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ABSTRACT

lhe purpose of this study 1s to investigate the determunants ol stock market
development n South Asian countries which includes Pakistan. India, Sni Lanka and
Bangladesh  The determunants which are examined 1 this study are stock marhet
hquidity. income level. remittances, macrocconomic nstability corruption and political
stability The sample size 1s of 20 vears from 1993 to 2012 where panel data techmique 1s
apphied Descripuive statistics. OLS regression, Fived and Random effect estimation and
Iausman test 1s applied 1n this study to check the accuracy of results Regression analysis
led to fized and random effect estimation and the Hausman test validated the [ived effect
mode] Results show a positive relationship between stock market development and
several indicators hike stock market hquidity, income level, remittances, macroeconomic

instability and political stability
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CHAPTER |

1. INTRODUCTION

1.1 Background

Over the last two decades the world's stock markets have evolved and there has been a
lot of development 1n the emerging economies Lhe stock marhet depth i1s increasing rapid|y
spectfically 1 case of cmerging markets (Billmeier & Muassa 20093 Stock markets play an
important role 1n the cconomy as they aid 1n the ecenomic growth and stability (McKinnon 1973,
Levine & Zervos 1998)  With the conunuing hiberalizauon and the globalization process the
[inancial integration between the stock markets 15 increasing  Stock markets helps the imvestors
to spread the risk, momutor the behavior of firms which leads to etficient allocation ol resources,
lowers the cost of capital, attracts the foreign capital which reduces the shortage of funds 1n the
domestic economy and promotes investment and growth (Daillami & Athin, 1990) Trading
activity between the markets ts increasing rapidly the value of shares traded 1n emerging markets
limbed from less than 3 percent of the $1 6 mllion world's total in 1985 10 17 percent ot the

$9 6 tnllion shares traded 10 all world s exchanges m 1994, this has resulted in boom across the



equity markets (Demurgic-Kunt & Levine, 1996) Butsa (2008) claimed that stoch markets help
n the transition ol economies Financial mstitutions, compames & {und managers all use the
stock market 1n order to diversify therr portfolios Because ol stock markets the efficiency of
financial intermediaries 15 also improved

Simularly 1n determining the monetary policy regarding the 1ssuance and repurchase of
goernment secuntics, 1t Jeads to liquidity and economic growth and a path towards the financial
liberalizauon A well-functioning stock market not only promotes the econonuc growth through
[ast allocation of capital but 1t helps in effective and better resource allocation (Carporale et al .
2004) It also facihtates the corporate control process in the takeover and compensation of
mangers 1n case ol poorly managed {irms (Jensen & Meckhng, 1976, Stein, 1988) Stock market
(s mamly a private activity, but it has a hey role in the progress ol market's financial system The
competilion between diiferent financial nstruments can be achieved through 1t which will
mncrease thewr efficiency and 1t will lead 1o increase n savings and low cost ol borrowing (-
Wassal 2013}

Criues of stoch market clatms that a market with weak instiiutional structure can dissuade
the nvestors, and this process 15 more hkely in the developmg countries where there 15 lack of
corporate governance. investor protection and more nformation asymmetry (La Porta et al,
1998. Hearn & Picsse, 2010. Kembor & Tarus, 2012) Stock market development alse leads to
increase tn markel hquidity, but the increase in liquidity can create hindrance n cconomic
growth, hke the income and substitution effect can reduce the saving rate, then there could be
uncertamty rcgarding the savings which may lead to investor myopida and 1t affects the corporate

governance and hampers the growth (Demirguc-Kunt & levine, 1996)



There has been some rescarch work regarding the determmants of stock market
development Iike Yartey (2008) tor South Afnca, Naceur, Ghazouan, and Omran, (2007) [or the
Middlc Eastern and North Alrican Region (MENA) region Carp (2012) for the l-astern
Luropean countrics bul there 1s lack of evidence regarding the South Asian Region According to
Algrib1 (2010) stock market development 15 dependent upon three factors, which are matket

depth, market liquidity, and market activity

1.2 Gap Identification

The determinants of stock market development has been documented 1 hterature for
developed markets but sull very hitle 1s known about the emerging markets (Naceur ct al , 2007,
Carp. 2012) noted the determunants of stock market development for Middle Eastern and North
African (MFNA) region and the lastern Luropean region respectively  Therr study included
variables ke GDP growth rate. total market capitalization to ratio of GDP. turnoser ratio as
percentage of GDP. saving rate, mvestment rate, credit to pmialc seclor, macroeconomic
mslability. nflation change, and banking scctor development Simularly some studies have noted
the stock market development by focusing on macroeconomic indicators like (Mohtad: &
Aggarnal. 1999, Korzeak & Korzeak, 2013) They used variables as turnover 1atio. FDI, and
other socioeconomic ndicators like secondary school enrollment. GDP per capita, gross
domestic saving w GDP, capital accounts liberalization ete However there 1s lack ol consensus
about the impact of ciplanatory vanables as Yartey (2008) argucd that along with
macroeconomic factors the insttutional components are also mmportani n stock maiket
development and stock markel hquidity banking sector development and stitutional factor like

politicai risk nfluence the stock market development n case of South Afncan marhet, whercas



Cherif and Gazdar (2010) found the institutional vanable to be nsignificant for the Middle
Eastern and North African (MENA) region Also another reason {or taking this research 1s the
ignorance of South Asian stock markets i the emerging market tesearch hke (Korzeak &
Korzcak, 2013, Garcla & Liu. 1999, Algribi, 2010) The extant research will invesngate the
determinants of stock market development 1n the South Asian region by taking 1nto account the
relevant macroeconomic, fiscal and instituttonal factors variables ke income level.

macroeconomic instability, stock market hquidity, political stability, corruption and remittances

1.3 Problem Statement

The role of stock markets in the cconomic development of countries has been of cntical
importance over the vears Levine (1996) argued that whether the stock marhets are just
burgconing casmos or they provide some assistance in the cconomic development Many studies
put forward different results on how stock market development alfects economic growih {Garcia
& T, 1999, Mohtadt & Apgarwal, 2004) studied the stock markel development by focusing
only on macrocconomic variables. whereas (Pagano, 1993 La Porta, 1997) focused on the
mslitational factors Ballmerr and Massa (2009) arpucd that in case of devcloping countries
remittances have a big part m mcreasing disposable income  Also the remittances have mereased
faster than the private capital flows and official development assistance provided 1o developing
economics since 19935-2004, as the worldwide remittances have grown o US$226 bilhon in 2004
{World Bank, 2004)

