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A bstJ-act 

\Vhat Can Ethiopia Learn from African countries Stock Market? Frame Work, 

Experience and Benefi t 

Henok Abadi Addis Ababa University, 2012 

This paper aimed to draw lessons what Ethiopia can learn from African countries stock 

market. Thus the main objective of the study has been focused on examining and 

assessing lessons regarding framework, experience and benefits of already developed 

stock markets sampled from j I African coun tri es during 1991-20 10. Both descript ive and 

econometric analysis has been adopted. Descriptively different fra meworks and 

expenences of sampled African stock markets has been explored in regard to 

institutional , traditional and asset pricing characteristics of stock markets. On the other 

hand , three econometrics models using a panel data model, dynamic panel data model 

and Umestricted Vector Auto regress ion (V AR) has been employed to show the 

cconomic bcncfits of development of stock market on growth in Africa collectively and 

specificall y a simulation in Ethiopia 's growth model. Basically the findings had revealed 

the fact that stock markets ab ility to enhance the effi ciency of investments and through 

which its effect extends to growth is highly dependent on its level of effici ency. This was 

evident from econometric approach where stock market development enhanced 

investment positi vely but their indirect impact on growth were negatively associated due 

to stock market variables fluctuation and inefficient operation and management of the 

market in the sampled African stock markets. Besides advocating the establi shments of 

new stock market in Ethiopia with efficient institutional formati on, maintaining 

sustainable boost in stock market variables and improving way of operating the markets 

successively were recommended to enhance growth through stock market development. 
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1. Introduction 

l.1.Background 

Chapter One 

Over the past few decades, the world stock markets have surged, and emerging markets 

have accounted for a large amount of this boom. For example, while overall market 

capitalization rose from $32 trillion in 2002 to $54 trillion in 2007 globally, the share of 

emerging markets jumped from 6.2 to 14.8 percent in this period. Trading activity in 

these markets surged equally fast: the value of shares traded in emerging markets per 

their GOP climbed from 33.2 percent in 2002 to 39.2 percent in 2006 though the total 

value of shares traded globally has declined from 152.8 to 143.4 percent for the same 

period (WOI, 2008). 

In Africa on the other hand, there are number of stock market developments aging even 

more than a century such as South Africa and Egypt stock markets established in 1887 

and 1888 respectively. Currently, the number of stock market and their economic role in 

Africa is becoming more significant. Almost 23 African nations have stock market so far , 

which includes the recently added Rwanda in the year 2008 . While South Africa boasts 

of four stock markets, Zambia and Nigeria have two each to their account. All the other 

countries, i. e. the remaining 2 1 countri es have one stock market each. Stock market 

development has been central to the domestic financi al liberalization programs of most 

African countries. It seems any program of fi nancial liberalization in Africa is incomplete 

without the establi shment and development of stock markets (Charles Amo Yartey and 

Charles Komia Adjasi, 2007). With the exception of South Africa, most African stock 
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markets doubled their market capitali zation between 1992 and 2002. South Africa itself 

has experienced an enormous achievement from 2000 to 2007 by tripling its market 

capitalization. Total market capital ization for Sub Saharan African markets increased 

from US$2 17.7 million to US$ 803.8 million between 2002 and 2007 (WOI, 2008). 

In Ethiopia, a short li ved stock market has been started infollnally in the late 1950s and 

was formally instituted in 1965. The stock market was administered by the National Bank 

of Ethiopia. The government through the national bank tried to improve resource 

mobilization by establish ing a share-dealing group that brought together buyers and 

sellers to participate in an auction process (Asrat Tessema, 1998). Accord ing to him, the 

development of the stock market at the time was a good start, and no crisis of public 

confidence had occurred. Moreover, according to a study by J.D Von Pischke (1968), the 

stock market was moderately successful in its pioneering efforts to provide an organized 

market for companies whose shares were relatively widely held. Market capitalization, 

however, remained small and did not have much impact on the economy since the 

participation of the general public was limited . Though, this was the story about short 

lived stock market, currently Ethiopia lack a stock market at al l. Particularly the infant 

stock market ceased to exist in 1975 wi th the declaration of a centrally planned command 

economy. Hence, firs t order of business was to nationalize most of the industries and 

assume ownership and control of virtually all economic activities. Wi th the fall of 

communism and the emergence of a global economy, many nations around the world 

were slowly moving towards a market ori ented ~conomy. It became clear that market 

based economies fared better than those guided by socialist ideologies. Hence the new 

government, EPRDF which over threw the Derg Regime, exercised transforming the 
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economy from a centrally planned to a market-oriented system. Since 1992 the 

government has undertaken economic reforms by adopting the Structural Adjustment 

Program that meets International Monetary Fund (IMF)fThe World Bank requirements. 

The program 's main emphasis was the liberalization of both facto r and commodity 

markets, as well as privatization and commercialization of state-owned enterprises. 

However, the fi nancial sector in Ethiopia is the least improved sectors still. Moreover 

except sluggish moves towards opening up a capital market in Ethiopia, the government 

still did not want to work hard on it mainly due to political (not to let go the financial 

regulation associated with the new development of stock markets) and economical 

reasons (such as low capacity to absorb fore ign investors). 

Intending to accelerate and support the move towards opening up new stock markets in 

Ethiopia, therefore, thi s paper has assessed stock markets in different A frican countries in 

terms of their frame work, experience and benefits. 

1.2.Statement of the Problem 

The role of financial markets in economic development continues to attract increasing 

attention both in academic and among policy-makers. Evidence from recent empirical 

studies suggests tha t deeper, broader, and better functioning financial markets can 

stimulate higher economic growth I . Moreover since many African countries, particularly 

Ethiopia are in the process of overhaul ing their economic and political systems and may 

be opening the last untapped market in the world, then the development of domestic 

I See Levine, Loayza and Beck 2000; Beck. Levine,and Loayza 1999; King and Levine 1993a, 1993b for 
exce llent lirerature review on financial deve lopment and economic growth 
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capital markets wi ll most likely help the economy to rely less on foreign sources of 

capital. 

Nevertheless Ethi opia still lack market for securities at all. There has been liberalization 

of the whole economy since 1991 though limited in scope. Specially the financial market 

is st ill highly regulated sector, where by financial institutions are restricted in their access 

to funds, extending loans, interest rate ceilings and unilateral exchange rate setting 

through governmel1l, branching constraints, completely domestic banks allowed to run 

the market (not allowed for foreign banks), major role coming from central/national bank 

of Ethiopia. These are among the many financial regulations that government and central 

bank exercise in the market 

Financial restrictions in Ethiopia, one way or the other, led to limited avai lability of funds 

for borrowers (investors) in terms of targeted group lending and rationing borrowers 

based on their relative ri sk potential, less incentives to save money in banks rather high 

demand for informal financial institutions i.e. the domestic saving rate was as low as 

5.9% in 2004/05 and remained at 5.5% in 200911 0 and consequently leading to scarcity 

of investable fund by entrepreneurs. Moreover the investment saving gap got worse and 

worse as time goes by. For instance, the investment gap in 1981-1991 was on average 

5%, but the investment gap peaked to double digit from 1992-20 10 on average around 

13% (WDI, 2011). This shows how much scanty is the role of financial institutions in 

filling the gap of in vestment and saving. 

The role of industries in the economy is limited as low as 12.9% of GDP of the country 

for the year 200911 0 whi le service and agricultural sectors contribute 45.5% and 41.6%. 

Though agricu lture takes the lion share of GDP still lack diversification, mechanization 
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and production boosting. For instance, agri cultmal or primary products in the economy 

account the highest proportion of export. However, the country' s export is declining from 

time to time from 6.9% in 2004/05 to 4% in 2009/ 10, mainly because of the sluggish 

development of agricultural sector to produce exportable items, resulting from an old 

methodologies and technique of production applied. Still entrepreneurs or farmers in the 

agricul tural sector would have improved way of harvesting and/or production to an 

increased producti vity level but they are constrained with financial access (GTP, 2010) 

hence it would have been big injection for the economy if there had been stock markets 

where entrepreneurs will enjoy an increased liquidity in the market. 

Nowadays despite the bulk financial regulations prevai ling in Ethiopia, there are 

enormous development of stock based share companies. These entrepreneurs look 

forward to reduce scarcity of funds for huge investments tlu'ough mobili zation of savings 

from the pUblic. They are currently able to raise funds more than 500 million birr2 

capitals for investments in agricultural , industrial and service sectors. However this 

companies sale their stocks not in an organized markets but rather in their own temporary 

offices. This is because in Ethiopia there is no stock market at all. Tn addition, many of 

the entrepreneur investors, banks, social security associations and other insurance 

companies including huge firms lack wide investment opportunities. Though there is 

investment opportunity in government Treasury bill, the return however di scourages huge 

investors and different potent ial participants because of low in terest payment. 

Consequently the T-Bill in Ethiopia mostly encounters limited participators and mostly 

2 H iber Sugar, Ayat, Habesha Cement and Debub G lobal Bank are good examples (access capital bank ing 

sector review, 20 I 0) 
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the national bank purchase the bill s with low return and sometimes with loses even. 

Moreover, as brieny di scussed ea rli er investors lack inves tment opportuniti es, hence 

investing their money in banking acti vities by lending at market rate earning remained 

w1questionable opt ion they have got. If stock markets were available in the economy then 

all thi s economic entities would be interested and encouraged to invest their money on 

prod ucti ve economic acti vities and multidimensional benefit wou ld be obtained. 

The government does understand the merits of having a stock market; however, the 

officia ls also fee l that stock market does not contribute to the short term development of 

the co untry. On the other hand, some consider Ethiopian National bank and other 

financial institutions to be sleeping dog, who · are the maj or role players for the 

development of new stock markets. This individuals question the capability of the 

financial institutions found in Ethiopia to run stock markets. However, despite the 

divergence in view, government and no ngovernmental bodies are stri ving to develop 

markets for securities for several reasons. Government, for instance, in its growth and 

transformation plan aims to increase industrial sector contribution to 18.8% of GOP in 

20 14115 for the planning period. Hence, their intention to develop organized stock 

markets in the country will help to reali ze planned stat istic. Plus, fragmented or pri vately 

conducted trading with limited disclosure of quantity and price means that each new 

transaction in effect must be based on relatively expensive search costs and there is a risk 

of the transaction go ing out of line with prevailing prices. Opaque trading procedures 

engender suspicion of market manipulation and may reduce the rate of investment. 
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Consequently the development of new stock market in Ethiopia will offer much and 

urges a quick effort towards pushing concerned bodies. 

Although evidence on Africa is still limited the results from existing empirical work 

supports the view that financia l development has a positive effect on economic growth in 

African countries3 The Ghana Stock Exchange, for instance, was adjudged as the world 's 

best-perfo rming market at end of 2004 with a year return of 144 percent in US dollar 

terms compared with 30 percent return by Morgan Stanley Capital International Global 

Index (Databank Group, 2004). Within the continent itself fi ve other bourses- Uganda, 

Kenya, Egypt, Mauritius and Nigeri a apart from Ghana-were amongst the best 

performers in the year. Let alone the current performances of stock markets but as early 

as 1998 market capitalization from security markets in South Africa, Egypt, Morocco, 

Mauritius were massive. As high as 127% in South Africa and 30% in Egypt, while 

Morocco and Mauritius each of them account 44% of the respective GDP (WDl, 2008). 

[n such a way many African countries had developed stock markets and are able to 

support their investment demand through mobilization of savings. What important can be 

from such experience is the ups and downs thi s countries had to come up before such 

enormous achievements. Moreover it becomes clear that how much Ethiopia is missing to 

exploit such markets, since the economy lacks stock markets yet. 

Asrat Tessema (1998) in his analytical review of prospects and challenges for developing 

securities market in Ethiopia discussed issues such as rationale for developing securities 

markets, the cost and envi ronmental requirements for securiti es markets development. 

3 See Kofi A. Ose i (t998), Abu Nurudee (2009), Rache lle Wouono Ognal igui (et a i, 201 0) and Umar Bida 
Ndako (2009) for fUrih er readings on pos iti ve role of stock market deve lopments in d ifferent African 
countries 
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Finally concluded the developments of stock market in sub-Saharan Africa hint that 

benefit to be gained as a result of opportunities from the domesti c capital market, 

however did not further assessed the lessons Ethiopia can draw from their developments. 

Ruediger Ruecker (2011) had recently conducted a study over market potential 

assessment and road map development for the establi shment of a capital market in 

Ethiopia, and provided an exce llent analysis over preconditions fo r the development, 

legal and regulatory infrastructLU'e conditions including CLU'rent market cond itions. The 

study highl y criticized the level of government commitment, macroeconomic conditions, 

transparency level and legal and regulatory infrastructure conditions as the main 

limitations observab le in Ethiopia. However still lessons from other African countries 

stock market hard ly been mentioned and used in the analysis. 

Most likely the development of stock market for an economy has an undisputable 

importance for a given economy. Hence for countries like Ethiopia which does not have 

any stock markets yet, it is imperative to understand the economic ro le of this capital 

markets. When it comes to the verge of opening up the economy for a new stock market 

development then learning the basic challenges and experiences of neighboring African 

countries which al ready developed stock markets will be smart idea to carefu lly and 

smoothly design as well as run the market efficiently. Despite the slight review and 

highlight discuss ion over the need for stock markets in Ethiopia by many scholars, there 

has not been any article which tried to draw lessons from African or developing countries 

capital markets . 

8 



Hence the major rationale of thi s paper was to assess the lessons Ethiopia can draw from 

Afri can countries stock market by emphasizing on basic Research questions such as: 

• What basic frame wo rk for stock markets has been employed by selected 

Ali-ican countries and furthermore what are the appropriate measures to 

mainta in good performance of the market? 

• What important experiences could be identified from already established 

stock markets in Africa? 

• What benefits had the stock market development resulted in these African 

countries economy and what potential benefit would Ethiopia gain from 

developing a stock market? 

1.3. Objective of the study 

1.3.1. GencI'al Objective 

The main objective of the study was to examine the lessons what Ethiopia can learn from 

the performances of already developed stock markets of selected African countri es and its 

potential benefit for Ethiopian economic growth 

1.3.2. Specific objectives 

• Examine the possible frame work of a stock market essent ial for Ethiopia' s 

development of new stock market 

• Assess the experience of di fferent African countries stock market, and check its 

applicabili ty in Ethiopia 
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• Identify the benefits of developing a stock market in Ethiopia basically from 

experience of selected African countries in regard to their economic growth using 

econometri c approach 

1.4. Significance of the study 

Ethiopia is in the midst of economic transformation. A successful transformation requires 

gradual development of the capital markets to support economic activities. International 

experience shows that no universa l blueprint or model can address every country's needs . 

This suggests the need for flexibility in the choice of methods in economic reform that 

must take into account the unique features of a country, particularly in terms of the level 

of economic development and administrative capacity. The success also depends on how 

carefully it is implemented, as there is much potential for good or bad. II takes time to 

develop the COlll1lry's rudimentary institutional infrastructure to run the operations of 

securities markets. 

The Ethiopian government has been studying the possibilities of developing a stock 

exchange. The government has sent a delegation of experts from the National Bank of 

Ethiopia to some African and Asian countries to see how securities markets operate. 

Pressure also may be coming from the International Monetary Fund (IMF) and the World 

Bank to open up the economy by developing securities markets. Since 1998, there were 

efforts by several institutions and individuals like Addis Ababa Chamber of Commerce 

and Sectoral Association to introduce stock market in Ethiopia, though they failed to 

procure permission of the government. A panel di scussions organized by the Addis 

Ababa Chamber of Commerce underscored the need to develop a stock exchange m 
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Ethiopia. The panel highlighted the need to look beyond the banking system fo r 

additional capital by providing investors with choices that induce them to save and invest. 

Hence the conduct of this paper has attempted to fook at different lessons what Ethiopia 

can learn from already developed African cow1tries stock market so that it will serve as 

guide line for the inevitable new (hopefu lly) development of Ethiopian securities mal"ket. 

Further the paper will serve as a ground for future policy formulations andlor as a guide 

for other related researches regarding stock market andlor capital market development in 

Eth iopia generall y. 

1.5. Scope of the Study 

The area of interest on this study has covered assessing possible frameworks which are 

consistent to Ethi opian economic context, plus identified the experience of already 

developed stuck markets fo und in Afri ca with the associated benefits they have accrued 

to their economy. The scope of thi s paper has been restri cted to stock markets specifically 

found in Afri ca only, hoping to avoid complications and inconveniency when drawing 

lessons and simulating potential benefits of stock markets for Ethiopia. The potential 

economic role of stock market development that would have been generated for Ethiopia 

has been drawn basically from II African countries, which had developed securities 

markets in their economy. In line with these, a slight overview and comparison regarding 

the financial sector performance of these African countries and Ethiopia has also been 

given in descriptive analyses. The paper had lIsed econometrics models, which helped to 

explain the relationship between stock market development and investment and in turn 

with growth of an economy. The scope as mentioned above is limited because of the 
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desired objectives to give basic understanding about the role of stock markets in Africa 

and possi bly to draw lesson for Ethiopia and other related concepts along with it. It is 

therefore very important that the study is concise and clear. 

1.6. Research Methodology 

1.6.1. Model Specification 

There are several literature fo und on stock market developments and their economic roles 

worldwide. Among which Hamid Mohtadi and Sumit Agarwal" (2000) did their article on 

stock market development and economic growth evidenced from developing countries' . 

By applying a model consisting of a two-stage, they have tried to test the hypothesis of 

whether the stock market affects economic growth. Their argument is based on the well 

known theoretica l study of Levine (1991) who proposes that investing in the stock market 

alJeviates both the liquidi ty shock and the productivity shock that fimls would otherwise 

face. Firms not fac ing liqu idity shocks will have a higher level of investment leading to a 

higher growth rate. Essenti ally this paper found the hypothesis very vital and adopted 

their model to expla in the potential benefit of stock markets in Ethiopia. In order to test 

the above theoretical hypothesis and basically to attempt an econometric model for 

"potentia l benefit" analys is, fi rst investment has been regressed on three measures of the 

stock market and then regress growth on " fitted" investments as shown below6 

" Authors are, Associate Professor, University of Wisconsin-Milwaukee and Senior Quantitat ive Analyst, 
Fleet Financial, Pro vidence, RI 
5 The ir study examines the relationship between stock market development and economic growth for 2 1 
emergi ng markets from As ia, Latin America, Europe and African court iers over 2 1 years, using a dynamic 
panell11ethod 
6 Both models doesn ' t include Ethiopia 
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Where INV is real investment as a fraction of GDP, MeR is market capital ization ratio 

divided by GDP, STR is va lue of shares traded divided by GDP, TR is turnover rat io, Ui 

captures any cauntly-specific effects, such as initial endowments, y, captures any 

common periad-;pecific effects , such as general technical progress, and ti t is an 

independent disturbance. 

