued by companies as well as bonds, hills, and stocks issued by
governments and public authorities. “Sccurities™ is used as the generic term for the various
forms of financial instruments in the stock market. The stock market is, therefore, a narrower
concept thun capital market. which embraces all forms of borrowing and fending, (including
mortgages lor example).

Stock miarkets play a vital role in the financial development of countries. The basic functions

of stock markets can be summanized in the following:z

I. Raising capilal for public sector econumic units as well as privale sector unites, Inoan
cconamy where there 15 a private ownership of companics (manufucturers, traders or
servicest, and where governmental unites barrow funds for public miprovements, a need
exists for a service specializing in marketing new security issues to willing lenders. Stock
markets have always heen a mean by which investors secking ftnance can upproach lenders
(fund holders) to finance their projects, whether for start up projects or expansions. At the
same time stock markets can provide the saume service to the peblic sector, upon wishing to
raise funds from residents for new investments or privatizing the already existing economic
units. '

2. Trading of securities through buying and setling. Stock markets have always been the first
resort for markel participants seeking liquidation of their securitics. The case with which a
smatll investor can sell a securiiy is an important fuctor when tnvestment decision 1s made.
Unless a security can he resold readily, the investor will be refuctant to effect the purchase
in the first pluce.

3. Regulations. The stock markels have always acted as the benchmark for dealing and
transacting in the market through certain guidelines. The involvement of a higher authority
in regulating the performance of the stock markets projects a sense of security to all types
of deaters tn the market. Regulations include ceilings for charges and commissions, us well
as rules Tor implementing transactions.

4. Another important function of stock muarkets is firancial_product innovation. Sccurity
exchanges and investment hankers wre continually developing new products to meet the
objectives of investors. Prior to 1973 the principal sceurities were common and preferred
stocks and various types of coupon-bearing government, corporate and municipal bonds.
Today investors ¢an choose from a large variety of fastrements: stocks, bonds, financial
turures, option and warranl (Sears and Trennepohl, 1993)

In general, the mager Tunction of stock exchange murkels 1y 1o efficiently wllocaie financial
resources from vltimate savers to ultimate borrowers. In this function, it has to ginn the trest
of the market participants thit not only will the primary, but aiso the secondary markets
operate elficiently. This can be achieved throvgh stock markets reflecting the fair price of the
listed shures asing ol information available on the company. Accordingly, any attempt by
speculators to deviate the share price from its intrinsic value wifl be immediately corrected by
the stock market forees.

In other words, witit the notion that the price of a common stock is a function of the level of a
company’s carnings, dividends declured, business risks, the cost of funds, and the future
growlh rate, stock markets act as the indicator of the company’s value,

' Badger, Torgerson, & Guimrann, (19643, poio
T Rose, (V7R ppoA0-403
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Finally, investors will be reluctant to trade in securtties tn(he stock markets vnless they are
confident that the murket accuraiely prices the traded shares. '

In operating to achieve their functions. stock markets have always required some elemenis to
fucilitate s existence. These are the motives for individual saviags, opportunities for
investment. and the existence of social institutions favorable t investments.'

In an epvironment that encourages capital markets, motives for individual savings should he

available all the times. These motives will help individuals to accept the presence of capinal

markets as an absorhent of their savings, and at the same tme @ medium for hqudanng thewr

mvestment when required. Among the reasons people feel a desire to save e

e Provisions for emergencies, where people like to suve for the “ruiny day” when these Tunds
are mostly needed.

e Desire lor ownership of a business, which bastcally reflects individual  desire of
independence and [nancial opportanities associated with owning a business. This will Iead
individuals 10 save not just for the inttial start up invesiment cost, hut for potential
expansion of the busmess in the fulure.

= Savings for meeting substuntial life expenditures, such as vacations, children education, or
purchase of large ttems, '

e Provision for retirement. This has been o major Tactor affecting the supply of savings,
which actualty reflects people’s desire for future security guaranteed through the stream of
income provided after retirement.