Naceur, Ghazouant, and Omran (2007) claimed that financial intermedration and stock
markets complement each other 1n the Middle Eastern and North African (MENA) regien Carp
(2012) argued that the macroeconomic imbalances could create disturbances 1n the allocation of

loreign capital inflows. which affects the cconomic performance of deyeloping countries more



than that of developed countries Thus the adequate tunctioning of stoch market 15 important for
the evolution of financial sector and sustained economuc growth

Developing countries of South Asia (Pakistan, Bangfadesh, India and Sri [.anka) has large
amount of population hiving below the poverty line therr life depends on the country 's economic
perlormance With increasing budget deficit and nflation 1t 1s ¢ritical to understand the role of
stock market development on economie growth 1n the de cloping economies of South Asia
Regulatory nsututions particularly 1 the developing economies should be aware of all the
tactors. which are important in the stock marhet development so that they can take cltective

measures 1 order o cnhance economy's growth within the region

1.4 Sigmificance of Study

| 1erature supports the relationship between stock marhet development and economic
growth (Levine & Zervos, 1998, Garcla & Liu 1999) According to (Levine & Zervos 1998
Chertf & Gazdar, 2010) there 1s a causal relation between financial development and cconomic
growth 1here 1s mived evidence about the relationship between stock market deselopment and
cconomic growth over the years though majority of studies suppor a positive relation between
the two as noted by {Levine & Zervos, 1998 Mohtadi & Aggarwdl, 1999) On the other hand
wome studies have documented a negative relationship ke (Gareia & Liu, 1999, Bhide, 1993,
Stighiz 1994)

It 15 suggested 1n the hterature that cross-couniry comparson should be conducted in
order to highlight the relevant determinants of stock market desclopments across the regions
(Algribi, 2010) In developing countries hie Pakistan Shahbacz et al . {2008), noted the relation of

cconomic growth and stoch market development relationship by focusing only on few
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macrocconomic variables Since it s unclear that whether the economies 1n South Asian region
respond stmilarly to the economic and political shock as lihe 1n the other emerging and
developed markets  Therefore this study will investigate the determinants of stock market
development 1 both macroeconomic and nstitutional terms 1in the South Asian markets
Countrics as Pakistan, India, Snlanka and Bangladesh, the stock market capitalization 1
incieasing at a rapid pace, so 1t 1s critical to understand stock market development’s 1ole n the
cconomic growth Similarly this will help the governing authorities to make effective decisions
in order to create a hink between development ol stock market and cconomic growth, as 1t will
help 1o improve the lhiving standards in the region This will also attract the mtemational

tnvestors to nvest n the concerncd economy

1.5 Contribution

1.5.1 Theoretical Contribution

This study contributes to the literature 1n following ways The model, which 1 1o be used
in this empirical study. has not been tested 1n the selected South Asian markets 1t alse takes into
account the most relevant macroeconomic varlables hike (macroeconomic mstability, income
level and remittances) stock market liquidity and institutional factors as political stability. and
corruption It will test the tradstional finance theory and financial liberalization theory which says
that development 1n financial system, capital markets and mcrease in access ol foreign capital
(low leads to cconomic growth and stock market development According 1o contingency theory
the content s also important (Fiedler, 1964) Therefore the contextuat contnbution of the study 1s
to examine whether the determinants of stock market development in the sclected South Asian

markets are same ds that of devcloped countries



1.5.2 Practical Contribution

Stock market plays an important part 1n the cconomic development of the country

Investors are attracted towards the emerging markets because of diversification benefits

| herefore 1t 1s crucial for the managers and institutions to determine the cfticiency of their

portfolios 1n the emerping markets, 1t will also help them to krow about {actors which are critical

in the stock market development across the region so that they will amend their policies 1n the

concerned region The results of this study will help the industrial bodies and goxcrnment

regulators in order to lay down the future policies

1.6 Objectives of the Study

The overall aim of this study 1s to 1dentily the determinants of stock markel development

1n South Asian countries through a scientific mvestigation by using appropriate statistical

techmiques [he specific objectines are as follows

1.2

151

To mvesupate the determmnants of stock market development by using the
macroeconomic variables which arc income level and macroeconomic instability on stoch
markct deyvelopment in the South Astan cconomies

To mvestigate the tmpact of stock market liquidity on stock market development 1n the
South Asian economies

1o i estigate the impact of remitiances on stock market development in the South Asian
eLonomiIEs

To investigate the impact of corruption on stock market development 1n the South Asian

cconomics



5 To imvestigale the impact of political stabihity on stock market development in the South

As1an econonies

.7 Resecarch Questions
I'he specification of research questions 15 an extremely important part of a research work

Rescarch questions influcnce the strategy that 1s employed n order to either provide answers to
the questions or verify/falsify hypotheses Rescarch questions [ormulated tor the current study on
the basis of objectives of the study are mentioned below

e W hat 1s the effect of stock market liquidity on stock market development”

e What s the ctfect of income level on stock market development?

o What 1s the effect of remittances on stock market development?

»  Whal 1s the effcet of macroeconomic nstability on stock market development”

e What 1s the effect of corruption on stock market development”?

o What 1s the effcct of polstical stability on stock market development?

1.8 Organization of Study

This study 1s divided into five chapters Following this introductory chapter Chaprer 2
contains the literature review Chapler 3 discusses the research methodology of study Chapter 4
presents results and discussion Chapter 5 draws conclusions, followed by recommendations,

future rescarch and hmitations
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CHAPTER 2

2. LITERATURE REVIEW

I he literature review consists of brief discussion on some theoretical models and other
materals, so that 1t would be helpful to reach the relevant and important explanatory variables
about the determinants of stock market desclopment Smularly various models frameworks and
other theoretical background, would be beneficial 1o analyze determunants of stock market

development. the hterature review n this study includes

2.1 Goldsmith Model

Goldsmith (1969) noted that financial development and economie growth has a causal
relationship using different macrocconomic indicators for 35 countries from the period 1863 to
1960 and noted that the role of financial intermediation increases there 15 development i the
cconomy Howeyer because of limited data on the equity market the studv has several himitations
hke the direction of causality between financial system size and economic growth and the role of

{inancial markets and financial institutions in the economic growih

2.2 Calderon-Rossell Model
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Rossell (1991) pave a comprehensise model to understand the theory of stock market
development and to measure the stock market growth The model 15 named as partial cquihbrium
model This mode]l considers economic growth and stock marhet hquadity as the man
determmants of stock market development This model 1s limited as 1t does not capture the

mstitutional and governmental tactors

2.3 The Macroeconomic Model

Its model by Demirguc-Kunt and Levine (19964) claims that the stock market
development 1s dependent upon the market siz¢. stock marhet liquidity, volatility and integration
with the world markets According to this model developed stock markets are more liquid, less

volatile and ntegrated with each other as compare to the less developed markets

2.4 Modified Calderon- Russell Model

Yartey (2008) 1 order to study the macrocconomic and institutional factors relative to the
stock market development modified the Calderon-Russell model This model takes nto account
the role of banking sector development. poliical nisk and private capital flows in addition with
the macrocconemic factors as well