From the basic theories of Solow growth modelS, an aggregate production funct ion for 

the unique fi nal good is; 

yet) = F[K(t), L(t), A(t)] 

Where yet) is the lotal amount of production of the final good at time t, K(t) is the capital 

stock, L(t) is total employment, and A(t) is technology at time t. Employment can be 

measured in diffe rent ways. For example, we may want to think of L(t) as COITesponding 

to hours of employment or number of employees. Assumi ng that technology highly 

improves efficiency of labor9
, for thi s model let us consider labor force as a proxy for 

labor contribution for growth in Africa. 

Hence; Y(l ) = F[K(t) , LF] , where LF is labor force 

7 The model applied fo r investment is 'Traditional panel data mode l'. But the growth model goes beyond 
tradi tiona l panel data model by considering a dynam ic pane l data model 

8 See Daron Acemouglu (2008) fo r further readings and assumption employed in constructing Solow 
growth model 

9 Increasing labor efficiency in a sense yet) = F[K(t), LCt)' ACt)], see Valdes, Benigono C 1999) 
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The capital stock K (t), on the other hand, corresponds to the quantity of "machines" (or 

more explicitly, equipment and structures) used in production, and it is typically 

measured in terms of the value of the machines. There are al so multiple ways of thi nking 

of capital (and equally many ways of spec ifying how capital comes into existence). Since 

the objective here is to start out with a simple workable model for African growth model, 

then it make sense for rather sharp simplify ing assumption that capital is the same as the 

fi nal good of the economy. However it is very difficult to capture this in Africa. Thus it is 

fai r to use investment to proxy capital stock (accumulation). Thus; 

y et) = F[GINV, LF] where GINV is gross investment 

Basically gross investmen ts in Africa mainly are sourced from savings, foreign resources, 

and domestic resources. Hence; 

yet) = F[S, FR, DR, LF] where S is saving, FR is fo reign reso urce and DR is 

domestic resource 

Moreover foreign sources can be broad ly explained as foreign aid (FAID) and fo reign 

direct investment (FDI). In addition, domestic resources can be again broadly classified 

as bank credit (Be) and investment emanating from stock markets (INV 5) (since stock 

market development is the main interest of this study). Thus 

yet) = F[S, FAID, FDI, BC, INY 5, LF] 

Because of lack of satisfactory data regarding foreign aid in Africa the study considered 

to use fo reign di rect investment as a representative proxy fo r foreign resources. Hence the 

extended Solow growth model has been expressed as fo llows; 

yet) = F[S, FDI, BC, INV 5' LF] 
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Fina ll y the extended Solow growth model in a Dynamic panel data mode l has been 

formulated as follows ; 

Growth 

Where INVF is "fi tted" va lue of investments (Or investment emanat ing from stock 

market development !NV s and obtained from equation I above), FDI is foreign direct 

investment divided by GDP, and LF is labor force. Uj captures any country-specific 

effects, such as initial endowments, Yt captures any common period-specific effects, such 

as general technical progress, and Ejt is an independent d isturbance. Lagged dependent 

variable (Growtht_l) and lagged value of GDP (GDPt- l) are included in the model only 

because the panel data model is in dynamic analysis. 

Panel data models are better suited for studying the duration (dynamics) of economic 

states like growth, unemployment and poverty and if such panels are long enough, they 

can shed some light on the speed of adjustments to economic policy changes. Moreover, 

dynamic panel data, in general, provides sequential observations for a number of 

individuals or countries and thus allow to distinguish inter-country differences from intra­

country di fferences and to construct proper recursive structure for studyi ng the issue in 

ques ti on through a before-and- after effect. 
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Once the economic role of stock market on growth of African neighbors was analyzed, 

then by generating the potentia l contribution of stock market it is made possible to 

indicate what wo uld have been reali zed in Ethiopia' s investment as shown below; 

EINV' 82 = GlNV 

Where- ElNV - investment in Ethiopia 

9r coefficient of shares traded in the first model of investment in Africa 

GINV- potential (generated) contribution of stock markets in Ethiopia 's investment 

Finally the regressed growth model including the newly generated investment to obtain 

the potential economic benefits what Ethiopia would have earned by developing a stock 

market. However, s ince we have used Unrestricted Vector Auto Regression (VAR), the 

model itself determined the relationshi ps among variables, though the main interest of the 

paper has been the relationship between potential benefits of stock market development 

(GlNV) and growth. 

IOGrowth = !(G1NV, FDJ, Be, LF, S) 

Unlike the fi rs t growth model, thi s one is not a panel data model rather a simple 

Unstructured V AR model on Ethiopia only. The model has been limited to an 

unrestricted VAR model because, provided the fact that the model is a simulation, it is 

better to let the model itself determine the relationships between the va riables other than 

determining it in our own way. Hence the unrestricted V AR is preferable in its fl exible 

and basic outputs of the regression results and more specifically aiming only to show the 

10 The growth model is only important for ass imi lating the lesson with the A frican mode l constructed priory 
on the second model of growth in Africa. However the relationships of variab les wi ll be determ ined in the 

model itself 
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impacts of stock market development on growth and complete the lesson the paper has 

been exploring so far, the unrestricted V AR model is fairly enough. 

1.6.2. Methodology and Data Analysis 

Aiming to achieve objectives of the paper both descriptive and econometric analyses are 

employed so as to make the research productive enough. It is believed such kinds of 

analys is can symbolize a paper theoreti cally and scientifi cally based analyses and 

concl usion. 

Descriptive stati sti cs are important to have clear picture of the characteri stics of sample 

units. By applying descriptive stati stics, one can compare and contrast different 

categories of sample units (for instance, different African countries stock market frame 

works) with respect to the desired characteristics. On the other hand by applying 

econometric approach, namely traditional panel data model, Dynamic Panel model and 

Unrestricted Vector Auto Regression (VAR) model, the paper has emphasized on the 

scientific clarification of economic growth and stock market development. 

1.6.3. Source of Data 

All data have been collected from secondary sources. Data for the different African 

countries wi ll be collected from World Bank data base (http;llwww.data.worldbank.com). 

world development indicator (WDI CD-ROM), international financi al statistics (IMF 

database, http://www. im f.org/external/cl ata .htm). International Monetary Fund working 

papers (IMF working papers), and working papers of African Economic Research 

Consortium (AERC), and from different articles . . 
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1.7. Limitation of the study 

When assessing and examining the frameworks and expenences of African stock 

markets, the paper has been limited to use basically detailed studies conducted on the 

investigation of institutional characteristics of the markets. This is due to the difficulty 

faced to obtain secondary data regarding each stock markets Framewo rk structure and 

provided the nature of the panel data requirement it is unatta inable at thi s level to 

personally browse the frameworks and experiences of each stock market. Hence to 

support the discussions made in regard to these concepts a number of detailed research 

works were employed to solve the problem. 

To simulate the Ethiopian growth model on the potential benefit s of a stock market that 

would have been achieved if stock market were available so far, Unstmctured Vector 

Auto Regression (VAR) had been employed. This is because with the aim of the research 

paper being to I ink the lesson drawn from African countries stock market in to Ethiopia, 

what has been major focus of the study were to show what and how would have been the 

relationships of stock market development and economic growth in Ethiopia. Hence it is 

thus limited to just Unrestricted V AR model estimation only. 

1.8. Organization ofthe Study 

This research paper has been organized in to six chapters. The first chapter gives the 

introduction section of the research paper. It encompasses; back ground, statement of the 

problem, objecti ves of the study, scope of the study, significance and limitations of the 

study. In the second chapter different literatures have been reviewed both in regard to 

theoretical framework and empirical aspects. The third chapter gives a bird 's eye view 
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on the overview profi les of the private and financial sectors of Ethiopia and Africa in 

general. The fourth chapter had descripti vely examined and assessed the framework and 

experience of different sampled African countries stock market based on their 

institutional characteristics. The fifth chapter employed three different econometric 

approaches to empi rically revea l the economic . benefits accrued from stock market 

development over investment and gro wth of African economies, where the third model 

invo lves a simulation model for Ethiopian growth model. Finally in the sixth chapter 

conclusion and recommendations of the research paper were given based on the analysis 

made in the previous two chapters. 
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Chapter Two 

2. Literature Review 

2.1. Theoretical Literature Review 

2.1.1. Definition of key terms in Stock Market 

[n a simple terms a financial instruments and financial market fo r this instruments can be 

defined as Ralph Chami, et al (2009) "Financial instruments are contracts between 

borrowers and lenders that govern the transfer, use, and repayment of funds. And 

financial markets are the "arena" where potential borrowers and lenders "meet" and agree 

on the terms of these contracts." Further Ralph Chami, et al (2009) acknowledged the two 

parties to the contract: borrower and lender are the most fundamental building blocks of 

financial markets. Hence the parties are required to reach an agreement through making 

negotiation between their opposing goals, as in most contracting situations. 

In other words Capital markets (securi ties market) are mcchanisms fo r rai sing and trading 

long-term capital and thus represent the long end of the maturity spectrum of financial 

instru ments (Sam Mensah, 2003). Accordingly within the capital market, securities firms 

(also called investmen t banking and/or stockbrokerage firms) work within a stock 

exchange framework to fulfill the economic role of financial markets through a set of 

distinct activities . 

Levine (1996) indicates that stock markets can glve a big boost to economlc 

development. Stock markets may affect economlC activity through the creation of 

liquidity. Liquidity in stock market is usually defined as the ease and speed at which 

agents can buy and sell securi ties . It is one of the most important functions the stock 

markets provide (Mi ller. 1991 ). Profitable investments requi re a long-term commitment 
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of capital, which investors are unwill ing to commit unless there are mechanisms that 

allow holders of long-term investments, such as bonds and shares, to sell qu ickl y and 

cheaply if they need access to thei r savings or want to rearrange their portfolios. In thi s 

process, companies also enjoy permanent access ~o capital raised thro ugh equi ty issues. 

By faci litating profi table investment by companies, liquid markets improve the allocation 

of capital and enhance prospects for economic growth. 

Flllthermore Levine (1 996) defined the market where stocks or securities issued and sold 

for the fi rst time (o ri ginally) is known as primary securities market. On the other hand, 

those fi nancial markets where securities are repurchased or resold are ca ll ed secondary 

securities market. 

The key activities of securiti es fi rms cover the broker, dealer and advisory and research 

functions (Sam Mensah, 2003). 

Broker Function: by bringing buyers and sellers together Brokers earn a comm ission or 

fee. Since brokers do not take an ownership position on an asset they buy or sell , they do 

not accept the risk of fl uctuating asset prices. Similarly securities firms are the channels 

through which indi viduals, businesses and governments may purchase or se ll bonds, 

shares and other types of securities. While direct purchases and sale of securities are 

poss ible between consenting parti es, such transactions are time-consuming and costly 

because of the amount of time it takes a buyer to find a seller (i.e., high search costs) . The 

broker, on the other hand, has a we ll-deve loped set of relationships for trading securities 

and is able to arrange transactions fo r a fee and at a lower overall cost. 

Dealer Function: unlike the brokers, Dealers take an ownership position with the intent 

of immediately disposing of the asset or holding it for a more extended period. This act of 
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dealers makes them as market makers. In thi s manner, through holding an inventory of 

securities and preparing to resell the securities at the offer price and buy at the bid price, 

they earn a spread equal to the difference. When instruments are traded over the counter, 

the ex istence of a secondary market depends on the function of the dealer as a market 

maker. 

AdvisofJ' and Research Funclion: The research functions are important for the efficiency 

of financial markets . An effi cient financial market is defined as a market in which 

securities prices fully reflect all available information. By researching extensively on 

various securities and by using such information to make trades, securi ties finns provide 

a transmission mechanism for the flow of information into securities prices. 

2.1.2. The Nexus of Stoc\, Market, Financial Development and Growth 

The potential role of financial markets in economic growth has been well documented. 

Research indicates that stock markets can give a big boost to economic development. The 

li nks between financial development and economic growth is not a new theme in the 

economics literature . Schumpeter (1934) observed that financial markets play an 

important role in the growth process by channeling funds to the most effi cient investors 

and by fostering entrepreneurial innovation. Schumpeter's view was that financial 

development leads economic growth. In principle, the stock market is expected to 

accelerate economic growth by providing a boost to domestic savings and increas ing the 

quantity and the quality of investment (S ingh, 1997). The stock market is expected to 

encourage savings by providing individuals with an add itional financial instrument that 
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may better meet their risk preferences and liquidity needs. Better savings mobilization 

may increase the savings rate (Levine and Zervos, 1998). 

Stock markets are also considered as opportunities for growing companies to raise capital 

at lower cost. In add ition, companies in countries with developed stock markets are less 

dependent on bank financing, which can reduce the risk of a credit crunch. Stock markets 

therefore are able to positively influence economic growth through encouraging savings 

amongst individuals and providing avenues for firm financing (Charles Amo Yartey and 

Charles Komia Adj asi, 2007). Stock markets may affect economic acti vity through the 

creation of liquidity. Profitable investments require a long-term commitment of capital, 

which investors are unwi lling to comm it unless there are mechanisms that allow holders 

of long-term investments, such as bonds and shares, to sell qu ickly and cheaply if they 

need access to their savings or want to rearrange their portfo lios. In thi s process, 

companies also enjoy permanent access to capital raised through equity issues. By 

facil itating profitable investment by companies, liquid markets improve the allocation of 

capital and enhance prospects fo r economic growth (Levine, 1996). 

In general, Sam Mensah (2003) believed that financial markets provide four important 

economic functions. Accord ingly, financial markets determine the prices of assets traded 

through the interaction of buyers and sellers (which is the process of price discovery). 

Plus fi nancial markets provide a mechanism fo r an investor to sell a financial asset. Thus, 

markets offe r liquidity or the ability to convert a financial asset into cash. Thirdly, 

financial markets reduce the cost of financial transactions. By bringing sellers and buyers 

of financ ial assets together, Information costs, which are incurred in assessing the 

investment meri ts of a financial asset, are reduced because specialized institutions emerge 
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to produce information more efficiently. Explicit search costs, such as the cost that would 

be spent to identify a seller or buyer of an asset are also eliminated. Eventually, financial 

markets provide faci lities for trans/erring risk. Through distributing ri sks to those most 

will ing to bear them, financial markets ensure that risks are borne will ingly. In doing so 

all these functions. financial markets serve to mobilize savings from the public and 

channel them to Jinns undertaking productive investments, generating even more savings 

and investment in a virtuous growth cycle. 

Financia l markets typicall y comprise of several insti tutions includ ing banks, insurance 

companies, mutual funds, mortgage firms , fi nance companies and stock markets. 

In deve loping countries, particularly in Sub-Saharan Africa, commercial banks have 

dominated financ ial market activities, which have not been reliable sources of long-term 

fi nancing. The non-bank sources of medium and long-term financing are generally, 

underdeveloped. The short-term natures of commercial banks' assets and liabilities as 

well as regu latory reserve requirements in many countries render them (banks) incapable 

of supplying long-term capital. The high yield ing short-term government treasury bills 

have, therefore, resulted in "crowding out" of the private sector as commercial banks 

ho ld large portions of their asset portfo lios in the government bills. 

2.1.3. Theoretical arguments-for and against-stock market contribution for growth 

Substantial econom ic literature, dating back to Bagehot (1873) and Schum peter (1911), 

has emphasized the importance of the financial system on economic growth. Although 

the direction of the causal relationship between the development of a country's financial 
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sector and its growt h rate has been frequentl y questioned (Robinson, 1952) 11 or regarded 

as unimportant (Lucas, 1988), recent empirical research seems to have tipped the balance 

of evidence towards the belief that well developed financial systems stimulate economic 

growth. 12 

Greenwood and Smith (1 996) show that stock markets lower the cost of mobilizing 

savings, facilitating investments into the most productive teclmologies. Obstfeld (1994) 

shows that international ri sk sharing thro ugh internationally integrated stock markets 

improves resource allocation and acce lerates growth. Benci venga, et. al. (1 996) and 

Levine (1991) have argued that stock market liquidity --the ab ility to trade equity easily--

plays a key role in economic growth: Although profitable investments require long run 

comm itment to capital, savers prefer not to relinquish contro l of the ir sav ings for long 

periods. Liquid equity markets ease thi s tension by prov iding assets to savers that are 

easily liquidated at any time, while simultaneously allowing firms permanent access to 

capital that are raised through equity issues. Liquidity has also been argued to increase 

investor incentive to acquire information on finns and improve corporate governance 

(Kyle, 1984; Holmstrom and Tiro le, 1993), thereby facilitating growth. I ] 

On the other hand, doubts on the contribution of stock markets to long- run growth. For 

example, the role of stock markets in improving informational asymmetries has been 

11 Robinson (1952), however, argued that fina ncial deve lopment passively fo llows economic growth by 
responding to the increasing demand for funds due to economic prosperity 

12 See, for example, Demirguc-Kunt and Maksimovic (1996), Jayaratne and Strahan (1996), Levine and 
Zervos ([ 998) and Rajan and Zinga[es ( [ 998) 

13 Kyle ( 1984) argues that, an investor call profit by researching a firm, berore the information becomes 
widely available and prices change. Thus investors wi ll be more likely to research alld monitor finn s. To 
the extent that larg1;! [", more liquid stock markets increase incenti ves to research firms, the improved 
information will improve resource allocation and accelera te economic growth. 
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questioned by Stiglitz (1985) who argucs that stock markets reveal information llu'o ugh 

price changes rapidly, creating a free-rider problem that reduces investor incentives to 

conduct costly search. Shleifer and Visl1I1Y (1 986) and Bhide ( 1993) argue, however, that 

high liquidi ty may weaken moni toring effo rts, thus impedi ng effective resource 

allocation and slowing economic growth . The contribution of liquidity itself to long-term 

growth has been questioned. Demirguc-Kunt and Levine (1996) point out that increased 

liquidity may deter growth via tlu'ee channels. First, it may reduce saving rates through 

income and substitution effects. Second, by reducing the uncetiainty associated with 

investments, greater stock market liquidity may reduce saving rates because of the 

ambiguous effects of uncertainty on savings; third , stock market liquidity encourages 

investor myopia, adversely affecting corporate governance3 and thereby reducing 

growth . However, on the opposite side of the last issue--that of corporate governance--

Jensen and Murphy (1990) argue that in wel l developed stock markets tying managers' 

compensation to stocks is an incentive compatible design that aligns the interests of 

principles (owners) and agents (managers), thereby spurring effic ient resource allocation 

and economic growth. 