* Desire for the scawrity of investment income, which is likely to be stronger as the
individual™s income passes the point where 1t obtains for him what he regirds as necessities
of lifc.

In addition to the motives Tor savings and the ability to save, there must be a demand for
formul savings before investment markets can arise and social institutions can be created to
encourage individualy to save. The_investment opportunitics should be profitable, or at least
promising, otherwise sivings will take specific channels than others, meaning that investors
inight prefer keeping their savings i cash forins matntained at their end.

While the institutions of investment could exist on a limited scale without capitalism, as 1n the
governiient foans of the pre-capitalistic era, these institutions owe their present magnitude
and mmportance to the wehnological development of a capitalistic society that uses a great
varicety of durable goods tn production. For example, discoveries of new products through
large expenditure for research by industry and the increasing use of equipment in every phase
of business foster the demand from business firms for investment funds.”

The fmal condion essential to the creation of capital markets is the gxistence_of tavoring
political amd cconoic institutions. Soine of these are:

e Stable goverament and legal safeguards, for before investors are wilhng to invest their
funds, they need ussurance that a stable gavernment will protect their contractual and
property rights so thar they may enjoy the frutls ol their mvestment. An unstable
government, with the severe uncertainty associated with its polieies, will definitely
discourage accumulation of savings and their use.

* A reasonabty stable cureency. Some mvestments take the form of debis payable in currency
of the country. Domestic inflution can destroy much of the rewt value, or purchasing power,
of these debt cluims. Morcover, deflation can be equaliy disastrous by shrinking the
nominal vadue of inventones, plants, and real estate.

Y Reilly, 1982 pp.dv2-207
? Badger, Torgerson, & Guthimunn, (1961).pp.22-27
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= Financi insututions o aid saving, As investiment becomes mare widespread. financial
institutions  that we designed w0 gatber savings and  direct them @ productive
cmpleyment. grow w importance. The largest of these mstitations are the commercd
hanks. the sncance companges, the mutual funds companies, and the tnvesinent banks.
Muost of these instiutions serve as intermediaries in bringing lenders and borrowers

together.

§.2. The different forms of stock exchange markets
In siudving the workd stock markets, bistorical and ¢altural differcaces explain most of the
signiticant differences n stock trading practices aroussd the world. Apart from legad structure,
nurmerous other ditferences are found 1 the operatioms of different types of stock markets.
Understaading the specific operations and mechanics of the stock muarkel reguires an
understanding of the oveafl organization of the market. This understanding will provide
lnstght o the purpose of the dufferent segineats of the stock  market and  theic
interrelationships. The principal distinction between markets is based on the foliowing:'
L. Based on the type of issuc; whether the 1ssued shaves are a new issue of a company or
the government, or already owdstanding and traded in the market: markets are classified
10 Primary markets, and Secondary markets.
2. Based on the regulations apphied on the market: markets are classified 1o aorganized
markess (the Listed security marker). and wnorganized markets ( the Over The connier
Muarket, The Thicd Marker and The Fourth Marker). ‘

1.A Primary Market

The primitry securiny nuarket is the market in which new issues of shares or bonds are sold by
various cconomic units te ascquire capital. These economic units include private corporate
entities, the povernment. und public sector corporates. On the demand side parties withing to
purchase these securivies are individuals, murtoal funds, invesiment banks, and corporate
businesses. The important factor in this definition is that the proceeds of the issued securtiies
£0 10 the issuing ¢eonomic untt as new capital.

Because these ceononuc unils, seeking new capttal, are not in the business of trading or
iIssulng  secwrtiies on regafar basis, they usuaily employ another party o handle the
registration, sale and distribuiton of secusities in the primary markct,

This party is the invesiment bank. The fauer gives advice 1o the issuing unit on the gencral
characteristies of the sste, 1ts pricing, and the timing of the offer, and mn some cases the
mvestment bank acts as an underwnter, thus transferring the risk of the sale from the issuer
the Investment bank

I emerging markets, with a large number of privatization issues and the presence of large
nuimbers of cconamic units joining the stock market for the first time, the primary markes
tukes an cspecially imponant role in these markets,

LB Secandary Market

(race seeuntios have been publicty sold for the first time, they are traded in the secondiry
market. fin this case, the proceeds from the sale in the secondary markel do not go 1o the issuer
but 0 the current owner of the security.