Lhis section of literature includes conceptual framework which shows the theoretical Tink
of variables and empirical evidence from developed and emerging markets on the delerminants
ol stock market development | he hy pothesis tor determination ol stock market deyelopment can
be developed on the basis of conceptual {ramework and empirical literature on stoch marhet

development
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2.5 Conceptual Framework

Lhis section of Iiterature includes conceptual framework which shows the theorctical link of
variables and empincal evidence from developed and emergtng markets on the delerminants of
stock market development The hypothests for determination of stock market development can
be developed on the basis of conceptual framework and empirical litcrature on stock market

development

X- Efficiency Theory

L.cibenstein {1966) presented X-efficiency theory According 10 1l an cconomuc system
conlains 4 set of rules driven by a number of agents who are connected with cach other angd the
rules Wrth a new rule entering the system. economic evolution takes place, w hich leads 1o new
agent adoption and new connections  Also the outpul of these agents depends on the
psychological [actors called X" which are driven by the level of ranonality This level of
rationalits can sulfer from the behavioral inertia By this process the cconomic svsiems evolve
Asscssing the elficiency of firms s a powerful tool to check the economic development Stock
marhct development leads 1o competition in the market where managers are molivated to
produce as much as possible. among the managers and firms n order 1o be suceessful, firms will
look to achicve the x-cfficiency This X cfficiency occurs when the output of firms 1s greatest,
[rom a given mimmum amount of nput
Liquidhty and Standard Assct Pricing Theory
[ his theory lays the assumption that markets which are (pertectly hiquid) [rictionless can (rade
every security at no cost all the tume and the agents’ takes prices as given Since transaction cost
s low so the mvestors who collect the requred information are rewarded through supcrior

im estment performance (Amihud et al . 2006) According to Levine and Zervos (1996} inerease
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in stock market hiquidity cncourages the economic growth, as these frictionless stock markets
(liquid markets) process the flow of information and helps in providing capital to the cconomy
which leads to economic development
Finanecial Liberalization Theory

McKinnnon and Shaw (1973) noted that alleviating the financial restrictions 1n countries
allows the markets to determine interest rate which leads 1o a direct effect on growth rates as the
inicrest rate nises lowards market equilibrium, this will also encourage the savings as the saving
rale becomes attractive Also the financial repression not only depresses savings but also leads to
inefficrent allocation of resources and therefore, financial sector reforms have been advocated
Gemech and Struthers (2003) claimed that the {inancial iberalization process provides increased
access to domestic and international capital markets and therefore enhances the etficiency of
capnial allocation The proponents of liberalization argues that 1t lowers the cost of capital
because of readily available international capital, provides leverage for nisk diversificaton and
leads to investments which offer high returns [his frec mobility of capital leads 1o increase in
remitlances which impact the econemic growth {swamuno, 2007) Similarlv 11 increases the
(tansparency and Liquidity 1in financial markets (Stulz, 1999, Mishkin, 2001) Yartey (2008)
argued thal for emerging markets financial liberalization 1s a basic source of foreign capital flow
which plavs an important part 1n the development of stock markets
Macroeconomic Theory/Fischer Separation Theorem
Accordimg 1o macrocconomic theory high inflation leads to variabion i prices, this creates
uncertainty regarding the investment opportunities This decline i investment projects affccts
the cconomic growth With the macroeconomic stability theic ate benefits for managers and

firms to participate m the stock markets but the volatility in prices leads 1o changes 1n ¢cconomic
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policies which also affects the stoch markets and creates macroeconomic instability ‘The fisher
ellect states that stock markets ofters a cover against inflation and that the nominal equity returns

should be positively related 1o inflation (Ftsher, 1930, Yartey. 2008)

Standard International Trade Theory

According to Bernstein and Weinstein (1998) standard international trade theory says that
the countries with similar geographic size may have cconomic specialization and that ther
mcome levels are parallel Similarly stock of firm in large countries 15 more synchronous than
small countries as they rely on mostly one dustry or one economic activity like agnicultural
crops The inerease 1n income level leads to economic growth as the GDP per capita increase
which has a strong association with the stock market development (Levine & Zervos, 1998)

Market MicrostructureTheory

According 10 O hara (1995) market microstructure deals with @ speaific set of rules for
exchange of assets and how the trading mechamism affects the overall market structure  The
market microstructure allows the nvestors to cxecute their orders quickly which increases the
hquidity 1n stock markets This increase in liquidity reduces transaction costs and Inichions n the
stoch marhet Simularly 1t helps 10 achieving operational efficiency which ereates liquid markets
this process encourages the competition and leads to development in stoch markets (Biais ct al
2005)

Economic Theory of Corruption

Ackerman (1996) noted that corruption can be a sign of progress 1n an emerging ¢conomy

as the citizens recognize that there are norms of fair dealing and competent administration which

can be violated Also the elfects of cconomic hiberalization cannot be achieved without state
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recforms However corruption can have a short term efticiency effect on economy as the resource
allocated may be utihzed efficiently but in long run this expectation of bribery wall affect the
number and kinds of contracts used for bidding. the process for awarding these contracts and the
mechanism with which pubhc officials do their work in the absence of bribes It will also create
obstacles in reforming the macroeconomic policy Stmularly, the benefits of this corruption nught
not be cqually distributed (aceessible only to certain firms and public officials (World Bank,
1997, Kaufmann, 2004)

Economic growth cuts off the bribes taken by government officials from the firm’s
revenue Corruption 1s more prevalent n poor countries than rich countries, becausc the problem
of corruption 1s more tn poor couninies (Biaus, et al, 2014} Increase in corruption level leads to
a stgnificanl tmpact on stock market development which atlects a country’s propress due Lo the
spiead of abuse 1n the markets (Ayaydin & Baltaci, 2013)

Theory of Political Economy

Caporaso (1992) argued that cconomy 1n the system 1s separable from politics and family
Ife and the markel 1s treated as a self-regulatory system and not a subsidiary organ of the state
lHowever over the years there has been the use of power and politics and the market 1s
government regulated Therefore when political agenda 15 exerted on the economy 1t affects the
stoch markets and for investors 1o actively participate mn the market and to attract investments
poliucal stability 15 required. which 1s the extent to which a government can be overthrown or
destabilized by some unconstituional means (Kautfman, 2010) For the development ol stock
market, political stability 1s an important factor According to Olson’s theory, political stability

1s dependent upon absence of violence. tenure of govi. the presence of a constitutionally
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Jegitimate regime, absence of structural change and a multifaceted social attribute (Goldsmith,
1987)

Stock Market Deyvclopment

Stock market dey elopment helps to mobilize the capital and leads to dinersification of nisk in the
market Naceur et al, (2007), Mohtad: and Aggarwal (1999) noted a positne effect of stock
marhet on the overall economy Development of stock market 1s measured by the market
capitalization to ratio of GDP as used by (Yartey, 2008)

The impact of stock market liquidity on stock market development.