2.1.4. Determinants of stock market performance 

Accord ing to Va leriano F. Garcia and Lin Liu (1999) to measure the performance of 

stock market devclopment l4 in an economy, there are basically two approaches: 

institutional I 5 and macroeconomic. Both institutional and macroeconomic factors are 

1.1 This paper focuses on the determi nants of stock market capitali zation- defined as the total market value 
of all I is led shares divided by GDP- as a proxy for stock market development 
15 The inst itutional approach looks at institut ional factors slich as property rights, clearance and settlement 
issues. transparency and the inside information problems. taxation issues, and accounting standards. 
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important in stock market development . In similar fashion Pardy (1992) also argued that 

there are two basic building blocks necessary for a thriving securiti es market: (I) a 

macroeconomic and fiscal environment conducive to the supply of good qua lity securi ties 

and sufficient demand for them; and (2) a market infrastructure capable of supporting 

effic ient operation of the securities market. Under the first preconciition, the author 

indicates that the ciemand for and supply of securities is crucially linked to the state of the 

macro economy. If the macro economy is conducive to profi table business operation, a 

sufficient number of sound businesses can develop to a stage where access to securities 

markets is useful for their continued growth. This means that if there are not sufficient 

profitable businesses with good prospects for the future, there is little reason to have a 

securities market. 

Pardy (1992) and Valeriano F. Garcia and Lin Liu (1999) took the macroeconomIC 

approach in their study and suggested the fo llowing; 

Real income and income growth rate: Higher real income growth can be realized through 

stock markets high volume of intermediation. High income growth in turn promotes 

development in the stock market. As income increases, its cyclical component should 

impact the size of the stock market and its price index. In addition, because higher 

income usuall y goes hand in hand with better defined property rights, better education, 

and a better general envirofU11ent for business thus expected to have a positive effect on 

the stock market size. 

Savings and investment: Usuall y the higher will be the amount of capital flows through 

stock markets when savings are larger. However, savings may not be highly correlated 
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with income in their sample. In fact in Lati n America during the last several years it is 

negatively correlated, probably due to the sizable capi tal flows. 

Financial inrermediGlY developmen/ : Since both the banking sector and stock markets 

intermediate savings to wards investment projects, they can be either complements or 

substitutes. In ei ther of the cases the financial intermediation is expected to be developed. 

Stock market liquidity: one of the most important functions the stock markets provide is 

Liquidity. Many high-return projects require a long-run commitment of capital, which 

bears higher defau lt and liquidity ri sks. Investors are generally reluctant to take these 

ri sks. Thus, without liquid stock markets less investment may occur to the high-return 

projects. In contrast, liquid stock markets allow investors to alter their portfolios quickly 

and cheaply, it makes investment less ri sky and facil itates longer-term, more profitable 

investments (Levine (1991) and Bencivenga, Smith and Starr (1996)). Consequently, the 

more liquid the stock market, the larger the amount of savings are channeled tlu·ough 

stock markets. 16 Therefore, Valeriano F. Garcia and Lin Liu expect a more liquid market 

to lead to higher market capitalization. 

Macroeconomic stability: General macroeconomic stability may well be an important 

factor for the development of the stock market. We expect that the higher the volatility of 

the underlying economic situation tbe less incentive firms and savers would have to 

participate in the market. With tbe high instability found in many de ve loping countries, 

particularl y during the seventies and eighties, stock markets became more opaque. Prices 

become signals witb large standard deviations which make it very difficult to assert 

16 In contrast, some economists regard liquidity as retarding growth by reduc ing uncertainty and 
consequently precaut ionary savings and by lowering investors' search incenti ves because it would be easier 
for them to get out fast. Also liquidity would reduce shareholders incentives to control managers due to 
their short-run commi tment to the corporation. 
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whether pnce changes were temporary or permanent, and markets become more 

uncertain and prone to attract mostly "gamblers". Furthermore, the profitability of 

corporations can experience sharp movements due to unexpected changes in economic 

policies such as monetary policy, fi scal policy, exchange rate policy and trade policy. 

Hence, the authors expect that stock markets in countries with volatile macroeconomic 

conditions wo uld also have vo latile price indexes and market capitali zation. 

The second precondition, acco rding to Pardy (1992), i.e., the market in frastructure that 

will make the securities markets operate in an efficient, fair and stable manner can be 

broken in to three: 

1. The institutiol/al infrastructure, which provides the operational bas is fo r the market, 

relates to intermed iari es that provide trading, investment management and fi nancial 

advisory services; market and market-related service providers fo r stock exchanges, over-

the-counter markets, market info rmation services, transaction clearance and settlement 

systems, and securities transfer, registration and custody; and providers of ancillary 

services such as accounting and aUditing, legal advice, and financial valuat ion and debt 

rating services. 

2. The regulatory infrastructure relates not only to the government body that has the 

power and responsibility to supervise the market, but al so includes se lf-regulatory 

organizations such as stock exchanges, accounting standards boards, and accounting and 

auditing professional associations and similar organizations. It also includes their rules 

and regulations, procedures, and fac ilities sllch as stock exchange listing and trading rules 

or accounting and auditing standards, plus the monitoring and enforcement of these rules. 
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3. The legal jnfrastructure provides the basis for the operational and regulatory 

framework. It provides for property ri ghts, .contractual relationships, forms of 

incorporation, and rights and responsibi lities of participants in the market. It also 

specifies the powers and responsibilities of the government supervisory authority and 

self-regulatory organizations. 

2.2. Empirical literature 

2.2.1. Stock market developments contribution to economic growth 

Hamid Mohtadi and Sumit Agarwal (2000) used a panel data approach that covers 21 

emerging markets over 2 1 years (1977-97). They have used two alternative models for 

estimating the long-run effects of stock markets on economic growth , the second and 

third of which incorporate dynamic panel estimation. 

Their first model was a two-stage test of the hypothesis of whether the stock market 

affects economic growth. Thi s is motivated by the well known theoretical study of Levine 

(1991) who proposes that investing in the stock market alleviates both the liquidi ty shock 

and the productivity shock that firms would otherwise face. Firms not facing liquidity 

shocks will have a higher level of investment leading to a higher growth rate (at al 

Solow). In order to test the above theoretical hypothesis they have regressed investment 

on three measures of the stock market and then regress growth on "fitted " investments as 

shown below. 

Where: 
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Market Capitalization Ratio (MCR): This measure equals the value of listed shares 

divided by GOP. 

Total Value of Shares Traded Ratio (STR): This measure equals tota l va lue of shares 

traded on the stock market exchange di vided by GOP. 

Tumover Ratio (TR): This ratio equals the va lue of total shares traded divided by 

market capital ization. 

Thus; 

Where !NY is real investment as a fraction of GOP, and !NYF is "fitted" va lue of 

investments, SE is secondary school education, and FDI is Foreign Direct Investment 

divided by GOP. D.; captures any cauntly-specific effects, such as initial endowments, y, 

captures any common period-.lpecific effects, such as general teclmical progress, and £;, 

. . d d I' b 17 IS an 111 epen ent C Istur ance. 

The second model examines the relationship between stock market development and 

economic grovvth directly, rather than through investment behavior. Thus, the level of 

investments is used as a control variable. 

17 GroWlh: This measure is from the World Development Ind icators (2000) data set. 
Foreign Direct Investment (FOI): Fore ign direct in vestment is used as a control variable since it is 
presumed that FDI is a determinant ofeconom ic growth. 
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A time seri es cross-section data for 21 countri e~ from 1977- 1997 suggests that stock 

market development is positively associated with economic growth. The empirical 

relationship between stock market development and the long-run growth remains strong 

even after controlling for lagged growth, initial level of GDP, Foreign Direct Investment, 

and Secondary School Enro llment, and Domestic Investment. The paper suggests that 

stock market development contributes to economic growth both directly and indirectly. 

Following the direct channel, they have showed market liquidity (turnover ratio) has a 

positive impact on growth. Indirectl y, market size (capitalization ratio) affects 

investments which, in turn, affect growth. The empirical results do SUppOlt the theoretical 

literature (e .g., Levine, 1991 in suggesting that the stock market development leads to 

higher growth because it reduces both liquidity and produc tivity shocks) and more 

closely to the works of Boopen Seetanah, et al (2009) also empirically proven the impacts 

of stock market development on growth of developing countries to be significant and 

positive. 

On the contrary, many authors specifically focused on African stock markets have 

suggested different conclusions regarding the development of stock markets and its 

impact on economic growth. For instance, lecheche Petros (2008) in Zimbabwe, Prof 

Nicholas M Odhiambo (2008) in South Africa, and Abu Nurudeen (2009) in Nigeria had 

advocated the positive influence of development of a stock market on growth of the 

respective country both at the long run and short run periods. However Rachelle Wouono 

Ognal igui, et al (2010) emphasized the fact that cameeron stock market is still 

influencing growth insignificantly and more severely Matu Raphael Wahome (2009) has 
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indicated that both shares traded and turnover ratio influenced growth 111 Kenya 

signi ficantly but negatively based on hi s Vector Auto Regression (VAR). 

2.2.2. Framework of stock market developments 

Despi te an abundance of research on financial mai·ket development, much less has been 

done on examining the process of fi nancial market development per se. among the few 

research works done in Africa three of the most interesting were Kofi A. Osei (1998), Ino 

L. Inanga and Chidozie Emenuga (1997) and Grace Wambui Kibuthu (2005) respectively 

from Ghana, N igeria and Kenya stock exchange markets. Each of the papers aimed at 

distingui shing the institutional factors which impede the performances of efficient 

fu nctioning of stock markets. Generally all the three papers has assessed and examined 

the performances of a stock market in their respective countries fundamentally through 

eight to ten measurements. These are: 

• The legal and regulatory framework 

• Information disclosure requirements 

• Transparency of transactions 

• Accounting and auditing standards 

• Transaction costs 

• Delivery and settlement 

• Barriers to entry and exit 

• Taxation or investment income 

• Market structure 

• Public kno wledge of securities markets 

33 



It is believed that if these institutional characteristics are efficiently structured and 

implemented then the development of a given stock market highly expected to bring 

about a sustainable and sound economi c impact. Accordingly their analysis indicates that 

Ghana and Kenyan stock markets, (Ghanaian stock exchange and Nairobi stock 

exchange) had confirmed the strict implementation of the laws and regulations with high 

level of adherence by participants. However in Nigeria Ino L. Inanga and Chidozie 

Emenuga (1997) explained some problems associated with the implementation and 

administration of the Nigerian stock exchange. 

On the other hand, a paper by Ralph Chami, et al (2009) proposes a framework for 

analyzing the process of financial deve lopment. Their methodology can be characterized 

as New lnstinnionalist and is in the spirit of the Functional and Structural Finance (FSF) 

approach put forward by Merton and Bodie (2005) that synthesizes neoclassical, new 

institutional and behavioral perspectives to analyze the design of financial systems. 

The Merton-Bodie analytical framework takes the functions of the financial system as its 

conceptual anchor. The key insight of the FSF framework is that the functions performed 

by financial markets are well defined and constant, while the instruments and institutions 

that perform these functions change over time, and are endogenously determ ined by 

prevailing conditions, including transactions costs, social factors, and behavioral 

considerations. 

At the same time, however, their approach is based on the belief that deve lopment 

ultimately depends on the presence and actions of market parti cipants, and can only be 

properly understood in terms of their incentives, constraints, and opportunities. Thus, our 

framework is based on analyzing four important pl.ayers whose activities are essential for 

34 

. -
.. 
" , \ 

,. . 
.' , 



well-fwlctioning financial markets. The actions taken by these fo ur types of agents­

borrowers, lenders, liquidity providers, and regulators--determine whether and how 

ma rkets develop in a particular environment. 

The framework provides a methodical way of diagnosing ex isting or emerging problems: 

identify the agents who are or li kely to be the borrowers, lenders, liquidity providers, and 

regulators; examine their preferences, constraints, and incentives; invest igate why their 

needs are currently not being met by ex isting contracts; and revamp or introduce policies 

and institutions that make it possible to use existing contracts, or create new ones that 

meet the requirements of all the players. The paper applies the approach to devising an 

appropriate strategy fo r sequencing the development of financial markets. It argues that 

instruments lhat requ ire simpler and more easily 'verifiable compromises wi ll probably 

appear first. It also shows that market reform may require parallel changes in interrelated 

markets and policies, and partia l reforms may not get the desired results. While clearly 

the path of development that emerges will depend on economic, legal, political, 

institutional, and cultural factors, the framework prompts policymakers to ask the right 

questions in diagnosing the deficiencies and hurdles, and provides some guidance for 

des igning suitable policies for the development and functioning of financial markets. 

2.2.3. Countries experience-from developed and developing countries 

Hicks (1969) argues that in the nineteenth century, for the first time in history, many 

private investment projects were so large that they could no longer be financed by 

indi viduals or h om retained profits. The teclmological inventions of the industrial 

revolution, such as steam engine, had been made befo re, but their implementation had to 
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wait for well developed financial markets. The industrial society required an adapted 

fin~ncial system where publicly traded companies could get long-term financing. There 

has been a lengthy debate on why the Industrial Revolution first started in England and 

why in the second half of the 18th century (Crafts (1995)). One often heard argument is 

that Both the Bank of England and the dominant stock market of London gave England a 

competiti ve edge. 

There is substantial cross-country evidence that countries with a better-developed stock 

market and banking system witness higher subsequent growth. In his study, Goldsmith 

(1969) estab lishes the imp0l1ant styli zed fact that periods of above average rates of 

economic grov.'lh tend to be accompanied by faster financial development. King and 

Levine (1993) document a robust relationship between initial levels of financial 

development and subsequent economic growth across 80 countries, after contro lling for 

other growth-inducing factors. Their measures of financial development are based on the 

degree of monetization and bank development. Ro~sseau and Sylla (2001 ) also employ a 

cross-country regression framework to make the case for finance-led growth. They use a 

long data set (1850- 1997) for the US, the UK, Japan, France, Germany, and the 

Netherlands. They argue that financial factors had the strongest effect in the 80 years 

prior to the Great depression. 

Rousseau and Wachtel (1998) compare the US, the UK, Canada, Norway and Sweden for 

the period 1870-1 929. This comparati ve 5 country study uses the same methodology to 

study tri variate systems of GDP, the monetary base and financi al intensity, measured by 

the value of the financial sector's assets. The. authors find a single co-integration 

re lationship between the three variables under examination, suggesting persistent co-
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movements between finance and growth. Rousseau and Wachtel (2000) add a time 

dimension, and study the link between equity tnarkets and growth fo r 47 countries 

between 1980 -1 995 in a dynamic panel setting. They emphasize the importance of the 

liquidity of stock markets for economic growth. The relationship between finance and 

growth in this kind of studies is mai nl y the result of the inclusion of non-OECD 

countries. This is consistent with the hypothesis that finance matters fo r growth mainly in 

the early stages of development (Gregorio and Guidotti (1995)). There are two objections 

to this strain of literature. The first is that regression analysis measures correlation 

between variables, not causa lity. A co-integration analysis is the more natural setting for 

causality inferences. The second is that the time series used are often non-stationary. 

Often, the necessary corrections are not made, which may give ri se to spurious 

correlation. 

Hansson and Jonung (1997) investigate the case of Sweden from 1830 to 1991. In a bi­

variate system, they find that bank development is co-integrated with per capita GOP for 

the entire period 1834-1991 , but the relationship is unstable over time. Banking has the 

strongest influence on the real economy in the interval 1890-1 939 and to a lesser extent 

in the period 1834-1890. 

Demetri ades and Hussein (1996) and VanNieuwerburgh (1998) apply co-integration 

analys is to a mixed sample of developing and developed countries for the postwar era. 

Financial development variables, which are bank-based, are co-integrated with economic 

development. In both studies, the direction of causality varies across countries and 

depends on the measure of financial development used. Hamid Mohtadi and Sumit 

Agarwal examined the relationship between stock market development and economic 
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growth for 21 emerging markets over 21 years (including Brazil , Chi le, India, Indonesia, 

Korea, Malaysia, Mexico, Paki stan, Portugal , Thailand, turkey and others), using a 

dynamic panel method. Results suggest a positive relationship between several indicators 

of the stock market performance and economic growth both directly, as well as indirectly 

by boosting private investment behavior. Thus they lend support both to the fi nancial 

intermediation literature as well as to the traditional growth literature. 
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Chapter Three 

3. Overview of private and financial sectors in Ethiopia and Africa 

3.1. Overview of private and financial sector in Ethiopia 

Basicall y in Ethiopian hi story many written documents assert the di stinct characteristics 

of the economic systems and market structures that have evolved in tlu'ee different 

regimes namely the imperial regime (1930-1974), the military (Derg) regime (1974-

1991) and lastly the current government of Ethiopia (since 1991) Ethiopian People 's 

Revolutiona ry Democratic Front (EPRDF). Each political regime has experi enced 

different approaches and economic systems that significantly affected the overall 

participation and existence of pri vate sectors and as well the financial sectors too . 

On the imperial regimes mostly the economic systems was characterized by high 

government involvement over the economic activities parallel to the private sector. Asrat 

Tessema (J 998) described the imperial era as "a feudo-capitalistic characterized 

economic system in which the period marks the begilUling of moderni zation of the 

country and the encouragement of private sector participation in economic development" . 