The importance of the sccondary market is realized in the fact that the ability to convert a
security into cash s heavily dependent upor the secondary macket. The primary market would
be sertousty rampered in #ts function of belping the econonne units 0 acquire new capital
without the liquidity provided by the secondary market

YPOL Dwake 19RO, pp Y9-G0
: Brigham and Gapenshi, TORS pt2
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markcets and cconomic growth, it was explained that Bagehot (1872) and Theks (1969) view
the liguid financiad markets as playing a critical role in the industrializatton i Englund by
fFacilititing the mobilization of capital on nrassive scale. Goldsmith (1969) argues thar when a
country grows fuster than normal, the ratio of the finuncial system’s assets to GDP also tends
to experience above average growih. In contrast, Robert Lucas (1988) asserts that economists
averstress the role of the financial factors in econoric growth. Also, Nicolas Stern’s (1989)
review of development cconomics tgnored the financial system in discussing the factors
enhancing the economic development process.

The linkage berween the lunctioning of the stock markets, as part of w well functioning
linancial system, and cconomic growth has been recently a critical issue in the economic
Meriture. This aspect was very important {or researchers and policy inakers becattse it meant
that in tnany countries stock nurket reform should he high on the reform agenda. However,
the henefits of stock markets have to be batanced against certain costs incurred for developing
the financial systen in these countries., :
The following section presents the different views introduced in soine ol the Waorld Bank
rescarcher papers about the importance of the mentioned refationship,

The studies Tuvonng a posttive relationship between the financial system and economic
development has basicilly focused on the efficicncy of the fimuncial system as reflected in
Hguidaty, capital atlocaton, and risk diversificatton. On the other hand, studies agaunst the
positive role of the linancial systent in the economic growth have inclined to focus on the
impact of stock ntarkeds on savings patterns in the econamy.

1.3.1 A positive relationship between stock markets and economic development

- Early observations by Gueley (1955), Shaw {1960) have looked in the relationship from the
view of the cliamges that ocear in the financial system as couniries develop.

They concluded rthat as cconomies develop, self financed capiral investment first gives way to
bank debt finance and laer to the emergence of equity markets as an additional instrument for
raising external funds. They also indicated that moving from poorer to richer economics,
commercial banks and nonbank financial institutions grow in importance, while the role of the
central bank diminishes. Furthermore, the financial sysiem allocites more credit to the private
sector as u share of GDI' in ncher countries; and richer countries tend to have larger financral
system and stock markels as percentages of GDP than poorer countries.’  Figure |
demonsirates how the financial strueture of economies varies with their income.

The figure ndicates that cconomic development is highty correlated with the development and
ctficient Tunctioning of the fimancial system (including banks, private non banks, stock
markets, insurance compantes and pension funds). The correlation exists because as shown in
the figure,

ar low levels of development commereial banks are the dominaat financial instituttons. As
econonmics develop and grow, saving and investment rates increase, thus, the need for
specialization grows, allowing for efficient allocation of capital, risk diversification, and
facilitating information flows. Accordingly, specialized financial intermediaries und stock
markels develop and prosper.

- The link between liqudity and economic development has been o major concern in the
studies of the finance-growth relationship. Many studies have emphastzed that the positive
relationship between the presence of stock markets and the higher cconomic growth rates
relies heavily on the ligid nainre of stock markers.