The process through which investor can buy and sell their stocks conveniently 15
hquidity Liquidity in stock markets help 1n the allocation and mobility of capital, which ensure
profitable 1nvestments and long term growth (Yartey, 2008) Stock markets, which are iquid
help investors 1n the efficiency of their portfolios and facilitate them wn mvestment dectsions,
which are less nisky (Levine, 1991) Naceur et al , (2007) measured hquidity by two ways, by
using stock value traded which 1s the ratio of total value traded to GDP and the turnover ratio
which 15 ratio of 1otal value traded 1o stock market capitalization The former captures the total
value of stock transactions with respect 1o the size of the economy while the latter helps to
measure the value of stock traded as compare to the size of stock exchange According to Yartey
(2008) the second measurc 18 more comprehensive as 1t measures the hquidity of stoch market
relative the total size of economy Stock market liquidity 1s measured by the ratio of 1otal value
traded to the percentage of GDP
H1 [here 1s significant relation between stock market liquidity and siock market development

The impact of income level on stock market development
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Income Ievel 1s proxied by log GDDP per capita as measured by (Mohtad: & Agganwval.
2004, Yaitey, 2008) As per the demand driven hypothesis the increasing mcome level wall
create more demand 1n the economy, which will result 1n developed {inancial structure, and
demand for products and services, which also leads 1o stock market development Durham
(2004) noted that stock markct development vdries with respect 1o the income level of countries
and that there 1s a direct relation between high income level and stock market development
112 [here s a significant relatton between income level and stock market development
The impact of remittances on stock market development.

The financial instruments and goods transferred by immigrants working abroad (o the
residents of their home country are remittances The concept of remittances 1s linked with the
thcory of mugration. as monetary and non-monetary 1tems transferred to the home couniry
(Tiwolde. 2005) Remittances 1s an important [actor {or the developing cconomics of South Asia,
they are a big source of external financing for countries like Pakistan, India and Bangladesh
According to World Bank (2007) formal remittances flow 1n 2007 were estimated at USS 318 00
ballion up [rom US$ 268, billion 1n 2006 and out of this US$199 0 bithon were transferred to
dereloping countries and US$47 0 billion to the low income countries respectively Renuttances
help 1n many ways to improve the economic situation as they reduce poverly promole
entreprencurship, which will Iead to stock market development Similar to the banking sector
they provide the deposits and increase the disposable income as well According to Billmeter and
Massa(2009) remittances have a significant impact of the stock market caputalization The provy
for remittances 1s the net amount of worker’s remttances as percentage of GDP as used by
(Billmeicr & Massa, 2009)

H3 There 15 signmiicant relationship betwcen remittances and stock markel development
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The impact of macroeconomic mstability on stock market devclopment.

The more the macroeconomuic stabilily inyestors will be encouraged to parucipate 1n the
market. but if there 1s volatihty in the stock prices then the investors will be uncertain. but the
markets become attractive for the speculators which might create large deviation 1n stock prices
Similarly 1in developing countries the high inflation rate 1s also an obstacle to attract the investors
(Garcia & Liu, 1999) Because of macroeconomic instability the managers are hesitant to put
thetr money 1n equity markets The proxy for macroeconomic nstability 1s the inflation change
as noted by (Naceur el al , 2007)

H4 There s signuficant relationship of macroeconomic nstability and  stock  market
development
The impact of corruption on stock market development,

Bolgorian (2011) claims that the misuse of public office in order to get some private
benelil 15 corruption In developing countries corruption 1s considered an endemic and pervasive
problem. which 1s a big hindrance in the economic growth According to World Bank corruption
1s "the single greatesl obstacle i the economic and social development™

Although some studies have measured the corruption with International Country Risk
Guide (ICRG) but duc to constraints in availability of data an alternative measure of corruption
Corruption perception index (CPIy published by the transparency international for all the
countries 15 used Bolgorian (2011) used the Corruption perception index (CPI). which 1s an
annual value Inrtally 1t ranged from 0-100 with 0 meamng high level of corruption and 100
meaning no corruption, but from 2012 the methodology was moditied and the scale now ranges
from 0-10 with zero meamnyg high level of corruption and 10 meaning no corruption

115 There 1s sigmficant relationship between corruption and stock market devclopment
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The impact of political stability on stock market development

Political stablity refers to the extent to which a government can be osverthrown or
destabilized by some unconstitutional means (Kauffman 2010) Roc and Siegel (2011) noted
that political nstability 1mpedes in financial development, La Porta (1998) noted that weak
institutional  systems and regulatory mechamisms are an obstacle in the stock market
development Butsa (2008) argued when political nstability decreases the right of propertics and
Investors commutment 1ncrease which result in more allocation of capital to stock markets Aisen
and Veiga (2011) noted that political instability leads to decrcase in GDP growth and hampers
the long-term economuic benelits

Perotti (2001) noled that political nisk and stability 15 an important factor in stock marhet
devclopment and that 1t has a positive relationshup that lcads to high returns Political stability 1s
measured by the worldwide gos ernance indicators developed by Kaufmann et al, {1999) which
comprises of other nstitutional factors as well This index has a range of 0-100. with O meaning
low poliical stability and the score close 10 100 meaning high political stabilily According to
Yartey (2008) this index of political stability developed by Kaufmann et al  (1999) 15 very
amilar to the institutional quality measures developed by Internanional Country Risk Guide
(ICRG)

116 1here 1s sigmficant relation between political stabihty and stock market des elopment

According 1o the above Iiterature 1t 1s observed that therc 15 an association between the
dependent vanable stock market development and the independent vanables stock market
hquidity, mmcome level, macroeconomic instability. remuttances, corruplion and political stability

which gives empirical support to our hypotheses Also 1t 1s [ound 1n hterature that these relevant
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variables have not been tested 1n a single model especially 1n the developing countries of South
Asia Therefore while reviewing the literature 1t 1s noted that there 1s a relationship between the
above mentioned variables
The theoretical hink of vanables with respect to the concerned theories s shown 1n table |

The market microstructure theory and standard asset pricing theory highlights the role of stock
liquudrty and how 1t affects the stock markets The role of income level 1s explained by the
standard 1nternational trade theory while financial iberalization theory shows the importance of
remittances and 1ts role in economy Macrocconomic theory discusses the role of inflation
Lconomic theory of corruption highlights how corruption impacts on ¢conomic activities while

theory ol political economy and Olson theory gives the perspective of political stability