Hence compared to previous ruling regimes the imperial era was appreciated for the 

moderni zed approach over the private sectors participation. More over Asrat Tessema 

(1998) acknowledged the efforts and incentives from government to be encouraging the 

private sector and foreign investments which includes tax holidays, tariff protection, 

remittance of profit s, repatriation of invested capital, tax exemptions on imported capital 

goods and concess ions in the form of lal1d leases or land grants. As a result said Asrat 

Tessema, the man ufacturing sector had made steady progress. The contributions of 

medium and large scale manufacturing industry to GDP grew from about 2 per cent in 
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1961 to about S per cent by 1973 (UNIDO, 1991 ). During the third five-year plan (1968- I 
73), the last for the imperial era), 4 1 per cent of the manufacturing activities was done by 

the public sector; the remaining S9 per cent was done by the private sector (third five-

year development plan, p. 23 1). Manufacturing was given a central role with the hope 

that it wou ld stimulate other sectors of the economy. 

On the other hand, the financial sector development was in its low level and moreover 

government has been controlling much of the financial institutions. There was low saving 

as compared to the next military regimes accounting an average of 10% of gross domesti c 

saving as a percentage of GDP (WDI, 2009). Hence the effectiveness of banks to 

mobilize savings and create many investment opportunities was limited. As discussed 

ea rli er in the introductory section of this paper there was short-lived stock market started 

informa ll y in the late 1950s and fo rmall y instituted in 1965. The stock market was 

administered by the National Bank of Ethiopia (the equivalent of the Federal Reserve 

Board in the United States). The government through the National Bank tried to improve 

resource mobilization by estab li shing a share-dealing group that brought together buyers 

and sellers to partici pate in an auction process. The infant stock market ceased to exist in 

1975. 

The period 1974 marked the fall of the imperial regime and set a military junta which 

immediately adopted a command economic sxstem. Most of the industries were 

nationalized anel passed title of ownership to government and controlled virtually all 

economic acti vities. By reorganizing the nationalized industri es the new ruling party 

highly reduced or eradicated the participation of private sectors and foreign investors. 
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Hence th is period was a devastating event for the development of the pri vate sector and 

other economic act ivities which were ineffectively administered by the government. 

The current governor Ethiopian People's Revolutionary Democratic Front (EPRDF) took 

power in 1991 from the soviet oriented centralized economy advocators. Given the fact 

that the previous ru ling parties were highly neglecting the financial sector, Ethiopia' s 

financial sector was relatively small , remains closed and is much less developed than 

those of its neighbors. Moreover the fact that the current governor chosen still to control 

lending, interest rates and owns the three largest banks, including the Commercial Bank 

of Ethiopia (eBE), which accounts for two-third of the outstanding credit led to the 

stagnation of the financial sector development in Ethiopia. This is evident from the World 

Bank Development Indicator (WDI) of the domestic bank credit trends in Ethiopia so far 

which has dwindled in the sllccessive five years after 199 1 till 1996. However efforts 

started to put in effect hoping to improve the Ethiopian financial sector, a revi sed 

investment proclamation was approved in 1996 that created additional incentives for 

forei gn investors. Major provisions included duty free entry of most capital goods and a 

reduction of the capital gains tax from 40% to 10%. In addition, the government of 

Ethiopia opened a number of previously closed sectors of the economy to foreign 

investment (brewery and textile industries are good examples of liberalized sectors), 

although financial services sllch as electricity and power production, telecommunication, 

and other public utiliti es remain off-l imits. Official estimates say that since 1996 more 

than 50 foreign investors had been given licenses (Ruediger Ruecker, 20 11). Beside the 

1996 revised proclamation, government further made a revised investment proclamation 

approved in 20 I O. Moreover the investment proclamation that allows the commercial 
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registration of share companies 1S referenced from this investment proclamation, 

specifically proclamation No. 686/20 I O. It is believed these revis ions of investment 

enactment are more radical and flexible than the previous revisions such as 1996. All this 

eff0l1s were among governments anempt to improve the participation of the private 

investors in non banking industry and somehow to increase the role of financia l 

institution. 

However, the financial sector is small , shallow and underdeveloped. The government of 

Ethiopia influences bank lending and controls interest rates. According to Access Capital 

Banking Rev iew (20 I 0) , there are 15 banks, 3 of which are state-owned and 12 are 

privately owned. The government of Ethiopia owns the largest bank, the CBE, which 

accounts for two-third of outstanding credits. According to the US State department's 

investment climate report (20 I 0), the CBE " is reported to have non per/~nning loans in 

excess of 70% of its loan portfolio." As of 20 I 0, private banks controlled approx imately 

40% of the total assets in the banking system. (Ruediger Ruecker, 20 11 ). Recent pushes 

from the world monetary institutions such as International Monetary Institute (IMF) and 

World Bank (WB) are expected to force the current government to relax its control over 

the domestic banks. There has been a movement in the improvement and branching of the 

commercial bank of Ethiopia in order to accommodate the foreign rivals competition. 

When thi s paper was conducted the CBE has launched the new multipurpose system and 

a more sophisticated hi-tech system, was on trial session. 

The Birr operates under a managed exchange rate regime. It declined by 8% in 2008. The 

decline has been sped up in 2009 in order to erase the Ethiopian birr considerable 

overvaluation as the pace of depreciation has lagged behind the high inflation rate. There 
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is a black market fo r the currency. The national bank of Ethiopia acting as a central bank 

maintains a monopoly on all foreign currency transactions. It supervises all payment or 

remittances made overseas. The Ethiopian birr is not freely convertible. Residents can 

only hold foreign currency for 45 days before they have to exchange it at a bank. 

Although the government of Ethiopia seems to understand the potential importance of 

financial liberali za tion, it is widely believed that liberali zation may result in a partial or 

even total loss of contro ls over the local economy and may not even be economicall y 

beneficial. Because of that, the centTaI bank holds a monopoly on all foreign exchange 

transactions and supervises all foreign exchange payment and remittances. However, in 

recent years, the government of Ethiopia has allowed the local private sector to 

participate in banking, although fo reign ownership and branching operations remains 

strict ly barred (Ruediger Ruecker, 20 11 ). 

No securities market is present yet in the financial market, but in 2008, the Ethiopian 

commodity exchange (ECX) was introduced by a group of highl y devoted local experts. 

Currently there is growing number of share or stock based companies who mobilize 

capital in a fragmented and segregated way either in their own office or through 

representative branching offices such as postal poles or banks etc . Earlier before this type 

of share companies came into the picture, ind ividual entrepreneurs, fIrms and other 

institutions were financing their businesses through limited amount loans from bank, or 

micro financing institution or self sourced finances. Thanks to the opening of stock based 

companies, it enabled all the above agents to enjoy capital mobili zation from the whole 

public in an unlimi ted way. However the development of this stock based companies are 
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hardly known or clear for the public, hence reducing the ro le of the public that would 

have been exploited. The most important reasons why the companies were unable to 

introduce themselves to the public is the independent marketing move preferred by all the 

emerging share companies. However, if there had been cooperation and an organized 

market for their stocks to be marketed problems would have been reso lved. Tn add ition to 

all this, there are no effective regulation enactments over the development and transaction 

management of this share companies, resulting in public fears in rega rd to protection and 

security of investors. 

3.2. Overview of private and financial sector in Africa 

For the last two decades, li beralization and privatization have become dominant themes 

in deve lopment strategies in Africa. This has facilitated the development of the capital 

markets and has brought encouraging attitudes towards the role of the private sector in 

the development of African economies. In the 1990s many countries in Africa set up 

stock exchanges as a precondition for the introduction of market economies under the 

structural adjustment programs propagated by the international monetary institutions and 

to fac ili tate the privatization of state owned enterprises. Currently 23 African nations 

have stock market so far, which includes the recently added Rwanda in the year 2008, 

and sixteen of which began operations in the 1990s. 

The economic role of such an increase in the number of the stock markets in Africa has 

brought a significant amount of growth in its market capitalization and specifically the 

magnitude of capital mobili zed by these stock markets in respective economies has a 

remarkable role on supporti ng the economic growth of each country. 
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Table3.!. Market performance of stock markets in Sub Saharan Africa (it includes 

all levels of income levels) 

1992 1997 2010 

No of Stock Exchanges 9 14 23 

Market Capitalization of Sub Saharan African 107.8 245.7 1117.2 

Stock Markets including all income levels (current 

US$ Billions) 

Value traded (as % of CDP) 8 18.775439 47.6387523 

Source WDi 201 I 

Following the escalati ng number of stock markets in Africa the performances of stock 

markets in Sub Saharan Africa has remarkably risen sharply. Market capitalization for 

instance has rapidly grown by 140 bill ions of US$ over five years and with an increased 

number of 5 stock markets in this period. Up on reaching 23 stock markets currently the 

market capitalizat ion reached over I trillion US$ . On the other hand practically what has 

been traded in these Sub Saharan African countries contributed 8% in 1992 and sharply 

ri sen to covering up to the extent of almost half of the GDP of the sub Saharan African. 

These figures clearl y tell how much the continent is benefited from the development of 

stock markets. 

To [Ulther illustrate the idea of market capitalization and importance of some of African 

stock markets, table 3.2 presents the market capita li zations in three different periods 
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Table3.2 Market capitalization of stock exchanges in Africa 

COllntry Name of stock exchange Stock Market 

cap italization (in Bill ions 

US$) 

1992 1997 2010 

I Botswana Botswana Stock Exchange 295 61 4 4075 

2 Cote d ' ivore BOllrse Re'gional e Des Valeurs Mobilieres " 483 1276 7099 

" Egypt Ca iro and A lexandri a Stock Exchange 3260 20830 82494 J 

4 Ghana Ghana Stock Exchange 84 11 38 353 1 

5 Kenya Nairobi Stock Excha nge 637 1824 14460 

6 Mauriti us Stock Exchange of Mauritius 416 1665 6505 

7 Morocco Bourse de Casabl anca 1910 12177 69152 

8 Namibia Na mibi a Stock Exchange 21 689 1176 

9 N igeria N igeria Stock Exchange 1220 3646 50882 

IU South Africa Johannesburg Stock Exchange 10399 232069 101 2538 
9 

I I Swaziland Swaziland Stock Exchan ge I I I 129 N.A 

12 Tanzania Dar-es-Sa laam Stock Exchange N.A N.A 1264 

13 Tu ni sia Bourse de Tuni s 814 2321 1068 1 

14 Zamb ia Lusaka Stock Exchange N.A 705 28 16 

15 Zimbab we Zim babwe Stock Exchange 628 1969 11476 

Source: WDI (20 II) 

N A- not available 

18 BRYM- Regional Stock Exc hange in West Africa composed of eight (8) French-speaking members of 
the West African Economic and Monetary Union (UEMOA), namely, Benin, Bu rkina Faso, Cote d' [voire, 
Guinea Bissau, Mali , Niger, Senega l and Togo 
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It is interesting to observe from the above table that for the three periods taken as bench 

marks for comparison (1992, 1997 and 2010), none of the African stock markets has 

experienced a decline in their market capitalization, rather their market size has 

massively grown. Moreover even in earl y stages of most of the stock markets, for 

instance Ghana, Namibia, Mauritius, Swaziland, Kenya and others, had enjoyed a 

remarkable mobi lization of capital reaching up to 637Billion US$. The least being 

Namibia 's market size and the highest comes from Joha nnesburg Stock Exchange 

respectively around 2lBillion US$ and 232Trillion US$. This indicates the magnificent 

role being streamed in to the stock market for investment and indirectly to economic 

growth. The figures further expl oded currently reaching up to 1.1 Tri llions of US$ (50 

times bigger than what is has been in Namibia 18years ago) and 10 12Trillion US$ was 

South Africa 's 10hatmesburg Stock Exchange (tillS remarks the highest market size in 

Africa). It is even wOl1h noting the Zimbabwean Stock Exchange which has immensely 

grown in market size though the country is falling under threats of over inflation and 

insecurity for the last couple of years. In between 1997-2010 onl y their market size has 

grown by 9Trillion US$. Looking how huge the capitals mobi lized in most of the stock 

markets currently, it reall y ind icates how much financial market are contributing to the 

well beings of these sampled Afri can countries investment and job opportunities, 

profitability and as a whole to their economic growth. 
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Chapter Four 

4. Framework and experiences of already established stock markets in 

Africa 

Being convinced African stock markets are offering a remarkable advantages and 

economic support (based on sampled African countries di scussed on the previous 

chapter), then this paper consider it imperative to asses and examine the fra mework of 

this already developed stock markets hoping that Ethiopia will have so many lessons to 

acquire in the process of opening a new stock market. On the way, the study points out 

some of the experiences encountered by these countries. 

4.1. Assessment of framework and experience of stock markets in Afl"ica 

Basically examination of the framework of a stock market can be done through assessing 

the institutional characteri stics 19 of stock markets in Afri ca in such a way:20 

• The legal and regulatory framework 

• Information disclosure requirements and Transparency of transact ions 

• Accounting and auditing standards and Transaction costs 

• Delivery and settlement 

19 The inst itutional characteristics are basica lly ideas of Kofi A. Osei ( 1998), Ino L. Inanga and Chidozie 
Emenuga ( 1997) and Grace Wambui Kibuthu (2005) 

20 Each discuss ion in the follow ing section will rely on detailed research studies made on examination of 

inst itutiona l characteristics of each country and the references were tried to be as fa r back early as possible 
in regard to the establishment of each stock markets. This is ~ecause) for a broad issue such as "lesson to be 
drawn", it will be vcry difficult for the researcher to explore all country specific information's to be 
exp loited by this research and the earliesllessons are more impOJ1ant for country like us (effons being to 
open up a new stock market). 
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• Market structure 

• Public knowledge of securities markets 

• Fiscal incentives and prudent macroeconomic policies 

In the di scussion to come from now on, different author's research works were cited and 

all or some of their opinions were taken as it is in some instances where it is important. 

Provided that the study has tried to draw lessons from different sampled African stock 

markets (1 1 countries), it appeared difficult in terms of timeliness and feasibility of 

browsing information on all sampled stock markets . Hence readers are acknowledged 

priory that different research works has been cited in order to solve the problems. 

Moreover thi s research paper has aimed initiating more successive researches to be 

conducted on the effort of pushing forward to open up a new stock market, hence 

convinced to consider thi s solution other than quitting to draw lessons from different 

countries. 

4.1.1. The legal and regulatory framework 

The most important and prior concern in ensuring orderly and equitable dealings in a 

stock exchange markets, including the protection and security of investors, require that 

capital markets especially the emerging ones to operate within a framework of law and 

regulations enacted by the country. This is because; the extent to which these laws are 

enforced will have a direct impact on the development of the stock market. In other 

words the implementation of legal and regulatory frameworks requires that various laws 

to be enacted in order to smoothly run the operation and administer all the transactions in 

the market. In thi s regard among the many laws that needs to take effect includes laws 
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mainly put in effect to acknowledge the establishment of Regulatory Commission of 

securities and how this institution should operate in the market. In addition to this major 

law others such as regulatory enactments for listing, membership, transacting, takeover 

and mergers regulations, foreign investors regulation, investment scheme regulations, 

companies code of act, laws associated with · banking and non-banking financial 

institutions and many others. 

The establishment of responsible body for security market operations can be sourced 

from many interlinked angels such as; promoting the interest of investors and enhancing 

their confidence in the capital market, to maintain survei llance over the securities market, 

ensuring orderly, fair and equitable dealings in securities through which promoting the 

growth and development of the economy, has the authority over licensing stock 

exchanges, unit trusts, mutual funds, and securities dealers, it is also responsible for 

protecting the securities market against abuses such as insider trading practices. 

Takeovers, mergers and acquisition of companies are subject to the review, approval and 

regulation of the commission. not only regulate the stock exchanges, but also 

stockbrokers/dealers or any other persons dealing in securi ties within the national 

territory. Finally, on all policy matters concerning capital market development, the 

authority has an advisory and consultative role. 

Many of the stock markets surveyed in this paper had put such legal and regulatory 

frameworks with associated responsible institutio"ns. However since most of the stock 

markets have similar features table 4.1 summarized some of the important legal and 

regulatory enactments adopted in five African countries stock market. 
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Table 4.1 . Legal and regulatory enactments adopted in five African countries stock market 

Country Stock market Regulatory Legal and regulatory frameworks Remarks 
commission/authority implemented 

Ghana Ghana Stock Securi ties Regulatory -Securities Industry Law (SIL) 1993 incorporated in July 1989 
Exchange Commission (SRC) (PNDCL 333) as a company limited by 
(GSE) -GSE Listing Regulation 1990 LI 1509 guarantee 

-GSE Membership Regulations 1990 LI 
1510 

-Companies Code of 1963 (Act 179) 
-Bank of Ghana Act, 1963 (Act 182) 
-Banking Law of 1989 (PNDCL 225) 
-Financial Institutions (Non-Banking) 
Law, 1993 PNDCL 328 

Nigeria Nigeri an Stock Securities and The Securities and Exchange The establishment of the 
Exchange Exchange Commission (SEC) Decree No. 71 commission by decree 
(NSE) Commission (SEC) No.71 was the result of 

and the Nigerian Stock complaints that greeted 
Exchange (NSE) the sale of shares during 

the indigenization 
program .-

,y-J-< ~ 
- - ,. 

Zimbabwe Zimbabwean Zimbabwe Stock Zimbabwe Stock Exchange act of 1974 ZSE were intended to 
Stock Exchange Exchange meet the capital needs of , .) 

(ZSE) the gold mining industry, 
and regained the current 
name ZSE after 
independence in 1980 
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Kenya 

South Africa 

Mozambiqu 

e 

Nairobi Stock Capital Market 
Exchange Authority (CMA) 
(NSE) 

Johannesburg 
Stock Exchange 
(JSE) 

Johannesburg 
Exchange 

Bolsa de ----

Yalores de 
Maputo (BYM) 

Stock 

-Capital 
Requirements) 

2002 

Markets 
(General) 

(Licensing NSE was constituted as a 
Regulations, 

-Capital Markets (Securities) (Public 
Offers, Listing 
Regulations, 2002 
-Capital Markets 

Mergers) Regulations 

and Disclosure) 

(Takeovers and 

-Capital Markets Authority, Foreign 
Investor Regulations, 2002 

-Capital Markets Authority Fees 
Structure 
-Collective Investment Schemes 
Regulations, 200 I 
-Corporate Governance Guidelines, 2002 
-Rating Agency Guidelines, 2001 

voluntary association of 
stockbrokers registered 
under the Societies Act. 

licensed as a stock exchange (for a philosophy of self­
equities) and as a financial market (for regulation by. the markets 
fi nancial and agricultural derivatives) in is practiced and applies 

terms of these Acts to the JSE 

There is no securities markets regulation ---­

and participants can only rely on an 
inefficient court system and a 
commercially inexperienced jUdiciary 
where corporate disputes can take over 
elongated to be resolved 

Source: authors own compIlatIOn (see Kofi A. Osel (1998), Ino L. Inanga and Chidozle Emenuga (1997), Jecheche Petros (2008), 

Grace Wambui Kibuthu (2005), Charles Amo Varley (2008) and Bruce Hearn and lenifer Piesse (2009)) 
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The above table systemati cally summarized the securities markets in fi ve African 

countries based on their legal and regulatory enactments adopted. Accordingly Ghana 

Stock Exchange (GSE) was incorporated in July 1989 as a company limited by guarantee. 