Jotin Hicks (1969) indicated that stock market improvements that midigated liquidity risk were
primary causes of the industrial revolution in England. According to Hicks, the products
manufactured during the [irst decades of the industrial revolution had been invented much

"' Safimak . The World Bank. Nov 1993 p 103105
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carlier. Thus, technological mnovatton did aot spark sustained growth. Many ol these exasting
mventions, however, required large injections and long-run commitments of capital. The
critical new ingredient that ignited growth in the [8th century in England was stock market
Liquidity. With liquid stock markets, savers can hold liguid assets, such as stocks and bonds
that they can quickly und castly sell if they seek idecess to their savings.

Stmultancously, stock markets transform these liqued financial instruments into fong-term
investiments in hguid production processes. Because the indusirial revolution required Targe
commitments of capital for long periods, the industrial revolution may not have occurred
without this fiquid transtormation !

Teoud

e
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Axseix of Anscty n} Asscly ol nen- Kiock marker Creda issued 10
the centrz) cennm kel hank financial capitalizaling private firms
hank L HTENN insfitedons*

Low-income

Middic-income . High-imcemc

Figure 1 Financial structure in Low, Middle, High-Income Economies (1990}

Note: The data are for cleven low-income economies (Bangladesh, Egypt, Guyana, India, Indonesta, Kenya.
Nigeria, Pakistan, Zaire, Zambia, and Zunbabwe), twenty two middle-income economies (Argentina, Bolivia,
Brazil. Chile, Cofombia, Cosia Ricit, the Dominican Republic, El Salvador, Greece, Guatemala, Jamaica. the
Republic of Koreo, Mafaysic. Mexico, Paraguaty, the Philippines. Taiwan, Thalland, Tunisia, Turkey, Uruguay.
and Venezuela) and fourteen ugh-income economies (Australia, Canada, Denmark. Finland, France. Germany,
Ttaly. Japan, the Netherlands, Singapore, Spain, Sweden, the Umited Kingdom, and the United States).

In 1990, low-tneaane ceonomics had an average GDP per capita of $4%); middle-income economies $2.740x and
Ingh-income economies $2(h457,

* Non-bank finincial mstisutions include insurance companies, pension funds, mutual funds, brokerage houses,
and investment bank s,

Sowrce: The World Bank Economic Report, November 1993

Levine (1991) emphasized the same argument by explaining that stock markets may aflect
ceonmnic acuvily through the creation of liguidity. The presence of liquid equity markets
make mvestment Jess risky and more attractive becausce they allow savers to acquire equity
with the abtlity (o sell it quickly. Levine explained that a fraction of savers receive “shocks”
after choosing belween two investments: an illiquid, high return project and a liquid low
return project. Those receiving shocks might want access 1o their savings before the illiquid
project produces. This risk creates incentives in investing in the liquid low return projects.

In the presence of liquid stock markets, savers receiving "shocks’ can sell their equity claims
an the profits of the illiquid project to others. Market participunts do not verify whether other
agents received shocks or not, they simply trade in imperyonal stock markets. Thus, with
liguid stock markets, equity holders can readily sell their shires, while firms have permanent
access (o the capital invested by the initial shareholders. ?

" Bencivengie. Simith ind Stirr, The World Bank. May 1995, pp 8-13
2 Levine, The World Bank, October 1996, pp.11-15
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1.3.2 A negative relutionship between stock markets and cconomic development

The role of stock nrukets tn economic growth has been highly questioned tn some studies.
These snndies are hasically based on questioning the effects of stock markets™ liquidity on
different aspects of the cconomy, such as savings and Investments raies, attraction and
allocation of funds, und information acquisition.

-Mavyer (1988) explained that increased hiquidity of stock muarkets could be @ burden 1o
cconomic growih, a least through three chunnels:

- Liguidity of stock nrrkets mercases the returns on mvestments. This can reduce savings
rates  throueh income and substitution effeetsy for savers receiving higher returns on
investments will probably direct w targer part of their income to @ new consumption palterns,
It saving res fall enough and if there 185 an exiernality artached 1o capital accumufation, then
active srock nirkets could slow economie ,growll‘l.l

2. Stock markets tend to deceease the uncertainty associaded with investments, which nay
redduce saving rates due to the double-cdged effect of uncerainty on savings. While less
ancertainty nmakes an investment more attractive to risk averse agents,  less uneertainty also
lowers demand for precautionary savings. Thos the ultimate ¢ficet of lower uncertainty on
saving rates, produced by greater stock market liguidity, is uncertain.