Table 1 Theoretical link of vanables

Variables Theorctical Link

Stock Market Liquidity Market mucrostructure theory Standard asset

pricing theory

Il_lncume Level Standard International trade theory
Remittances Financial Liberalization theory

f Macroeconomic [nstability Macroeconomic theory T'ischer Hypothesis

—(Turruplion Economuc Theory of Corruption

Political Stability Theory of Political Economy Olson’s theory
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The table 2, shows expected sign of relationship of independent variables with dependent

vanables with respect to the literature review

Table 2: Expecled directions of the explanatory vanables on the basis ot theoretical frame work

and cmpincal Literature

[ Variables Sign
Stock Market Liquidity Positive
Income level Positive

| Rermittances Positive

Macrocconomic Instabilily Negative
Corruption Negatine

| Political Stability Positive
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2.6 Model

L he model of this study 1s shown 1n figure |

Fig: 1

Stock Market
Liquidity

[ Income I evel J

[ Remittances

Macrocconomic
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Stock Markel
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From the table 1t 1s clear that stock marhet development. income level, stoch market
liquidtty and remmttances have increased during this ime period The only exception 1s the value
for stock marhet capitalization as percentage of GDP which shows that stoch market
development 1n Pakistan has decreased by 13 6% The reason for this decrease 1s the political
instability mn the country dunng the year 2007, when the KSE index crashed completely due to
the assassination of Benazir Bhutto This assassination caused KSE a great damage and 1t
suffered a big market crash (Kansaro, et al , 2011) However in case of Bangladesh. stock market
capitalization as percent of GDP has increased mamfolds as there 1s a 859 6% increase which
shows that stock market in Bangladesh has evolved signilicantly The value for stock traded as
pereentage of GDP which 1s stock marhet liquadity has increased 1 Pakistan, India and
Bangladesh with a positive change of 48 9%, 336% and 20706 % respectively But for Sn Lanka
there 15 a -24 2% change. this 1s due to the lack of growth and less hquidity in " SP20™ as noted
by Bandara (2013) which shows that stock market hiquidity m Sni Lanka has decreased over the
tme pentod  |he value for income level show that income level n the selected South Asian
countrics has ncreased gradually with Pakistan, India, Sn Lanka and Bangladesh all having &
192 8%, 387%. 398 6% and 198 6% change respectively T'his increasing income level 1s 1n hine
with the standard international trade theory that countries 1 a sumilar geographical region have a
parallel income level as noted by (Bernstein & Weinstein [998)

Ihe value for remuttances show a marked increase for all the countries, as for Pakistan
the amount of renittances has increased 868 4% n 2012 as compared o 1993, 1n case ol India
and Sr1 Lanha 1t 15 1833 5% and 848 7% while for Bangladesh there 18 1313% 1ncrease Since
Pakistan India S [Lanka and Bangladesh are low income countrics and according to World

Bank (2007) out of US$199 Billion remittances transferred to deseloping countries US$47
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btllion 1s transferred to the low income countnies Also the number of immgrants working
abroad from South Asia 1s ever increasing as according to United Nations economic department
(2013) there arc 232 mullion international migrants as compare to 154 million in 1990 The
individuals from South Asia migrate 1n huge numbers for betier job opportunitics (Billmeter &
Massa, 2009) lhe data for macrocconomic instability show a negauve percent change ftor
Pakistan and Sn lLanka while for India and Bangladesh 1t 1s posttive which mcans that
mdcroeconomic instability in Pakistan and Sm Lanka has dccreased relauvely to India and
Bangladesh over the time period This could be because inflation 1in Bangladesh & India has
mcreased from 6 36 and 3 01% respectively to 9 31 and 6 21%% and stock market capttalization m
these countrics has also increased to 97 1% and 859 6% as compared to Pakistan and Sn Lanka s
-15 6% and 18 7% respectively The values for political stability and corruption show over the
ume peried the level of corruption has decreased gradually while India 1s the most politically

stable country in the sclecled sample



CHAPTER 3

3. RESEARCH METHODOLOGY
1.1 Measurement of Variables and Data Sources

I'he equation of relationship between stock market devclopment and macrocconomic and

mstitutional factors will be according to (Bitimeier & Massa, 2009)

SN]DH ! T ﬁ S\1l_ll + ﬁ T - B Ru + B‘ M+ B~CO|I"‘B1 PSu -+ Lq { ] )

Where SMD 15 the dependent vanable (stock market devclopment). « 1s the indi idual
coclficients, B 1s y-intercept, whereas SML 15 independent variable (stock market hquidity), T
(income level). R (remittances) MI (macrocconomic instability), C (corruption) and PS {political
stability), while 1 is no of cross-sections at time period t and u s error term [he table below

presents the measurement and source of vaniables

TH-166QY

1 able 4 Measurement of Variables

Variables Measurement Data Source

Dependent Vanable

| SMD: Stock Market Market Capitahization to ratio of GDP | World Bank

' Deselopment !

l[_l}u:lcpcndcm variables

[»Sf\i_L: Stoch Market Ratio of total value traded to percentage of World Bank i
| L iquadiy GDP
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—

!

[L: [ncome lcvel Log GDP per caprta World bank

R Remiltances Net amount of worker's remuttances as World Bank

percentage of GDP

MLI: Macroeconomic Inflation ¢hange per year World Bank
Instabihty
CO Corruption Corruption lcvel index range 1-100 Transparcncy

International

L

PS Political Stability Weighted Individual Country Score Worldwide
Rangel-100 governance
Index (WGID)
Ut : Error Term What 1s remamned unexplained by

l independent vartables

3.2 Data and Methodology

s study empirically investigates the determinants of stock marhet deyvelopment 1n the South
Asian Economies, which include Pakistan, India, Sri Lanka and Bangladesh Since the KSE: was
hiberalized 1n 1991, thercfore the selected time frame takes mnto account the liberalization effects
on Pakistan’s economy Because of lack of availability of data for the years 2013 and 2014 Data
s collected for the time period from 1993 to 2012, which ts 20 years Data sources are World
Bank. lransparency International& Worldwide Governance Index Model consist with the study
of (Naceur ¢t al, 2007. Billmeier & Massa. 2009) 1s used for the determinants of stock market
dey clopment with reles ant vanables
3.3 Statistical Analyvsis
3.3.1 Regression Analysis