And the various laws enacted in connection with the securities market include the 

establishment of the Securities Regulatory Commission and how the commission should 

function. After thi s the rest of the laws enacted are in cOlmection with regulating 

transaction and membership, on GSE. Other laws that protect the securities market 

directly or indirectly include the Companies Code of Act, Banking related Laws and also 

for the Financial Institutions (Non-Bank ing). It is reall y worth mentioning the false start 

Ghana had experienced in the early 1970's when a rudimentary market was set up. 

However this list of laws and regulations indicates that the legal and regulatory 

framework of the securities market and for that matter the stock market has been 

adequately taken care of after 1970's and GSE commenced on 1990 (Kofi A. Osei, 

1998). Similarly 111 Kenya too specific regulation in regard to li censing, listing, 

membership, public offer, disclosure req uirements, take over and mergers, fo reign 

investors, corporate governance, investment schemes and many other have been 

formulated by the capital market authority which was responsible for administering the 

securities market in Kenya. In 1954 the Nairobi Stock Exchange was constituted as a 

voluntary association of stockbrokers registered under the Societies Act. Africans and 

Asians were not permitted to trade securities at the NSE. Business was conducted by 

res ident Europeans only until 1963 when Kenya attained independence from Bri ta in . But 

after 1984, the Government of Kenya through the Central Bank of Kenya in conjunction 

with the International Finance Corporation (IFC) had exerted great effort in conducting 
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successive studies and the study became a blue print for structural reforms in Kenya's 

financ ial markets and cul minated in the establi shment of the Capital Markets Authority 

(CMA) in 1989 as a regulatory body (see Grace Wambui Kibuthu, 2005). 

Unlike the rest of African stock exchanges the Johmmesburg and Mozambique Stock 

Exchange are exceptional instances. Where the JSE were established as a self regulating 

exchange market, where JS E members and their clients (investors), must comply with 

trading and other rules set by the JSE from time to time. The JSE acts as regulator of its 

members and ensures that markets operate in a transparent and fair manner ensuring 

investor protection. Also JSE regulate the li sting, disclosure requiremenls and continued 

obligation of listed companies. On the other hand in the Mozambique stock Exchange 

there is no securities markets regulation and participants can only rely on an inefficient 

court system and a commercially inexperienced judiciary where corporate disputes can 

take over 500 days to be reso lved (Bruce Hearn and Jenifer Piesse, 2009). The fMF ranks 

Mozambique poorly in terms of legal environment and advises investors to exercise 

extreme caution (IMF, 2007). 

Some of the times a responsible authority over securities exchange could be come from 

complaints from participants of security exchanges or to support the achievement of a 

specific objective of a certain groups. In this regard Nigerian Securities and Exchange 

Commission and Mozambique's Stock Exchanges could be best examples. Where the 

former had been formed to solve the complaints resulting from sale of shares during the 

indigenization program held in Nigeria and the later were formed due the emerging 

capita l demand from gold mining industry. 
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The authority of a security markets such as the above security exchange commissions and 

the stock exchange themse lves as a whole were striving to achieve Sllccess in ensuring 

orderl y, fair and equitable dealings in securities through which they try to promote 

growth and development. However their stipulation of laws and regulation by itself does 

not mean their task is done. Rather an enforcement of the regulations to adhered and 

followed strictly by the capital market participant is fundamental. [n thi s regard the major 

tasks can be summarized as follows; Compliance issues involving li sted companies, 

Suspension, imposition of fines and termination on brokerage finns, Investor complaints 

on market manipulation, Complaints on mismanagement of listed companies and 

Violation of regulations. In thi s manner security market authorities can oblige market 

participants to comply with the stipulated regulations and laws. And also ensure security 

and protection of investors, enhance market confidence, maintaining capital market 

integrity and efficiency. Notable case in points could be Ghana and Kenya's experience 

over enforcement and implementation of suspension, charging fees against brokerage 

firms (see (Kofi A. Osei (1998) and Grace Wambui Kibuthu, 2005). 

Remark for regulations and rules 

Generally, though currently many stock markets are remarkably contributing to their 

economy, their starting as well as progresses were not as smooth as a plain. Rather many 

countries struggled to survive and emerge firm ly in existence. This is observable from the 

lessons learnt in the above mentioned Afri can countries. All in al l, a regulatory law and 

enforcement body can be organized for a stock market development either in an official 

recognition from the parliament or concerned body, or as a company limited by guarantee 

(a case in Ghana), or as a vo luntary stock brokers with no formal market rules or 
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regu lations to govem their operation (a case in Kenya), or as a self regu lating stock 

exchange can also be adopted if there could be formed enough group members to 

organize a formal stock broking market where members will be benefited from it and 

later on can join a well organized national stock broking markets and work efficiently 

with it (a case in South Africa) or work independently, or even if there are stock market 

however sti ll may lack regulation and so that participants only rely on court system and 

judiciary where corporate di sputes can be resolved (actnally thi s is reall y riskiest option 

since it has been noticed in Mozambique highly inefficient court and commercially in 

experienced judiciary system were adopted , where corporate disputes can take much 

longer to be resol ved). 

Whatever form a given economy decided to take in its development of a legal law and 

regulatory enactment to execution, it is apparent from the lesson above that the 

importance of a quick move to put a prudent and strict security market laws and 

regulations when developing a stock market. Ethiopia not to end up like Ghanaian stock 

market did (facing a false start, plus it is worth noting to remember the late 1950' s 

failures of our stock market) or encounter complaints from participants must organize a 

security exchange authority which wi ll govern the current stock transactions. Sometimes 

it is possible al so that a regulatory law or enactment could come in slower pace than the 

establishment of a stock market. However there should be a quick response for any 

ari sing difficulties, in such a way that, strict and successive researches are required on the 

operation and activities of newly developed stock market. Actually we wi ll di scuss thi s in 

detail later on thi s section. 
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Nowa day, sales of stocks and shares in Ethiopia are becoming enormous, however still 

there is no as sllch any legal and/or regulatory frat11ework
21 

which will govern thi s huge 

investment by individuals, institutions and firms. Apart from adopting a proclamation for 

conullercial registration and business licensing which will help only for registering share 

companies in the market, there is no as sllch a regulation over the administration of this 

share based companies and investors
22 

This clearly indicates that there is negligence 

over the security and protection of investors in Ethiopia. One can imagine how much an 

investor with a stock or a share on hand will face difficulties for resale or purchases, in an 

economy where these stocks had been sold with huge invested advertisement costs and 

dissected offices by each companies with no formal or organized stock markets and/or 

stock brokers. Moreover the already existing share companies have got no formal way of 

asserting the security of investors about their achievements and progresses except still 

with exaggerated advertisements through Medias. This highly di scourages investors for 

furthe r investments, which might question the existence of stock dealings for longer. 

Hence from the above discuss ion investors need to be protected before plenty of 

misfortunes are created and before many got prone to danger. Which ind irectly implicate 

the need for an au thorized body to oversee and enforce legal law and regulations on 

behal f of good governance of the newly growing financial activities. This also highly 

urges the need to develop an organized and strong stock broking firms. 

21 Provided that Ethiopia still lack a stock market at all 

22 Proclamation No. 686/2010 commercia l registration and Business Licensing Proclamation No. 12 
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4.1.2. Information disclosure requirements and transparency of transactions 

A quality information provision in any circumstances will enable decision makers to pass 

a meaningful and considerable executions and plans. Similarly in a certain market where 

there are buyers and sellers exchanging, then their decisions in both sides will be highly 

determined by the available information. Unlike our countries stock and shares 

transactions where sellers only know the profitability or risk associated with their 

production, and buyers are simply investing their money on stocks, being optimist with 

regard to exaggerated media calls and di scussion with friends , fami lies or colleagues. In 

association with the information disclosure requirements, maintaining transparency of 

transactions at a neat level as much poss ible as every detailed activity mandated by the 

rules of trading in the Stock Exchange exhibits and fulfills the mechanisms to achieve a 

transparent transaction. In many of the African stock markets such as Ghana, Kenya, 

U gancia and South Africa had been able to enforce an efficient market supervision to 

protect and secure investors. This is because all the stock markets were given the power 

to legislate its own rules and regulations over stock market operations and thus had all the 

means on hand to enforce. However in Ethiopia it is unfortunate we had no stock market 

at all and thi s deny what other countries organized stock exchanges had offered in regard 

to formu lation and enforcement of the laws associated with information disclosure 

requirement and transparency of transactions, and moreover exchange would have been 

fair and equitable. 

A good instance will be Ghana, where Kofi A. Osei (1998, pp9) said , "Public di sclosure 

of relevant information abollt securities is important for both pricing efficiency and 

58 

....... ~ . . ' . 



market confidence. If investors are to make sound judgments about the value of 

securities, they must be full y informed of relevant facts". 

Basically the various activities which are fundamental for the enforcement of information 

disclosure requirements by li sted companies for the public include; requiring to release 

from the very begi nning that full and reliable information for all securities issues is being 

given to the public, and to ensure that all investors in the company's securiti es get equal 

access to such information, requiring to make immediate public disclosure of all material 

information concerning its affa irs, except in exceptional circumstances, requiring to 

release material information 10 the publ ic in a manner designed to obtain its fullest 

possible public dissemination, requires that if listed companies become aware of a rumor 

or report, which may be true or fa lse, that contains information that is likely to have or 

has had effect on the trading of the company's securities or might have a bearing on 

investment decisions, the company is required to publ icly clarify the rumor or reports as 

promptly as possible (Kofi A. Osei, 1998). 

For firm s wanting to list on the exchange, issuers of securities must comply with the 

Stock Exchanges Listings Requirements that the iriformation di sclosure requirements are 

that the company must provide the background of the company, especially the history, 

submission of financial statements/business records for the past few years, the 

capital ization, the di stribution of shares such as authorized and issue of at least a 

minimum of the issued share capital to the public, and the distribution of shareholders 

such as a minimum of 500 shareholders. Other information such as dividend records, 

fi scal year end, c1ate of annual meetings and any pending legal actions must all be 
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disclosed, simply Audited accounts of the company within the preceding should not 

exceed nine months. 

Generally such an information disclosure requirements for the public tlu·ough Listings 

Requirements are a imed at ensuring sufficient disclosure in the public interest of all 

information relevant to investors. fn this regard the extent of enforcement of information 

disclosure requirements in Ghana, Kenya Uganda and Johannesburg stock exchanges had 

been almost neat. However a severe problem of information disclosure noticed in 

Nigeria. The published accounts of the li sted companies do not seem to meet the criterion 

of inter-company comparability. What is ava ilable to an investor is the performance of 

the company in the past year. The investor does not know the performance of other 

companies that might be of interest, even within the same industrial secto r. More severely 

the only sources of information on share price movements for all the quoted companies 

has been the weekly Business Times, Financial Guardian and Business Concord, which 

publish weekly terminal prices of listed stocks (Ino 1. Inanga and Chidozie Emenuga, 

1997). 

As Ino 1. Inanga and Chidozie Emenuga (1997) described the worse situation in Nigeri an 

Stock Exchange "The statistics displayed in the daily official li st relate to the last traded 

price of each stock, its lowest price in the year, last ex-dividend date, dividend payment 

date, amount of di vidend paid, earnings per share and price-earnings ratio. These items of 

information provide little basis for comparing stocks. The information on dividend and 

earnings is incomplete for any specific accounting period. Other than providing 

information on the current (with one-week lag) share prices the statistics are of little use, 

if any, for investment decision making purposes." 
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The link between publicly available information and share pri cing is explained by the 

efficient capital market hypothesis, in which Fama (1970) shows that security prices 

reflect all available information. One characteristic of an inefficient capital market is non­

availability of info rmation that should be publicly available. Where the required 

information is available to the public, its reliability is another determinant of market 

effici ency. 

As demonstrated 111 Inanga (1983), when accounts fail to dispose the fo llowing 

information accounts cannot be used in making investment decisions: 

• forecast ojfi/ture cash flows; 

• the market price of the company's shares at the stock exchange; and 

• Ihe average price of the company's share during the year. 

The implication of the absence of these items of information is that the investor, 

who relies on the company's annual report for appraising an investment, counts 

the gains on the basis of dividends alone and does no/ reckon wilh capital gains 

because no information on that is statulqrily supplied. Existing and potential 

investors in the Nigerian stock market are not publicly informed about the 

expected rates of return on current investments. Such information is not available 

for the entire market orfor any of the sectors. Specialized business magazines and 

journals analyzing the various sectors of the market are not available. From the 

point of view of investors, especially those not familiar with the Nigerian capital 

market, the stock market looks like a black box. The services of an expert would 

have to be employed even for information that should ordinarily be available. 

This stme of aJJairs does not make the market investmen/-friendly. 
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On the other hand, transparency of transactions can be maintained at a neat level as long 

as every detailed activities and operations of the stock exchange market made public, 

unless for national security purposes closed. The importance of maintaining transparency 

of transaction has been mentioned in many aspects. Kofi A. Osei (1998) made clear that 

transparency of trading and other activities need to be highly considered. In his own 

words explained ''Transparency of trading and other procedures allows efficient price 

setting and confidence in the fairness of the market. Fragmented or privately conducted 

trading with limited di sclosure of quantity and price means that each new transaction in 

effect must be based on relatively expensive search costs and there is a risk of the 

transaction going out of line with prevailing prices. Opaque trading procedures engender 

suspicion of market manipulation and may reduce the rate of investment". 

Generally maintaining transparency could be possible through requiring all buying and 

selling of shares to be conducted through brokers or licensed dealing members (LDMs) 

who have the license to buy and sell shares on behalf of their clients on the exchange. 

Moreover the tyoe of trading system also determines the extent to which a given trading 

could be transparent. For instance the study by Kofi A. Osei (1998) found that the call­

over system of trading on the GSE is quite transparent as trading is opened to members of 

the public. There is therefore transparency of pricing too. To further demonstrate 

transparency, brokers should fill in a bargain slip in triplicate. One copy is for the stock 

excbange, and one copy goes to each of the brokers making the transaction. This slip has 

information on price, quantity and the security involved. To further assure public 

confidence in trading on a given stock exchange it is possible to employ supervisor unit 

to monitor compliance by all parties involved in trading are in place. 
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Remark on infot'mation disclosure requirements and transparency of transactions 

Having no stock market at all in Ethiopia simply indicates how disorganized and 

scattered it will be for investors to acquire information valuable fo r making decisions 

regarding choice of stocks, price of stocks, resale of stock, and/or purchases. In a 

development of a stock market, hence, the info rmation disclosure requirements need to be 

addressed and ad hered by a ll the parti cipants. As has been said by one of the Ghanaian 

author, Kofi A. Osei (1998) said, "Public di sclosure of relevant info rmation about 

securities is important for both pricing efficiency and market confidence" . Securi ties in 

Ethiopia are being sold constantly, but there is no awareness about how their prices are 

set. In addition there is no public disclosure of the achievements of these firms in a 

compacted and organized way. Hence these ultimately endanger the market confidence 

and the volatility of prices. Good instances could be such as Ghana, Kenya and South 

Africa in regard to comprehensive and appreciable information disclosure Legislatives 

and strict adherence. However in Nigeria a severe problem of information embezzlement 

and misleading were prevail ing. Moreover existing and potentia l investors in Nigeri an 

stock markets are not publ icly informed about important variables such as timely share 

prices (only in magazines, and delayed disposal of share prices), expected return, index of 

stock market. On the other hand, what publicly released information's are perfo rmance of 

companies in the previous years, late prices of shares, and many other info rmation where 

the companies thi nk would be helpful for their business. However, these information's 

are nonsense or useless for investors to make up-to-date decisions and judgments. Hence 

in developing a stock market there needs to be a comprehensive and fair legislation 

enshrined in the regulations enactments so that every participant will strictly follow and 
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adhere. Doing so it is poss ible to increase the efficiency of price settlement and enhance 

the market confidence in participants view. Generally having a stock market and enab ling 

thi s stock market to enshrine comprehensive legislations regarding the information 

disclosure requirements would enable to increase number of participants as well as enable 

participants of a security market to rely on informed and accurate decisions. 

Along with public information di sclosure, ensuring the transparency of transactions in a 

stock market is also important for the same reason in increasing the effic iency of price 

setting and confidence in the fairness of the market. Opaque trading procedures engender 

suspicion of market manipulation and may reduce the rate of investment. Conducting the 

buying and selling of shares through brokers or licensed dealing members (LDMs) who 

have the license to buy and sell shares on behalf of their clients on the exchange, opening 

trading to members of the public and adopting the call-over system, thi s way trad ing on 

the Ghana Stock Exchange has been noticed quite transparent. More over through 

acquiring a monitoring unit in the trading place and adopting a slip form to be filled by 

participant on each transaction. Kenya, Uganda and South Africa also been appraised for 

good enforcement and adherence of a transparent transaction. 

4.1.3. Accounting and auditing standards and Transaction costs 

Users of accounting information include the government, the regulatory agencies, the 

financial community, professional organizations, chartered accountants and accounting 

firms, the investing public , industry association, and the general public. 

These users may have both coinciding and conflicting needs fo r the various types of 

financial statements and reports. In meeting these needs, accountants and auditors prepare 
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a single set of general purpose financial statements and reports that present objective, 

unanlbiguous and complete economic facts of the existence and operations of the 

enterpri se. In order to natTOw the areas of differences and minimize the dangers of bias, 

misinterpretation, inexactness and ambiguity, accountants and aud itors have adopted 

genera ll y accepted accounting and auditing principles or standards . These standards 

allow financial statements and reports to be reasonably compared between enterprises 

and between accounting periods. 