3- Stock market Higuidily may sdversely affect corporate governance. Liquid stock market may
encourage myopta, because # makes it easier for dissatisfied investors to sell their equities.
Accordingly, this nught weaken lavestors” commitment and reduce investors’ incentives 1o
exerl corporate control by overseeing managers and montoring companies’ performance,
which will eventually lead to retarding economic growth?

Stiglitz (1985,1994) argued that developed stock markets quickly reveal information about
companies through price changes. This quick public revelation reduces incentives for
investors to expend lots ol resources in obtatning information about companies’ performance
ind potentials, becanse investors can get the information simply hy observing prices.

Besides, Kyle (1984) menttoned that excessive euphorig and optimism can result in high
volatility m stock markeis.and as evident in 1929 and 1987, might lead to an inevitable crash.
Figure 2 shows that emerging stock markets in developing countries can strongly suffer from
high volxility as measured by the percentage change in the local market indices.

Gooptu (1993) and Turner {1991) criticized the role of stock markets that offers extraordinary
returns, thus antracting tremendous foreign capital Tows, which might lead to general
mucrocconomic instability. For many of the developing countries that recetve foreign capital
nilow, ind equity {lows in particulur. investigations were raised on whether these flowy are
volatile and potentiully destahilizing to financial markets and the ¢cconomy.

This argument has been raised with the increase in the level of capital inflows directed to
developing countries during the last ten ycars emphasizing on the importance of equity flows
as @ mayor component. Table I shows the portfolio flows 10 developing countries during the
period 1989-93.

The convennonl wisdom is that short-term flows to developing countries are inherently
unstuble, usually referred to as “Hot Money”. Many developing countries have actively tried
to discourage short-term flows or encourage longer-term flows. Claessens, Dooley & Warner
used data for frve developing countnies and five industrial countries, and showed that there are
no significant ditfferences between the time series properties of shori-term flows and long term
Hows.

UPrice. 1994, pp 6-2|
: Dooley and Warner, The World Bank, May 1995, p.4()
"Kunt & Levine, The World Bank Beonomic Review, May 1996, p.203
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Figure 2 'ercentage Change In Some Developing Stock Markets Price Indices

Source: Emerging Stock Markees Facthook 1995 - Interpational Finance Corporalion

Table 1 Annual Private Capital Net Flows, All Developing Countries

Net Flow 1978-8 1982-89 19490 1999 1992 1993 1990-93
Lemg Term

Billions of $ 535 346 44 5 57.6 Q9.0 1577 897
% to (INDP 27 1.2 1.1 Id 24 3.7 2.2

Sheart Term

Billions of $ 2.6 54 131 234 289 33.7 24.7
% o GNP il 1.2 0.3 0.6 0.7 08 (1.6

Tow!

Billions of $ T 40.0 57.6 £1.0 127.8 191.2 114.4
%t GNP KR, i.4 1.4 2.0 31 4.5 2.8

Suurcc:_'ﬁlnc \\'nrltlﬂiu)ii'hls, The World Bank, 1996

They also showed that because there is so much substitution between the various flows, only
an analysis of the aggregate capital account is meaningful. This implies that any capital
control program or other policy aimed at discouraging a particular type of flow may be
ineffecual. !

On the other hand, equity porifolio flows can benefit developing countries by diversifying the
sources of external fmance, increasing the risk bearing by investors, reducing the cost of
capital, improving incentives for munaging the investment process, assisting in the
development of domestic capital markets, and enhancing the mobilization of domestic
resources. However, the motivating force, for cffective results from these flows, s the

"Kunt & I.evine, The World Bank Economic Review, May 1996, p.144

Central Library - Ain Shams University