Regression analysis 1s widely used tor prediction and forecasting or we can say 1t 1s used

o mvestigate causal relatonships  Regression analysis 1s applied (0 find out the nature of



relationship between which independent vanables along with the dependent vanable In
restricted circumstances, 1t explains behavior of dependent variables. which 1s determined by
independent vanables Regression analysis investigates deterministic relationship of relevant
macrocconomic and insututional vanables with stock market development Regression anatysis
has been used 1n many previous studies to investigate determinants of stock market development

(Naceur ¢t al . 2007)

3.3.2 Fived cffect and Random effects

Since the dataset 1s of panel nature, therefore the panel data techmques are used for the
tour countries 1n the South Asian Region. thus the fixed effect as well as the random ctiects
model 15 used The fived effect and random cffect helps 1o deal with the cross sectional elfects,
as the fixed ctfects takes 1nto account the individuality of data while the random eftect ensure
that indnvidual estimate are uncorrelated with the explanators vanable Similarly in order to
choose between the fixed and random eftects, Hausman test s applied 11 the value of v 15 equal
10 0 05 then random effect 1s constdered and 1f 1115 equal to 0 00 then fixed eftect 1y used  As the
null hypothesis 1s rejected, 1t will take the difterence across the individual countries T ived and

random ¢ffect 15 used 1n previous studies as (Naceur, ¢t al , 2007, Chenl & Garsdar, 2010)
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CHAPTER 4

4. RESULTS

I'hus chapter shows the results and the discussion ol empirnical findings The table of
deseriptive statisucs for individual countries 1s shown below The mean value and S D for all the

varnables of individual countries 1s shown 1n table 5

4.1 Descriptive Statistics

I'able 5: Descniptive Stausties Individual countries

Country Palastan India St Lanka Bangladesh
Vanable Mean SD Mean SD Mean SD Mean SD
SMD 2892 0502 3857 0522 2798 0502 1611 0 686
SML 2997 1126 3744 0740 0914 0 653 0 835 L 186
IL 6465 0382 6502 0304 7090 0 490 6172 0 400
R 21887 0871 23718 0789 21262 0647 22013 0873
Ml 2260 0570 1778 0384 2200 0342 1 630 0584
CO 1962 0917 2855 0756 1962 1714 1 459 0246
B PS 42 3088 5105 3446 4421 2949 4473 3006

The mean value of stock market development and stock market hquidity which 15 3 857 and
3 744 for India 1s hugher than that of other cconomies. which mdicates the development in Indian
ceconomy as compare to other sclected South Asian countries in the sample The mean value of

income level lor Sm Lanka which 1s 7090 15 higher than that of other selected South Asian



33

countries, this higher income level could be because of hugh literacy rate in Sn Lanka which
means that better education leads to better job opportunities which leads to high income level
The mean value of remuttances for all the South Asian 1s very high this 1s duc to the large number
of immugrants from South Asia are working abroad and remittances are big source of external
financtng for these countries (Trwolde, 2005} | he mean value of macrocconomic nstabihty tor
Pakistan. 2 260 1s higher than that of other sclected countries, this macroeconomic instability 1s
duc 10 the political unrest and economic turmoil in the country, as from 2001 10 2006 the
inflation level 1n Pakistan increased from 4 4% to 79% The geopolitical location of Pakistan at
the crossroads of South Asia made 1t a pivotal state which paved way for US to force its tnterest
through Pakistan afier the 9/11 incident (Rabbi, 2012) According to Zaiby (2008) Pakistan
suflercd more than US$35 billion in terms of ¢conomic loss due to war on terrorism

The mean value of political stability for Pakistan 1s 4 2 which 1s less than that of India.
Sri Lanka and Bangladesh, this indicates lack of political stability as compare other countries as
according to Kaufmann (1999} the lower the value, the lower 1s political stability This 1s evident
duc Lo the political situation of country over the time period as Pakistan 1s being engaged in war
against terrorism The mean value of corruption 1n India 1s 2 855 this value 1s greater than the
mean value for overall sample size which 1s 2 688, this shows the level of corruption 15 high n
India as compare (o other selected South Asian countries, but the menace of corruption 1s rife n

subcontient as noted by (Biais et al , 2014)
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4.2 OLS Regression

‘1able 6: Regression Analysis

Variable Coefficient Std. Error t-Statistic Prob.
C -2 709 0 868 -3 120 0002
SML 0384 0050 7612 ¢ 000
IL. 0 657 0142 4 609 0 000
R 1 63E-11 552C-12 2 957 0 004
MI 0258 0099 2605 0011
CO 0042 0070 0 598 03551
PS 0 080 0028 -2792 0 006
R-squared () 739  F-statistic 34 531
Adjusted R-
_squared 0718 Prob(l -statistic) 0 000000 i

OLS regression analysis 1s used to check the determinisuc relationship of all vanables
with the dependent vanable which 1s stock markel development The results of OLS Regression
ae shown in the table 6 The regression analysis shows that the value of R-square 15 74 percent,
while adjustcd R-square 1s 72 percent R determines how the data fits a statisucal model
whereas adjusted R takes into account the model does not give spurious results, The value of -
stat which 15 34 53 shows that over all model 15 [it (Draper & Smith, 1998} 1he table shows that
the vanables stoch market liqumdity. income level, remittances, macrocconomic instability and

political stability have positive and significant relationship with stock market development
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4.3 Fined & Random Effect Estimation

OLS regression analysis was used which led to the fixed and random effects In order to

deal with the individual effects and cross sectional effects, fised and random effects are applicd

on the data This estimation technique 15 widely used 1 previous studies like (Garcia & Liu,

1999, Naceur, ctal , 2007, Chenif & Gazdar. 2010)

Table 7: [ 1ned Filect Estimation

___ Vanable Coelficient Std. Error t-Statistie Prob.
C -3 253 2351 4 969 0000
SML 0250 0 055 4524 0 000
I1. 376 0171 2202 0031
R 7 68E-10 1 46E-10 5258 0 000
MI 0184 0087 2107 {} 038
CO 0032 0036 -0 569 0570
PS 1 906 0551 3454 (¢ 000
R-squared 0 848 [I'-stansuc 3548
Adjusted R-
_squared 0 828 Prob(F-statistic) 0 000
Table 8: Random Effect Estimation
Variable Cocfficient Std. Error t-Statistic Prob.
C -3 590 6226 1 820 0072
SML (265 00548 4 837 0 000
I1. 0382 0167 2279 0025
R 7 89L-10 1 44E-10 5499 0 000
M| 0187 0 087 2146 0035
CO -0 027 0057 -0 478 0634
PS 1 851 0 550 3364 0 001
R-squared 0527 I-statistic 13 581
Adjusted R-
squared 0488 Prob(F-staustic) 0 000




Table 9: Companson of Fixed effect and Random Effect

_Variable Fined Effects  Random Effects Var, (diff) Prob.
- SML 0250 0265 0000 0000
IL 0376 0382 0001 0046
R 0 000 0 000 0 000 0 000
MI 0184 0187 -0 000015 0023
CO -0 032 -0 027 -0 0000354 0623
PS G017 0010 0 000002 0 000

¥ (6df).27 863  Prob > x*=0 000!