Users of accounti ng information include the government, the regulatory agencies, the 

financial community, professional organizations, chartered accountants and accowlting 

firms, the investing public, industry association, and the general public. 

These users may have both coinciding and conflicting needs fo r the various types of 

financial statements and reports. In meeting these needs, accountants and auditors prepare 

a single set of general purpose financi al statements and reports that present objective, 

wlambiguous and complete economic facts of the existence and operations of the 

enterprise. In order to narrow the areas of differences and minimize the dangers of bias, 

misinterpretation, inexactness and ambiguity, accountatlts and auditors have adopted 

generally accepted accounting and auditing principles or standards. These standards 

allow financial statements and reports to be reasonably compared between enterprises 

and between accounting periods. 

Kofi A. Osei (1998), accordingly described the Council of the Institute of Chartered 

Accoulllan ts of Ghana adopts the Statements of Accounting Standards of the 

International Federation of Accountants (IFAC). Since acconnts of listed companies are 

prepared by reputable firms, accounts submitted to the GSE can be expected to be of 
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internationally acceptable accounting and auditing. standards. Interviews with official s of 

GS E confirm that thi s is the case. Similarly in Kenya, in order to maintai n international 

standards, the Authority requires that auditors of public li sted companies be members of 

the Insti tute of Certified Public Accountants and comply with the International Auditing 

Standards. Independent auditors are to be appointed by the shareholders at each annual 

general meeting. Also the audit committee should consist of at least three independent 

and non-executive d irectors who report to the board; the chairman of this committee 

should also be an independent and non-executive director; the board should di sclose 

whether it has an audit committee and the committee's mandate in its annual report; the 

committee should obtain professional advice and invite or consult with outsiders with 

relevant experience; review the quarterly, half-yearly and year-end financia l statements 

of the company (Grace Wambui Kibuthu, 2005). 

Earlier we have seen how miserable is the information di sclosure requirement and 

transparency of Nigerian stock exchange, almost a similar catastrophe are noticeable in 

regard to accounti ng and auditing standards too. The set of informat ion supplied in the 

annual reports could be sui tab le for investment decisions if it satisfied the three criteria of 

objectivity, comparabi lity and neutrality (Inanga, 1976). The only guarantee of 

obj ectivity in the publi shed accounts as provided in the Companies Decree is the 

certification of the aud itor to that effect. But even such celtification is no more than an 

expression of professional opinion. The accounts can contain mistakes in spite of the 

certification. Such mistakes are allowed so long as they are neither material nor intended 

to mislead ([nanga, 1976). 
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In Nigeria, for companies seeking li sting, the Securities and Exchange Commission 

(SEC) normally in vestigates the authenti ci ty of the submitted accounts through site visits 

and independent appraisal of the operations of the companies. Information gathered from 

SEC indicates that in some instances, the claims in the company accounts differ from the 

site observations. This rai ses serious doubt about the objectivity of the annual reports of 

li sted companies that are not subjected to verification after the aud itors' certification. For 

example, banks I iquidated in 1994 had reported profitable operations ri ght up until the 

central bank declared them bankrupt. Moreover, when in 1989 the central bank 

compelled banks to provide for umecoverable debt in their accounts, their profit levels 

dived. Consequentl y, the share prices of most banks fell drastically (Ino 1. Inanga and 

Chidozie Emenuga, 1997). 

In association with the accounting and auditing standards another thing to consider is the 

transaction cost of a certain stock market. The level of transaction costs in a market 

relative to others is one measure of the efficiency of that market. Ineffic ient markets have 

high transaction costs relative to efficient markets. From the point of view of companies, 

transaction costs cover the various expenses in the course of public offer of equity or loan 

stock. Hence, unreasonably high costs of transactions will affect market development 

since investors aim at minimizing cost to increase their returns . 

For companies going public through share issue and subsequently seeking listing 

on the exchange, the main costs are: Kof! A. Osei (1998, pp1 1-12) 

• Underwritingfee 

• Legal and accounting expenses 

• Brokerage commissions 
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• Cost of printing and advertising prospectus 

• Feesfor the GSE (including listingfees, applicationfees. and annualfees) 

For individuals buying and selling shares on the stock exchange, the main cost is 

mostly brokerage commissions. A latent cost is the interest forgone when payment 

is made fa the broker while the investor waits, sometimes for a couple of weeks or 

more, before the stock is purchased. It was interesting to note that no brokerage 

firm dealing on the Ghana Stock Exchange (for instance) paid any interest on 

client fonds deposited with them while the clients waited for the purchase of 

shares by brokers on their behalf This means that if clients lIIaii for as long as 

one month before their shares are purchased, they earn no interest on the funds 

deposited with the broker. interestingly, almost all the brokerage firms manage 

jill7ds. There is therefore no reason why these brokerage firms should not pay 

interest on clients' unusedfunds. Based on that periods Treaswy bill rate of about 

45%, investors lose as much as 0.125% per day of their unused jill7ds with 

brokers. It is expected that this practice would affect the development of the stock 

markel, especially as clients become aware that brokerage houses invest such 

jill7ds in short-term investments such as overnight money markets, treasury bills, 

etc. 

In similar fashion, Ino L. Inanga and Chidozie Emenuga, ( 1997) point add itiona l listi ng 

costs such as registration fee payable to the authori ty of securities, va luation fee , advert ising, 

print ing, sundry (postage distribution), so licitor to the issues, trustee and the company, 

reporting fees ancl vending fees. 
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In any stock market where these main costs are minimized the higher will be interests of 

many investors and/or firms willing to list on that particular stock exchange. However 

with the growing cost of listing on any particular stock exchange the influence cound 

endanger the invo lvement of enormous number of participants. More over a different 

feature of cost of listing between private and public listing is available from country to 

country. However, what was common is that the rate at which the cost of go ing public is 

lower when companies raise higher amounts of capital. This was evident from Ghana and 

Nigerian Stock exchanges (see Kofi A. Osei, (1998) and Ino L. Inanga and Chidozie 

Emenuga, (1997)). 

As long as the li sting cost are maintained to low level then it is cheaper fo r a company to 

make public offer of equity than debt in terms of transactions cost. In the contrary and not 

surpri singly, in the study of Bruce Hearn and 1enifer Piesse (2009), given the fragile and 

undercapitalized domestic business enviromnent and the large informal sector prevalent 

in Mozambique, few companies have met the high listing costs. Thi s small number of 

stocks is due partly to a lack of familiarity with international auditing and accounting 

techniques (Standard Bank, 2007) and also a "reluctance by the state to di versify 

ownership and di sc lose information. Therefore, debt is a more attractive form of finance 

than equity and the stock exchange does act as an outlet for government debt. This 

secondary function attracts sufficient revenue for the exchange to remain economically 

viable and is increasi ngly important. 

Remark for Accounting and auditing standards and Transaction costs in Ethiopia 

Adopting an international account ing and auditing standards have been noticed in many 

countries assisting them provide a reasonable financ ial statements and repo11s in most of 
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stock markets. Hence in the development of stock markets it is really important to 

consistently adhere to the standards of international accounting and auditing standards. 

Moreover there is also great effort required in enforcement of the paper works to an 

executable level practically. 

On the other hand, transactional costs exert great motivational effect on investors whether 

to participate in stock markets or not. The higher the cost of transaction in a stock market 

the lower will be the motivation of investors to participate, but reducing the cost will 

enable investors acquire confidence on the profitabi lity of their investment. Moreover the 

lower the transactional cost of a stock market the higher will be the competition 

advantage over other alternative markets such as government T-bills. Hence all the 

mentioned accounting and auditing standards and transaction costs 111 the discussion 

above help to look for the optimum level of their implementations. 

4.1.4. Delivery and settlement 

On the development of a security or stock market, one of the fundamental concern will be 

how the market going to handle and perform the process of transactions, such as 

transactional clearance and settlement systems, securities transfer, registration, and 

custody. In most of the African countries this processes have been noticed to take longer 

time and the market perform each processes inefficiently. This particularly concern 

investors and other participants the problems associated in buying stocks but not 

receiving either the certificates or their dividends. In some cases it is also noticed that 

investors were receiving their dividends way after they have sold their shares/securities. 

All these and other associated problems pose a threat on the development and growth of a 
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given market tlu'ough reducing the confidence of investors and other participants. In 

Ethiopia the sa le of shares has been undertaken but their way of delivery and settlement 

does not have a clear cut or better to say not studied , since these transactions has a short 

li ved history. Investors and participants must know and have the right to be 

acknowledged tbe exact way of delivery and settlement process with an effecti ve means 

of achieving these promises. In mosl cases, even in African stock markets tbey face a 

common difficu lty of timely del ivery and settlement of transactions. The time delays 

involved in these markets differ from country to country and extend ing from 4-9 extra 

days beyond promised due date. Even some of the times it extends to years also. 

It is normal to observe at the initial stage of a stock market development manual 

execution and transaction dealing will be adopted. This is highly associated with the 

markets capacity being low and given the start up potential of the market, employing a 

sophisticated delivery and settlement systems will require huge cost to incur. Case in 

poi nts could be Ghana, Kenya, Swaziland, Uganda, Mozambique and Nigeria. Though 

trading on each of the aforementioned trading stock markets stipulates to complete a 

transaction within 5 to 14 days (depending on each countries trading status), many of the 

stock markets fa il to do so because of several bureaucratic procedures and red tape 

handlings of the delivery and settl ement process. Except Ghana, many of the surveyed 

stock markets fail to accomplish the respective procedures associated with handling the 

settlement processes. For instance, in Kenya Grace Wambui Kibuthu (2005) described, 

"Prior to 2004, the Nairobi Stock Exchange (NSE) used a manual delivery and settlement 

system. The system involved the exchange of share certificates between stockbrokers, 

NSE and the relevant shares registrars of listed companies before a trad ing transaction 
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could be completed and the buyer issued with a share certificate in hi s/her name. The 

delivery and settlement system was intended to take the T +5 cycle (day of trading plus 

fi ve days) . However, in practice it took an average of between eight (8) to fourteen (14) 

days". Similarly, in Uganda, an open outcry trading system was used , with trades being 

registered on a board. Also in Swazi land and Mozambique, deli very and settlement were 

handled through physical deli very at trade date plus five working days (T +5). However in 

all of the above markets the del ivery and settlemei1t process takes more than 10 days to 

be completed (See Andrea Bolmsteclt, et al (2000), Bruce Hearn and 1enifer Piesse 2009). 

More severely the situation in Nigeria the delivery and settlement process gets worse than 

others. That is, at the in itial stages of Nigerian Stoock Exchange (NSE), settlement 

process in the market is characterized by fraught with institutional impediments, delayed 

share transactions, irregular payments and dividends reaching only limited number of 

investors. From the investigations ofIno L. Inanga and Chidozie Emenuga (1997, pp7-8) 

Given the call-over system on NSE, the post trading clearance, set/lement and 

delivery are executed by stockbrokers. The process is expected to conform to the 

NSE selliement roster, which provides for completion of the process in three 

working weeks. But in practice the process takes far longer. The time lag between 

offer date and first trading day on selected public issues, on the average, it takes 

9.4 months for the offer procedure 10 be completed. II also takes a minimum of a 

year for unsuccessfid subscribers 10 a public issue to be refimded. Almosl, every 

issue of Ihe Nigerian weekly business newspapers carries a complaint by an 

inveslor who has eilher nOI received share certificates years after subscription or 

who has not been refirnded the subscription deposit. 
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As can be clearly lea rnt, in most cases the issue of delayed and irregular delivery and 

settlement are associated with the manual execution and settlement procedures . However 

through successive efforts to improve the delivery and settlement procedures of stock 

market transactions, almost all of the African countries preferred to transform and 

introduce an automated and centrali zed clearing system that would significantly improve 

upon the cleari ng and se ttlement procedures. Hence many of the Afri can stock markets 

are on the way to launch an automated clearing, depository and settlement (CDS) system, 

where some of the m had already employed the system, for instance Kenya, Ghana and 

others. 

When Grace Wam bui Kibuthu (2005) defined the central depository and settlement 

(CDS) said, 

"The CDS is an automated clearing, settlement, depository and registlY system that is 

for shares what a bank is for cash. " A CDS is important because it provides a means 

through which the transfer of shares can be done in an efficient, safe and cost 

effective manner. This is in contrast to the problems associated wilh the use of 

physical certificates in the transfer of shares between sellers and buyers, which 

include: 

• Mutilation, theji or loss of share certificates while in the personal custody of the 

shareholder. 

• Loss of the certificates while in transit Ji'om seller to buyer during the process of 

verification, cancellation and issuance of a new certificate. 

• Delays during the movement of the certificates between the seller and buyer. 
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• Wrong deliveries oJshare certificates in the event that the address oJthe buyer 

is incorrect or unclear. 

However, despite the great desire to adopt the central delivery and settlement system, the 

associated huge financial cost, a sophisticated legislation for implementation of the 

system and issues of corporate governance has limited the extent to which countries 

prefer to launch the system. A good example could be Kenya, where it has taken more 

than ten years to bring the automated and computerized CDS system in to practice, in 

2004 (See Grace Wambui Kibuthu, 2005). 

CDS systems facilitate speedy transactions and introduce checks through an improved 

and automated computerized Stock exchange reporting, Stockbrokers bank (with 

appointed existing banks equipped with automated daily balance accounting system to 

provide on-line inter-firm reconciliation), Stock exchange back office system, depository 

system, Clearing house system, Registrars/company secretaries system (Ino 1. Inanga 

and Chidozie Emenuga, 1997). 

Remark for delivery and settlement process 

In most of the countries this paper taken survey, the initial way of hand ling the 

transactional clearance and settlement systems, securities transfer, registration, and 

custody were manual and very challenging for all participants. The time delays and 

irregular sett lement of transactions were the widely know problems associated with 

manual execution of the delivery settlements. In this regard Nigerian stock exchange time 

delays and irregular settlement of transaction are exceptionally bizarre. A given 

transaction may take over one year to be settled or refunded for unsuccessful transactions . 

However, hoping to reduce and remove all technical problems associated with manual 
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execution of delivery settlements, almost all African countries surveyed shown high 

interest over transformation to the automated centralized clearing system known as the 

central depository and settlement (CDS) system. This has been noticed improving the 

procedure of clearance and settlement of transactions in many of the countries adopting 

it. The idea of adopting a central depository and settlement system were not an easy task 

for the African stock markets. It took even more than ten years in some instances like 

Kenya. Usually what African countries face in thi s regard is lack of adequate legislation 

for implementation of a Central Depository System, inadequacy of funds and efforts to 

source financial support for the infrastructure, issues of corporate governance in the 

entity that owns the Central Depository System. 

Hence in the development of a new stock market it is better to adopt the automated 

clearing and settlement system as soon as possible, which indirectly implicates a great 

deal of effort to exert at the start of a new stock market in regard to financial supports, 

provision of infrastructures, and adopting a good governance over the corporate 

administration of thi s system. Moreover it is mandatory to consistently enshrine 

legislation adequately for their implementation. In addition equipping and enhancing the 

capacity of banks to effectively absorb the new demands over sophisticated technologies . 

This highly questions the potential of our current banking systems. There needs to be lots 

of improvements in order to sustain and satisfy such demands. 

4.1.5. Market structure 

Under the market structures what concern us most is about the involvement of foreign 

investors and the associated regulations countries follow in order to maintain balance 
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between the infalll domesti c industries andlor inv·estors with foreign investors. In most 

African countri es fore ign investors are allowed to participate free ly. However, some 

allow a complete pa11icipation without any significant differences with the domestic 

investors, where as others cons istentl y and appropriately design regulations over foreign 

investor's participation and the rest ban the participation of foreign investors at all. 

Basically complete relaxation of foreign investors to participate in a stock market 

requires a highl y developed and potential domestic firms and individual investo rs, unless 

and otherwise the domestic economy will have to be dependent on foreigner's economy. 

It is highl y rare finding a stock market with such relaxation, may be South Africa, Ghana 

and Egypt. Where the Johannesburg Stock Exchange is currently a pub li c, unlisted 

company and as a result, any person is now entitled to purchase and hold shares in the 

JSE subject to a statutory prudential limitation of a 15 percent shareholding by any 

shareholder. Ownership of a JSE share is no longer a requirement for membership of the 

exchange (see Charles Amo Ya11ey, 2008). Similarly in Ghana, listed stocks are generally 

free to all foreign investors. Despite this fact, however, anyone external resident 

portfolio investor whether individual or institutional can hold only up to 10% of any 

security approved fo r listing. Further, the GSE requires that the total holdings of all 

external residents in one li sted security should not exceed 74% (see Kofi A. Ose i, 1998). 

However the rest of African countries adopt a systematic way of allowing foreign 

participants and investors in the stock market. This has been practical through limiting 

the extent to which fo reign investors are defined in the domestic territory such as through 

categorizing the investors in to local and fore ign, resident and non-res ident of a country 

or part of a continent (eastern, southern, northern, western, and etc), and generally 
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adopting quota structures where domestic and foreign investors should and need to 

participate in. in most of the African stock markets, 25% of a given listed companies 

security issued is exclusively endowed to local investors and the res t 75% to be shared 

both by domestic and foreign investors. In Kenya, further Foreign investors are allowed 

to acqui re up to 49% of local stockbrokers and up to 70% of local fund managers to 

encourage the transfer of technology and skills. For as long as shares that are registered 

in the name of fo reign or East African investors, they are to be held in the custody of an 

authorized depository unless they are transferred to a local investor (Grace Wan1bui 

Kibuthu,2005). 

Unlike the others, in Nigeria the involvements of foreign investors were under high 

supervision and regu lations in the early stage of their stock market. Ino L. [nanga and 

Chidozie Emenuga (1997), described the Ind igenization Decrees of 1972 and 1977 were 

the first legislation that restricted fore ign investment in Nigeria. However through time 

Nigerians came to understand the need to allow foreign investors in their markets. Thus 

the provision of 1992 and 1997 were amended by the Nigerian Enterprises Promotion 

Decree No. 54 of 1989, which allowed 100% participation of foreigners in most 

enterpri ses. However, foreign interest in banking/insurance, petroleum prospecting and 

mining is still rest ricted to a maximum of 40% because of which the composition of 

foreign and domestic ownership of investment in the Nigerian capital market largely 

refl ects the 40-60 ratio (NSE, 1992). The companies quoted in the second-tier securities 

market, however, are fu ll y owned by Nigerians as required by law. The second-tier 

securities market provides softer listing conditions for small indigenous finns. Unlike the 

past when there was high limitation on repatriation with high levied taxes, foreign 
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shareholders are now free to repatriate their earnings and capital at any time and no tax is 

levied on repatriated income. 