In order to choose between fixed effect and random ctlects ¢stimation, Hausman test 1s
applied [he value of adjusted R 15 0 82 tor fixed effect csttmation, which 1s higher than that of
random effcct model For the Hausman test the null hvpothesis 1s that random eifect model 15
appropriate while the alternate hypothesis 1s fived elfect model s appropriate  The results of
fixed ctfect and random effect are shown 1n table 7 and 8 respectively This test 1s asymptotcally
* distributed with 27 863 (6 df) lhe results for the Hausman test indicates that p-value 1s
significant The table 9 shows that our null hypothesis 1s rejected and alternate hypothesis 1s
accepted, which means that [ixed effect estimation 1s better

I'he refatronship of all the independent varables hke stock market liquidity, income level,
remittances. macroccononme instabihity and pohitical stability 1s significant. whereas corruption
has an insigmificant relatonship with stock market des clopment for the South Astan countries
uscd 1n this study

The vanable stock market liquidity has positine 1ielationship with stoch market
development with a t-value of 4 52 and 1t 15 also significant at Ievel of 1%  [he relationship of

stock market liquidity 15 Iine with the studies of (Naceur, el al . 2007 Yartey, 2008) Simlarly
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income level also has a strong positive relationship with stock market development as the t-value
ts 220 and 1t 15 also sigmficant at 5%level The t-value for remittances 1s 524 and 1t 1s
sigmificant at I percent level [herefore remiuttances have a direct relation with the stock market
development  Macrocconomic 1nstability has a positive relationship with stock market
devclopment the t-value for this vanable 15 2 10 while it 1s significant at 5 percent level The
results for the vanable corruption gives a t-value of -0 569 and 1t 15 insigniticant with a p-value
ol 0567, which indicates an nsigmificant relationship between corruption and stock market
deselopment Finally, pohtical stability has a significant positive relationship with stock market
development at level of 1 percent with t value ot 3 45

This positive relationship of independent varables with the dependenl vanable stock
marhet dex elopment tor the South Asian countries of India, Pakistan, Sri Lanka and Bangladesh
1s Ime with the studs of Nacuer ct al . (2007) and Billmeier and Massa (2009) who noted the

same trend for the MENA region and Middle Eastern and Central Asian region respectinvely

4.5 Resuits Discussion

Stock Market Liguidity

I'he table 6 shows that stock market hquidity has positive relationship with stock market
development with a t-value of 452 and 1t 1s also significant at level of 1% This positive
relationship indicates that the merease 1n Irquidity helps to allocate the resources and allows the
Iree mobility of capital which leads to increase in growth and investments (Levine, 1991) Also
the emerging markets of South Asia are attractuve to internationdl investors due to which there 15
merease n stock market liquidity which also helps leads 10 stoch market det clopment as the

market capitalization of these countries over the years has mncreased significantly  This direct



relation of stoch market liquidity with market capitalization will lead to merease 1n stock market
synchromeity which also attracts the investors (Morck, et al | 2000) Similarly according to
standard international trade theory which states that m small countries the stock markets 1s less
synchronous, however the ncrease 1n liquidity will ereate synchromieaty 1n prices and will help in
stock market development (Bernstein & Wenstein, 1998) Kansaro et al . (2009) noted that
stock market hquidity particularly of KSE from the pertod of 2002 onwards has shown a sharp
ncrease because the market was unpredictable 1n forecasting ol uts hiquidity This has played an
1mportant role tn the development of stock market devclopment ['he rclationship of stoch market
hquidity 1s hine with the stdies of (Naceur. et al . 2007. Yartey, 2008) Simularly stock of firm in
large countrics 1s more synchronous than small countrics as they rely on mostly one industry or
One cconemic aclivity
According to O'hara (1995) market microstructure deals with exchangmg assets under a specilic
sel of rules and how the (rading mechamism affects the overal] market structure The market
microstructurc allows the 1mvestors to exccute their orders quickly which increases the hquidity
in stoch marhets This increase 1n hiquidity reduces transaction costs and frictions 1n the stock
market Sumularly 1t helps in achieving operational ctficiency which creates hquid markets this
process ¢ncourages the competition and leads to devclopment 1n stock markets (Bias., et al,
2005)
Income Level

Lhe vanable income level has a positive relation with the stock marker deveclopment
When the mcome level in an economy increases 1t leads 1o more nvestment which results 1n
Increasing markel capitalization This resul supports the standard intemational (rade theory

according 10 which countries 1n a similar geographical region have same income level (Bernstein
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& Wemstemn. 1998) Simularly 11 1s also i line with the demand driven hypothesis that when the
pet capita GDP increases, the economy ewpands and 1t provides opportumity for financial
scrvices This increasing demand will to betterment and competition 1n financial services which
has a positine effect on stock market development Similarly 1ncome level allows mmyestors to
savc money which also 1ncreases disposable income This result 15 1 line with the studies of
(Garcia & Liu. 1999 Naceur. et al , 2007, Yartey. 2008)
Remittances

The amount of remittances for the South Asian over the sample period has increased
gradually this has not only helped to improve the living condition of these countries, but has also
provided a channel for saving which leads 1o mnvestment in stock markets, which ultimately
results 1n high market capitalization and stock market development The positive and significant
relation ol remuttances with stock market development s 1n line with work of (Billmeier &
Massa, 2009) Similarly the positive relation also supports the financial Liberalization theory that
{rec mobility of capital 1s a source of foreign capital Also the increase in remittances leads to
economic growth and high liquidity and market capualization (Tswanumo, 2007, Stulz. 1999,
Mishkin, 2001)
Macrocconomic Instability

Macrocconomic nstability has a positive relation with stock market devclopment and 1t
1s fairly signilicant at 5% lesel Literature has documented a mixed evidence regarding the
impact of macroeconomic instability on stock market development, with majorily ol studies
reporting an insignificant mmpact of macroeconomic instability on stock markel development
(Yartey, 2008, Garcia & Liu, 1999, Kembor & Tarus, 2012) The reason for posunve relationship

ol mflation with stoch market capitalization could be that if stoch market 15 Interpreted as
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another form of real mvestment and not only cash holdings. then high nflanon will lead to high
marhet capitalization as noted by (Boyd, et al . 2001, Billmeier & Massa, 2009) According 10
T'scher s hy pothesis stocks provide a hedge against inflaton and that nominal equily retumns
should be positively related with inflation This might be the case 1n South Asian countries where
there has been a rapid ncrease i mflation and stock market capitalization over this sample
period This positive relation 1s consistent with the work of (l.evine & Zervos, 1996, Cherii &
Gazdar 2010) who also noted a positive impact of maciocconomic instability when measured
with nflation change. however this results contradicts the findings ol Naceur. ¢t al (2007)
which claims that igher the volauhty m stock markels the Jess the investors will be inclined to
pul therr money 1n thesc markets
Corruption