Moreover [no L. [nanga and Chidozie Emenuga (1997) desc ri bed the divestment by 

foreign investors mainly due to the fa lling foreign exchange va lue of investment income 

ari sing fro m the depreciating value of the naira (unit currency of Nigeria) since the 

introduction of the structural adjustment program in 1986. However wi th the Nigerian 

Enterpri ses Promotion Decree and the Exchange Control Act of 1962, those restrictions 

on the amount of foreign exchange that can be imported into Nigeria were removed and 

parallel to that liberalized the Nigerian capital market. 

Remarks for Market structure 

The structure of a market in an economy highly determines the potential advantage that 

could be ripped. Almost all African countries preferred to open their stock market free to 

foreign investors, but their involvement is one way or the other limited country to 

country. Excessive barriers especially to foreign investors hamper the development of 

any stock exchange. This was evident from Nigerian experiences, where they banned all 

forei gn investors earlier times. However, they have changed their approach through time 

to a completely free permission of foreigners. The important lesson from this section is 

that there is no need to rush up on opening an economy or a market completely to a 

foreign investor; rather it is also possible to exploit the participation of foreign investors 

in a regulated and systematic marUler so that the security of an economy will not be 

endangered with outs ider economy. Currentl y there are a number of financial po licies in 

Ethiopia which restricts the involvement of fore igners in many specia li zation areas, 

showing the apparent stand of om govenunent regarding protection of infant industries 
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from huge and powerful companies all over the world. In the recent world economic 

forum he ld in Addis Ababa in May, 2012, Ethiopian pnme minister were heard 

explaining the firm stand of the Ethiopian government in relation to foreign investors 

participation denial over many sectors such as banking, telecommunication and other 

highly vulnerable sectors. However as per the achievement of an economic growth and a 

capacity to handle sophisticated systems, then the prime minister admitted the fact that 

there is a possibility and willingness of the government to allow and relax regulations in 

regard to foreign investors, mentioning the experience of Ethiopian brewery and textile 

industries liberalization to private owners. Though there are a number of associated 

restrains which are presently adopted in order to protect infant industries and somehow 

for political reasons too, from many other African countries experience the limited 

participation of foreign investors could be a good way of balancing the momentum 

between the domestic investors and foreign investors in addition with a greater 

improvement in the performances of stock market development. 

4.1.6. Public Imowledge of securities markets 

Above all , what makes knowledge of participants important in any market, is the fact that 

an appropriate implementation of regulations, the fi.l11damentals of market 

properties/characteri stics, wisely and informed decisions and many other could be fairly 

undertaken if the participant of that particular market are acknowledged and aware of the 

whole process of transactions. Similarly in a stock market too, it is not hard rule that only 

an educated person will make huge capi tal to invest in a financial market but also the 

illiterate fa rmer or machine man or handicraft worker or any other ordinary worker could 
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earn capital to invest on financial securities or stocks. Provided that there is a hetero mix 

over investors profi le in a securities market, the awareness of the participants over the 

stock markets will be important aspects in the development of the market. Whether to 

implement working regu lations or to direct investment projection to areas desired, or to 

enable participators make an info rmed and wise decisions and judgments about the 

market, or to attract potential investors into the market, all require the creation of 

awareness on the fundamental aspects of the market to participants or the public. In 

regard to this and emphasizing the newly developing stock exchanges in Ethiopia, I can 

hardly say there are efforts put in effect to acknowledge or create awareness to the public, 

except advertisement on sales or segregated and specific group panel discussions 

conducted on impact and benefits of stock market developments. 

However having a stock market already, other African countries are able to organize 

short to long term introd uctory courses for the public and participants too. More 

importantly some stock markets in Africa are rich in profiles of participants so that they 

provide the panel discussions distinguishably for different levels of professions, 

education background and knowledge about securities market. A good lesson on this 

regard could be taken fr0111 Ghana (Ghana Stock Exchange) and Kenya (Nairobi Stock 

Exchange), who are working hard to create awareness over the participants and public 

too. Kofi A. Osei (1998) explained the fact that, being aware of the alarming lack of 

knowledge over the stock market by participants, the Ghanaian Stock Exchange had 

arranged short courses on a continuing basis throughout the year, designed to meet the 

needs of both profess ionals and non-professionals on various aspects of the securities 

industry, that are conducted about every month. The results were promi sing in educating 
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the participants about securities market. The courses were: Basic Securities, Advanced 

Securities, Securi ties Selling and Investment Advice, Securities Trad ing, and Directors 

Course. 

Many African countries with stock markets had strongly advised each stock market to 

play an educational ro le and embark on a vigorous campaign to market itself and educate 

potential investors about the opportunities available in the market and how to effectively 

I . I 23 exp Ol t n em. 

4.1. 7. Fiscal incentives and prudent macroeconomic policies 

In order to encourage more investors and firms, and increase the interest of every 

pruticipant in a stock market, special incentives in terms of fi scal subsidies or targeted 

policy supports ru'e recommended. For instance the debt mru'ket in a given economy is an 

alternative market for investors and as well as to firms looking for fi nancing. Hence those 

who may want to consider the benefi ts of investing on stock market or being li sted on 

stock market other than in a debt market (or any other market where investors can invest 

and firms can finrulce their fi nancial desires) need to be initiated and moti vated. Hence 

government has to play its role by providing special fi scal incentives such as avoiding 

taxation on investment incomes of a stock market, etc. In Ghana, taxation of income was 

one of the factors that infl uence firms' choice of financing. Differences in effective tax 

rates on income from different financial instruments had influenced how individuals or 

corporate bodies make their fi nanc ial ruld investment decisions (Kofi A. Osei 1998). 

" See recommendation of Grace Wambui Kibuthu (2005), Ino L. Inanga and Chidozie Emenuga ( 1997), 

Andrea Bohnstedt, Alfred Hann ig. Ralph P. Odendall (2000), Bruce Hearn and Jenifer Piesse (2009) 
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Basically there should be conciliation on the distribution of fi scal incentives among 

government 's targeted sectors. Therefore in the development of a stock market the fiscal 

incenti ves need to hi ghly consider it not to unfairly direct investors in particular sectors 

only. 

• 1" ",. 
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Chapter Five 

5. Selected methodology and data analyses 

In the previous chapters the paper attempted to meet its objective of drawing lesson on 

the frameworks of stock markets found in se lected African countries with their 

associated experiences. In this section an attempt has been made to show the economic 

benefits of developing a stock market and the extent to which mobili zation of capital 

through these markets has contributed to the growth of respective Afri can economies. 

And finally a simulation model of a simple economic relationship that would have 

occurred in economic growth and the development of stock market in Ethiopia had also 

been attempted. Intending to show these economic relationships three models has been 

adopted in this section and three different economic modeling such as panel data 

model, dynamic panel data model and a simple Vector Auto Regression (VAR) models 

were employed. 

The first two models directly strive to draw lessons over the benefits enjoyed by a 

sample of 11 African countries stock market selected basically based on sufficient data 

availability for analysis. Namely Botswana, Cote d ' ivore, Egypt, Ghana, Kenya, 

Morocco, Namibia, Nigeria, South Africa, Swaziland and Zimbabwe stock markets has 

been included in the sample. And the third model is intended to complete the lessons 

we were trying to draw from African countries by"bringing the picture of development 

of stock market in Ethiopia. It was made poss ible tlu·ough a simulation made by 

approximating the levels of investment that would have been entertained as a result of 

an ideal stock market in Ethiopian economy. 
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Among many difticulties that were faced in the process of data collection and by which 

the paper was forced to use an option of taking an alternative variables in order to 

represent some important variables were; 

First, according to the definition of World Bank Development Indicator (WDI), gross 

capital formation was assumed to replace the former definition of gross domestic 

investment in all the countries sampled. Hence the word gross capital formation is used 

to represent gross domestic investment data for all 12 countries (including Ethiopia) 

Second, important countries such as Cameroon, Uganda and Tanzania and Zambia were 

intended to be included in the analyses. However data collection over eight variables 

became difficult to get for all this countries, thus the paper avo ided the inclusion of 

these countries. 

5.1. Model specification 

The functional form s of the three econometric models adopted in this section are shown 

as follows; 

Modell 

On the well known theoretical study of Levine (1991) who proposed investing in the 

stock market alleviates both the liquidity shock and the productivity shock that firms 

would otherwise face. Firms not facing liquidity shocks will have a higher level of 

investment leading to a higher growth rate. Based on this Hamid Mohtadi and Sumit 

Agarwal (2000) had adopted their developing countries investment (capital formation) 
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model as shown below, where this paper also taken their model for estimating the 

impact of stock market variables on Afri ca 's investment (gross capital formation). 

Gross capital formation =f (MCR, STR, TR) 

GCF - Gross capital formation 

MCR- market capitalization ratio 

STR- shares traded, and 

TR- turnover ratio 

In thi s first model a traditional panel data model of investment regressed on lagged 

stock market variables namely market capitali zation ratio, shares traded and turnover 

ratio. Note carefully that thi s model is exclusive of Ethiopia; rather it only explains the 

relationship in regard to II sampled Ati-ican countries. Basically from thi s mouel the 

estimated value of gross capital formation (or "fitted value of gross capi tal formation" 

in the jargon) sourced solely from stock market operation were computed. 

In equation form the model is as follow; 

Basicall y the regression adopted panel data model regression where 11 samples of 

stock markets in Africa has been considered and all the explanatory variables have been 

lagged once in order to show the cumulative impact of stock market development on 

current investment (gross capital format ion). 
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Model 2 

Once the fitted value of the gross capital formation in those African countries computed 

from the first model above, thus the paper then regressed a dynamic panel data model 

growth on other explanatory variables including the fitted value computed already. I.e. 

taking the growth models of Hamid Mohtadi and Sumit Agarwal (2000) where their 

analys is focuses on the developing countries, thi s paper has reconstructed the model 

specification to fit a dynamic growth model particularly for African countries. And 

accordingly the growth model has been specified as follows
24

; 

Growth = f (gross capital formation predicted, other explanatory variables) 

More specifica ll y, the model could be illustrated as follows 

Growth = f(growth (t-I), GDP(t- I), FDT, S, LF, BC, GCFP) 

Where; 

Growth (t- I r lagged dependent variable of growth 

GDP(t-l r lagged value of Gross domestic product 

FDI- Foreign direct investment 

S- Gross domestic saving 

" See deta iled reconstruction of th e second model on Research Methodology section of chapter one in this 
paper 
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LF - Labor force 

BC- Domestic bank credi t 

GCFP- Predicted value of gross capital formation 

As it has been explained earlier in this model specification a dynamic panel data model 

has been employed to better explain the dynamic adjustments of many economic 

relationships such as growth and its determinants. That 's why a lagged dependent 

variables of its own and gross domestic products were included in the model 

specification. 

In equation fo rm the model is; 

Growth 

Model 3 

Fina lly hoping to make sure the lesson drawn in the above two models from African 

neighbors are complete; a simulation of Ethiopia's investment sourced solely from 

stock market development has been made. This is in the sense of assuming "if there had 

been a stock market so far in Ethiopia and if it performs on average like all the other 

Afri can cOlUltri es stock market, what would have been its economic role in the growth 

of the country?". Doing so, the paper adopted a teclmique of manipulati ng an ideal 

gross capital formation data in Ethiopia which has sourced only from a stock market 

development. I.e. by multi plying the gross capital formation in Eth iopia with an 
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estimated parameters of shares traded in African countries (i .e. from the first model), a 

generated/potential gross capital formation in Ethiopia was obtained. 

EINV* 82 = GINV 

Where-

EINV - Gross capital formation in Ethiopia 

82- coefficient of shares traded in the first model of investment in Africa 

GINV- potential (generated) contribution of stock markets in Ethiopia's Gross capital 

formation 

Fina lly regress growth of Ethiopia on the newly generated gross capital fo rmation and 

other determinatlts, to obtain the potenti al economic benefits what Ethiopia would have 

earned by developing a stock market. 

In similar fashion with the second growth model for Africa, the third model also been 

restructured in accordance with Ethiopian growth context. However, apa11 reconstructing 

the growth model in Ethiopia, the paper adopted unstructured Vector Auto Regression 

(VAR) model for estimating the simulated growth model. The model has been limited to 

an ulU"estricted V AR model because, provided the fact that the model is a simulation, it is 

better to let the model itself determine the relationships between the variables other than 

determining it in our own way. Hence the unrestricted V AR is preferable in its flexible 

and bas ic outputs of the regression resu lts and more specifically aiming onl y to show the 

impacts of stock market development on growth and complete the lesson the paper has 

been exploring so far, the unrestricted V AR model is fairly enough. 
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Be;, = a + ~1 (GJNVil)+ ~2(FDJil) + ~3(Growlh il) + ~3(LFil) + ~4(Sil) + 8' it 

The fi rst two models, which show the relationship of growth and/or GCFP with other 

economic variables, will be the interest of this paper. 

5.2. Expected sign relationship (Hypothesis) 

Modell 

Market capi tali zation (also known as market value) is the share pri ce times the number 

of shares outstanding, is expected to have direct and positive impact on the process of 

capital formation. As more and more market potentials emerged from listed companies 

currently then it enables more investment and more funds to entrepreneurs. Hence 

capital format ion will be enhanced. Similarly Shares traded referring to the total value 

of shares traded during a particular period it is expected to directly and positively 

2S Un like the first growth model, this one is not a panel data model rather a simple Unrestricted VAR 

mode l on Eth iopia on ly 
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influence gross capital formation in an economy. In other words, total val ue of shares 

traded impl icates the amount of investment made out of a stock market on different 

sectors in a particular period, which means an injection of more investment funds for 

the economy. Fina lly turnover ratio is also expected to influence the gross capital 

formation significantly and positively. Provided that Turnover ratio is the total value of 

shares traded during the period di vided by the average market capitalization for the 

period, then a more liquid market is explained by a high turnover ratio indirectly it 

means high level of actual investment is made. Thus the more liquid a market is then 

the more will be investment. 

Model Two 

The gross domestic production of prev ious period is expected to affect the current 

growth rates positively. This is because previous periods performances of an overall 

production of any economy will determine the current years potential of production and 

hence growth of the economy too. Hence high gross domestic production in previous 

years is expected to bring high potential of production for the current year and 

improved growth rates too. Similarly pred icted value of gross capital fo rmation 

estimated from the first model indirectly affects growth positively. This is because 

when there is efficient stock market development then there is expected enhancement 

on investment thus leading to a great contribution on the growth of that particular 

economy. In similar fashion , foreign direct investment, gross domestic saving and bank 

credit are expected to affect growth positively. With a growing flow of foreign direct 

investment, better saving culture and bank access for loans, a country is beneficial 
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through enhanced investments and increased job oppOltunities, hence high contribution 

to growth. However it is expected that banks provision of credits for investors in Africa 

is limited so that its influence on the growth of these countries to be insignificant and 

more interestingly the paper believes there is fierce competition from stock market 

developments posed on banks credit provision for financing investments. Finally, 

increased labor force participation facilitates groWth, specially in Africa, where most 

investments focus on labor intensive production system. Hence labor force participation 

affects growth positively. 

Model thl'ee 

For the same reasons described above for African countries, in Ethiopia too growth is 

positively affected by foreign direct investment, gross domestic saving, bank credit, 

labor force and the ideal gross capital formation that would have been real ized if there 

had been stock market. However unlike the rest of African countries where fierce 

competition was posed by stock market, in Ethiopia the role of bank credit is expected 

to be highly significant. In add ition, provided low saving culture in Ethiopia and low 

mobilization capacity and techniques of banks, the role of saving in Ethiopia's growth 

is expected to be insignificant. 

5.3. Data source and description 

All the data for those variables included in the econometrics analysis are all secondary 

data and gathered from World Banks World Development Indicator (WDI, 2011). Data 

ranges from 199 1- 20 I 0 and all are in millions of dollar (expressed in current US$ 

currency). Two dependent variables have been used namely investment in Africa and 
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growth in Ethiopia and Africa. Investment was' replaced as per the World Banks 

indicator definition to be gross capital formation in which it consists of outlays on 

additions to the fixed assets of the economy plus net changes in the level of inventories. 

On the other hand growth both in Africa and Ethiopia were defined as the annual 

percentage growth rate of GOP at market prices based on constant US$ currency. 

Independent variables 

To measure the market size of a stock market and through which their impact on gross 

capital formation, Market capitalization (also known as market value) has been used 

which is defined as the share price times the number of shares outstanding. 

Stocks traded refer to the total value of shares traded during the period. Apart 

complementing the market capitalization ratio by showing whether market Size IS 

matched by trading, shares traded has been used to explain capital formation. 

Turnover ratio which is the total value of shares traded during the period divided by the 

average market capitalization for the period also used to explain gross capital formation 

To explain growth model in a dynamic panel data model , GOP has been included 

lagged once in which GOP is the sum of gross value added by all resident producers in 

the economy plus any product taxes and minus any subsidies not included in the value 

of the products (according to WOI 's 20 11 definition) has been used. 

Gross domestic savings (calculated as GOP less final consumption expenditure (total 

consumption)) also included to explain growth model representing the domestic 

financial sources 
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Foreign direct investment were employed to represent external financial sources which 

and can be defined as the net inflows of investment which is the sum of equity capital, 

reinvestment of ea rnings, other long-term capital , and short-term capital as shown in 

the balance of payments in the reporting economy from foreign investors. 

In determining the labors contribution on growth, Total labor force has been employed 

which comprises people ages 15 and older who meet the International Labor 

Organization definition o f the economica lly active population: all people who supply 

labor fo r the production of goods and services during a specified period. 

In explaining the financ ial sector development Domestic credit has been employed 

along with stock market developments. Bank credits are provided by the banking sector 

includi ng all credit to various sectors on a gross basis, with the exception of credit to 

the central government, which is net. 