I'he vanable corruption has a msignificant relaton with stoch market development As
per World Bank (2006) the problem of corruption 15 chronic 1n the South Asian counirics
Bolgoran (2011) noted g stausucally significant relation of corruption with market capitalization
by using the power law dependence
Political Stability
The relationship between poliucal stabtity and stoch market deyelopment 1s positive and
significant This result 1s 1n line with the previous studies of (Roe &Seigel. 2009. Alesina &
Vega. 2011) Similarly wt also supports that worldwide povernance mdex (WGI) that pohtical
stabthty 15 an important deternunant of stock marker des clopment (Revia, 2014)  Because a
stable political ensyironment helps in the allocation of funds and leads 10 economic development
Alesina and Perotti (1996) argued that political stability helps m overcoming financial

backwardness and it leads to favorable cconomic outcomes Butsa (2008) noted that political
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stability provides nvestor protection and they are commutted to long term mvestments i those

particular markets
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CHAPTER 3
5. CONCLUSION AND POLICY RECOMMENDATIONS

5.1 Coneclusion

Over the years the emerging markets of South Asian countries have developed and
progressed with the help of financial Liberalization and economic development Therefore 1t was
important te {ind oul the determinants of stock market development for these countries  The
present study used six macroeconomic and other vanables as highlhighted by previous Iiterature
In order 1o {ind out the impact of macroeconomic factors like income level, macroeconomic
nstability, stock market Liquidity and other variables like remittances. corruption and political
stability The sample size was of 20 years 1 ¢ from 1993 from 2012 because of data constraints
This sample size helped to capture the impact of financial hiberalization of KSE 1n 1991 which
led to growth of stock market up ull 1997, simularly the major economic boom that changed the
stock market ol Indra from the 1990s

rom the study 1t 1s concluded that all vanables cxcepl corruption (stoch marhet
iqurdity, 1ncome level, remittances. macroeconomic Instability, and political stability) hase
significant relationship with stock market development

Stoch markcet iquidity has a direct sigmificant link with stock market development [hus
the mereasing hquidity in stock markets allows the i estors fo ook tor frequent trading and

masimum returns The increase 1n stock market rquidity facilines the nvestors to evecute their
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orders quickly This phenomenon also reduces the fricion 1n stock marhets and leads to
operattonal efficiency, which helps 1n stock market development This relationship 1s 1n line with
the theorctical perspective of marhet microstructure theory and asset pricing theory

Income level and stock market development have a positive relationship, with the ncrease n
income level more and more opportunities are created for savings which channels the
myvestments 1n caputal markets and lecads to cifectrve capital allocation This increasing flow of
funds has a positive impact on the market capitalizaion The increase in income level leads to
cconomic growth as the GDP per capita increases,it has a strong association with the stock
markct development The theoretical perspecuive also highlights that countries 10 o simular

gcographical region have parallel income levels

Remuttances also have a positive and signtficant impact on stoch market development, ths
18 due to the linancial liberalization phenomenon that increase in loreign capital flow provides
boost to economy and deselops the stock market According 10 World Bank (2007) the flow ol
remittances to developing couniries has increased significantly and US$199 0 billion were
transferred to developing countries and US$47 0 billion to the low income countries respectively
Remuttances are a source of disposable mcome which provides mvestment opportunities This
resull 1s 1n agreement with the financial iberahization theors
T'he result ol macroccononue nstability 1s positive and significant This direct relation
could be because when the inflation nises, the prices of stock might 1ncrease as it follows the
pattern ot general prices Therefore when inflaton rises then there 1s a possibility that stock
market capitalization will also tnerease
Corruption has an msignificant 1mpact with stock market development although the sign 15

postltve 1n emerging markets the start of corruption can lead Lo shorl term cfliciency as the
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tvestors believe that the norms of fair dealings can be violated to achieye mavimum returns
I'he menace of conuption does exist in dev cloping economtes and 1t influences the stock markets
of South Asia as well. however this study was unable to capture a significant el fect of corruption
on stock marker des elopment

Poltical stability also has a sigmficant positive rclationship with stock market
development  [he cconomic development and financial markets cannot be scparated from a
political system as 1t helps them n providing mstitutional protection and enhanced compettion
pohtical stability 15 an 1mportant factor for stock market development and over the ycars 1t has a

significant impact in the development of cconomies and stock markets

5.2 Recommendations

I'he resull of this study has important policy implications for South Asian countrnies as 1 order to
promote the stock market desclopment economic growth plays an tmportant part Also financial
Iiberalization has a positive eflect on stock marker dey clopment Income level increases
cconomic growth, simularly stoch market Liquidity has a positive eflect on stock marhet
development Ilence, improvement 1n stock market hquidity paves the way for stoch market
development Remittances are also a source of sas ing, therefore incentives should be provided to
encourage the flow of iemittances Political stability provides confidence to investors and weak
regulations creates loopholes for corruption !'hus regulatory authonities should look to oy ercome
these faclors 1n order to create a positive eftect of stock markels on national cconomy Simalarly
thesc emerging markets of South Asia arc « great avenuce for international 1ny estors as because 1t

helps them 1n nisk diversification and allows for opumum portfolioc A well-functioning market
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contribules significantly to a growing economy and provides them capital development Thus the

potential value of a successful stock market 15 a foremost important for an ¢cconomy

3.3 Future Re<earch

Based on the findings of this study, future research should focus on the following

1 The current study focuses on only on the South Asian markets, however 1n the future
studies 1t would be useful 1f the sample size 1s increased to other emerging markets in

order find out key determinants of Stock market development in other regions

ta

Other mstitutional factors like political rnisk etc can also be used in order to check the
unpact on stoch market development Similarly an alternative measure 1o variables hike

corruplton can also be used

ted

Stock price synchronicity 1s an important factor in the stock markels according to Morck
(2000) stock price 1n an emerging markets are synchronous therefore additional variables
ike stoch price synchronicity can also be used to determinc the stoch market

development

5.4 Limitations

I The study 15 not 1solated from external world factors, which might distort results

2 Although this study was ablc to 1dentfy the key determinants of stock marhet
development 1t was not designed to extrapolate future trends 1n stock market
development

3 Although we maximuzed the length of the study period. the duration of this study

may be insufficient to exclude long-term cyclical changes in market attiibutes
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