5.4. Estimation results 

Modell 

Before reporting the results, some preliminary notes are necessary. First, all regressions 

were tested fo r random effect model (assuming individual effects are uncorrelated with 

regressors and error term) and fixed effect model (assuming individual effects correlated 

with regressors and error term). Results from the .Hausman test favored the fixed effect 

model over the random effect as consistent and efficient estimation models. (See 

appendix 5.A for detailed explanation of Hausman test) 
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. xtreg GCF I.MCR I.STR I.TR,fe 

Fixed-effects (withi n) regress ion 
GrollI' variable: id 
R-sq: within = 0.576 1 

between = 0.8263 
overall = 0.7 167 

corr(u_ i, Xb) = 0.4156 

GCF 

MCR 
LI 

STR 
LI 

TR 
LI 

cons 
s lgma_u l 5.575e+09 

s igma_e I 5.254e+09 

Coef. 

1.17e+07 

2.55e+08 

2.22e+08 

3.63e+09 

Number of obs = 
Number of groups 
Obs per group : min = 

avg = 
max = 

F(3, 195) 
Prob > F 

209 
II 
19 

19.0 
19 

88.32 
0.0000 

Std. Err. t P>ltl 

9953454 1.18 0.240 

4.00e+07 6.37 0.000 * 

5.75e+07 3.87 0.000 * 

6.53e+08 5.56 0.000 * 

rho I .5296343 1 (fract ion of va riance due to u_ i) 

F test that a ll u i=O: F(IO. 195) = 16.40 

* Significant at I % level 

** Sign ificant at 5% leve l 

*** Significant at 10% level 

Prob> F = 0.0000 

[95% Conf. In terva l] 

-7904695 3.14e+07 

1.76e+08 3.34e+08 

1.0ge+08 3.36e+08 

2.34e+09 4.92e+09 

With a computed F value of about 16.40, and its p value being zero, the model is well 

specified. Where the F statistics test rej ects the hypothesis that all the slope coefficients 

are simultaneously zero; that is, all the explanatory variables lagged MeR, lagged STR 

and lagged TR jointly have significant impact on the regressand. Moreover, giver the R2 

for the between (0.576), within (0.8263) and overall (0.7167), the models goodness of fit 

confirmed fa ir speci fi cation of the model and parallel to this the corr( 1I_ i, Xb) = 0.4 156 

indicates the errors are correlated with the regressors suggesting the fixed effect model 
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(this results SUppOrl the test given in appendix 5.A of the Hausman test). In addition, 

52.9% of the variance fraction is due to differences across countries. From the above 

result. all the expected sign relationships match with what the paper earli er hypothesized. 

That is all the measurements of performance of a stock market variables (lagged MeR, 

STR, TR) positively influence gross capital formation in the sampled 11 African 

countries. This is empirically supported from the works of Hamid Mohtadi and Sumit 

Agarwal (2000). Despite the correct expected sign relationship, however, lagged market 

capitalization of the stock market does not significantly affect the gross capital formation 

in these African stock markets, this is mainly because last years market size (or basically 

the potential market size) in African stock market would not ini tiate further investment 

enhancement currently. Also for reasons such as market inefficiencies and lack of market 

confidence observed in most of the African stock markets (discussed in previous 

chapter), last year' s market size potential would not be exploited fully in the current 

period 's investment. Hence this lowers the impact oflagged market capitalization impact 

on investment (gross capital formation). 

On the other hand, last year's shares traded (STR) and turnover ratio (TR) are important 

and statistically significant determinants of current investments by firms. This is 

consistent result with the works of Hamid Mohtadi and Sumit Agarwal (2000) where 

their work is however in developing countries. In addition to that see Levine (1991) also. 
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Model 2 

For the dynamic panel data model specification in this sections the most widely accepted 

estimation techniques of Arellano and Bond Method26 and Arrelano and Baver (1995) 

Systems Estimator of Dynamic Panel Data
27 

were adopted. 

Priory Note; the vari able GCFP refers to the fitted (predicted) value of gross capital 

fo rmat ion obtained fro m the fi rst model. 

With a computed F value of abo ut 8.46, and its p value being a lmost zero (0.0761), the 

Wald (chi square) specification test rejects the null hypothesis at 10% level of 

significance that all the slope coefficients are simultaneously zero; in other words, all the 

explanatory variables lagged GDPR, lagged GDP, FDI, LF, BC, GDS, GCFP jointly have 

significant impact on the regressand. Hence the model is well specified. 

, 

\ 
\ 

26 Arrelano and Bond (1991) proposed a generalized method of moments (GNl NI) procedure that is more 
effic ient than Anderson and Hsiao (1981) methods. where Arrelano and Bonel argue that add itional 
inslrumenrs can be obtained in a dynamic model if one utilize,s the orthogonality conditiolls thai ex ist 
between lagged va lues of dependent variable and the di sturbance error term, which the previous method did 
not take into accollnt 
17 Arrelano and Bover (1995) and Blundell and Bond (1998) found that if the autoregressive process is too 
persistent, then the lagged levels are weak instruments. They suggested using additional moment conditions 
in which lagged differences of the dependent variab le are ol1hogonal to leve ls of the di sturbances 
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. xtabond gdpr I.gdpr I.gdp fdi If bc gds gcfp, lags(2) noconstant 

Arellano-Bond dynamic panel-data estimation 
Group variable: id 
Time variable: period 

Number of instruments ~ 61 

Number of obs ~ 

Number of groups ~ 

Obs per group: min ~ 
avg ~ 

max = 

99 
11 

9 
9 
9 

~ 8.46 Wald chi2(4) 
Prob > chi2 ~ 0.0761 

One-step results 
-~------------------------------------------------------ ----------------------

gdpr I Coef. Std. Err. P>lzl 
-------------+----------------------------------------------------------------

gdpr I 
ll. I -.1204099 .1070393 
l2. I -.3423378 .127144 

I 
gdp I 
ll. I -4.55e-11 2.97e-11 

I 
fdi I 5.96e-10 2.78e-10 
If I 6.85e-07 5.30e-07 

bc I -.0046379 .0267238 
gds I 2.41e-10 1.46e-10 
gcfpl -2.35e-10 1.31e-10 

Instruments for differenced equation 
GMM-type: L{2/.).gdpr 

0.261 
0.007' 

0.126 

0.032'* 
0.196 
0.862 
0.100'** 
0.072**' 

Standard: LD.gdpr LD.gdp D.fdi D.lf D.bc D.gds D.gcfp 
* Significant at 1% level 

** Significant at 5% level 
*** Significant at 10% leve l 

[95% Conf. Interval] 

-.3302031 .0893832 
-.5915354 -.0931401 

-1.04e-10 1.28e-11 

5.11e-11 1.14e-09 
-3.53e-07 1.72e-06 
-.0570157 .0477398 
-4.S8e-11 5.27e-10 
-4.91e-10 2.07e-11 

For a better suited instruments to be employed in the dynamic panel data model both 

Arellano-Bond estimator and Systematic panel data model offer an effic ient outputs when 

the instnunents are not correlated with the error term and furthermore when Arellano-

Bond one step estimation fai ls to produce effi cient estimation results the later estimation 

teclmique provide a better suited results in regard to the instruments, in other words, 

when autoregressive process is too persistent, then the lagged levels are weak 
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instruments. Hence Systemati c panel data model suggested using add itional moment 

condi tions in which lagged di ffe rences of the dependent variable are orthogonal to levels 

of the disturbances. The result is shown below; 

. xtdpdsys gdpr fdi gdp If be gds gcfp, noeonstant lags(2) artests(2) 

System dynamic panel-data estimation 
Group variable: id 
Time variable: period 

Numbe r of instruments = 70 

One-step results 

gdpr I Coef. Std. Err. P>lzl 

Number of obs = 110 
Number of groups = 11 

Obs per group: min = 10 
avg = 10 
max = 10 

Wald chi2(4) 
Prob > chi2 

= 16.69 
= 0.0022 

[95% Conf. Inte rva l] 
--------- ----+--------- --------------- -- -- ---- - --- --------------------- -- -----

gdpr I 
Ll. I .1182287 .0908855 
L2. I .0252737 .1021249 

I 
gdp I -2.78e-11 2.78e-11 
fdi I 6.41e-10 2.85e-10 

If I 2.81e-07 1.20e-07 

be I .009808 .0222621 
gds I 3.86e-10 1.75e-10 
gcfp I -3.91e-10 1.22e-10 

Instruments for differenced equation 
GMM-type: L(2/.).gdpr 

0.193 
0.805 

0.318 
0.024** 
0.019** 
0.660 
0.027** 
0.001' 

Standard: D.fd i D.gdp D.lf D.be D.gds D.gcfp 
Instruments for level equation 

GMM-type: LD.gdpr 

* Significant at I % level .* Significant at 5% level 
* •• Significan t at 10% leve l 

-.0599037 .2963611 
-.1748875 .2254349 

-8.22e-11 2.67e-11 
8.28e-11 1.20e-09 
4.61e-08 5.16e-07 

-.033825 .053441 
4.36e-11 7.2ge-10 
-6.31e-1O -1.52e-1O 

Still the model specification is well fitted looking at the computed F value of about 

(1 6.69), and its p value being almost zero (0.0022), the Wald (chi square) spec ification 
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test also rejects the null hypothesis at 10% level of significance that all the slope 

coeffic ients are simultaneous ly zero ; in other words, all the explanatory vari ables lagged 

GDPR, lagged GDP, FD!, LF, BC, GDS, GCFP jointly have significant impact on the 

regressand. Hence the model is well specified. 

The hypothesized sign relationships made earli er In thi s chapter that al l explanatory 

variables will positively affect growth contrad icted with the actual results obtained above 

(in both results) . GCFP and GDP influenced growth negatively. However the influence of 

lagged GDP is statistically insignificant in both estimations. Furthermore, predicted gross 

capital formation GCFP (capital fo rmation sourced solely from stock market 

performances) is found to have a statistically significant but negative influence on growth 

of the sampled African countries. This is basically expected to come from the fact that 

both shares traded (STR) and turnover ratio (TR) usually appear to be highly fluc tuating 

in the sampled African countries. Since GCfP is a predicted valuc from these fluctuating 

but stati stically signi ficant varia bles (in model 1), thus the predicted variable GCFP is 

highly fluctuating from period to periods and thus negatively related with growth. This 

resu lt is still highl y consistent with the works of Hamid Mohtadi and Sumit Agarwal 

(2000) in their two staged growth regression on stock market variables such as MCR, 

STR and TR with other determinants of growth in developing countries and Matu 

Raphael Wahome (2009) in Kenya too. Moreover no matter how much capital is being 

mobi li zed in a stock market, the extent to which this mobilized capital is being invested 

currently is important, unless there is efficient way to direct funds to economically 

beneficial areas, it results in negative influence on growth. Thus, provided from the 

previous chapter of thi s paper (framework and experience overview), the fact that many 
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stock markets in Africa suffer from backward and inefficient execution of the market 

operations leads to in-active but high level of funds in the market, consequently pulls 

growth backward, despite their significant and positive effect on investment of firms in 

the economy. This way of reasoning the negative relationships ex isting between stock 

market development and growth can be empirically supported by the works of Rachelle 

Wouono Ognaligui, et al (20 II ) of Cameroon somehow. This is urgent warning for all 

the sampled Aft·ican stock markets to maintain a sustainable growth in their stock market 

variables (STR and TR), which requires improvement in their current operation and 

administration of the markets, otherwise, the impact of stock market development will be 

limited in regard to enhancing capital formation only but through time the negative 

impact on growth may over weigh the better side of it and its economic ro le could be 

blwTed or even b3Imed in many economies. In other words, the message is that 

development of stock market is not an end by itself, rather a recursi ve and harmonized 

efforts towards improving and maintaining the development of the market is vital. 

Lagged growth rate (Growth(t_I ») explained the non-persistent nature of growth rates of 

African countries in the first estimation, but become insignificant in the second 

estimation. Furthermore, as expected foreign direct investment (FOI) and saving (S) 

affected growth in Africa pos itively and significantly in both the estimations. This is 

consistenl result with Hamid Mohtadi and Sumit Agarwal (2000). 

The more interesting result in both the estimations above is banks credit (BC) to be 

insignificant in affecting growth rates. As expected earlier in the di scussions, banks credit 

is less effective in influencing growth relative to stock market in terms of entrepreneurs 

and institutions preferring to finance huge investments through stock market 
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developments, though the impact is negative for the later. However the negative 

relationship between growth and stock market development are described mainly because 

of market operation and administration problems not directly because stock markets 

generally poison the economy. In contrast to banks domestic credit and given the fact that 

stock markets offer enormous capital fo rmation enhancement, in Africa it is better to 

exert much effort on the development of a stock market and strive to bring market 

efficiencies and operations so that economic growth will also get better with the 

development of the market. 

Model 3 

This model is specifically designed to show the ideal contribution of a stock market that 

would have been realized in Ethiopia if we had developed a stock market so far. As 

discussed earlier the simulation contains a manipulation of Eth iopia 's gross capital 

formation that would have been realized if Ethiopia had developed a stock market and 

assumed to perform on average like the other already developed African stock markets. 

To do so the paper used the coefficients of shares traded (STR) of the first model (i.e. 

2.SS) and estimated the contribution of it on gross capital formation. 

GCF*2.SS = GCFS 

Where 

GCF - gross capital formation of Ethiopia 

GCFS - gross capita l formation of Ethiopia simulated and sourced solely from a stock 

market development 

Hence once the GCFS is obtained then Umestricted Vector Auto Regression is applied to 

explain the economic relationships GCFS has with growth and other economic variables 
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such as saving, bank credit, labor force, foreign direct investment. Below there are tables 

for stationarity, optimum lag length criterion and estimation results of the model are 

shown; 

TableS.l Stationarity test (with intercept and trend) 

va riables Level of significance 

I % level of significance 5%, level of significance 

At Level At 1st At Level At 1st 

difference difference 

COPR ./ 

FOI ./ 

CCFS ./ 

BC ./ 

LF ./ 

S ./ 

All the vanables are IndIVIdually and stati stICally statIOnary at 5% of level of significance 

but GDPR is stationary at level. Thus for the proceeding Unrestricted Vector Auto 

Regression model it is mandatory we regress the model while all the variables jointly are 

stationary or indirectly it means at their first differences . 

Optimum lag length criterion test 

VAR Lag Order Selection Criteria 
Endogenous variables D(GDPR,1) D(FDI,1) D(LF, 1) D(S,1) D(6C,1) D(GCFP,1) 
Exogenous variables: C 
Date : 05/16/12 Time: 18:03 
Sample : 1991 2010 
Included observations: 18 

Lag 

o 

LogL 

·1513.118 
-1446.068 

LR 

NA 
81.94903' 

, indicates lag order selected by the criterion 

FPE 

8.14e+65 
3.34e+64' 

LR: sequential modified LR test statistic (each test at 5% level) 
FPE: Final prediction error 
AIC : Akaike information criterion 
se: Schwarz information criterion 
HQ: Hannan-Quinn information criterion 

102 

AIC 

168.7908 
165.3409' 

SC 

1690876 
167.4185' 

HQ 

168.8318 
165.6274' 



From the above results where five optimum lag length selection criterions have been 

employed, all of them chosen one lag of the variables jointly. Hence on the model to 

proceed, the paper adopted a one lagged Unrestricted VAR regression. 

Estimation result 

In the estimation of the Unrestricted VAR model below there were six model results. 

However, as per the level of importance for our discussion and since their appearance 

seems a bit crowded, the paper for the sake of convenience presented the results of two 

important models namely when lagged GDPR and GCFS are considered as a dependent 

variable (being major interest of the paper). However for more detail description of the 

result see appendix 5.B 

Since the Adjusted R-square of the regresslOn of GDPR on other determinants is 

negati ve, it indicates the model is poorly fitted; hence the paper avoids interpreting the 

model. However tbe Adjusted R-square of tbe regression of GCFS on other determinants 

is 0.65 (which is fair enough) where 65% of the model has been explained by the 

regressors. Accordingly the results on this model have offered an interesting conclusion 

in Ethiopia in connection with the previous two regressions conducted on sampled 11 

African countries. 
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Vector Autoregression Estimates 
Date: 05/15/12 Time : 14:49 
Sample (adjusted): 1993 2010 
Included observations : 18 after adjustments 
Standard errors in ( ) & t-statistics in [] 

D(GDPR,1) D(FDI ,1) D(LF,1) D(S,1) D(BC,1) D(GCFS,1) 

D(GDPR(-1),1) -0.278835 -73240856 
(0.30777) (2.9E+07) 

[-0 .90599] [-2.50517]' 

D(FDI(-1),1) -9.83E-10 -0.583796 
(1.4E-08) (1 .32904) 

[-0 .07028] [-0.43926] 

D(LF(-1),1) 4.28E-06 -486.6886 
(1 .2E-05) (1110.74) 

[ 0.36581] [-0.43817] 

D(S(-1),1) 3.23E-09 -3.637919 
(7.2E-09) (0.68856) 

[0.44611] [-5.28337]' 

D(BC(-1),1) 0.210238 -1.49E+08 
(0 .69433) (6.6E+07) 

[ 0.30279] [-2. 25597]' 

D(GCFS( -1 ),1) -1 .90E-09 0.655693 
(3.4E-09) (0.31823) 

[-0.56643] [ 2.06045]' 

C -1.452552 7.91E+08 
(10.0857) (9.6E+08) 

[-0 .14402] [ 0.82547] 

R-squared 0.166516 0.774635 
Adj. R-squared -0 .28811 2 0.651708 
Sum sq. resids 942.9267 8.51E+18 
S.E. equation 9.258543 8.79E+08 
F-statistic 0.366268 6.301607 
Log likelihood -61 .16844 -391 .8161 
Akaike AIC 7.574272 44.31290 
Schwarz SC 7.920527 44.65916 
Mean dependent 1.044985 6.90E+08 
S.D. dependent 8.157663 1.49E+09 

Determinant resid covariance (dof adj.) 4.66E+63 
Determinant resid covariance 2.43E+62 
Log likelihood -1446 .068 
Akaike information criterion 165.3409 
Schwarz criterion 167.4185 

* - significant at 5% level 
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Reminding ourselves with the negative relationship we have found on the growth and 

gross capital formation of sampled African countries in the second model of this paper 

and also wi th the works of Hamid Mohtadi and Sumit Agarwal (2000), still the 

relationship between lagged growth and gross capital formation is statisti cally significant 

and negatively related in Ethiopia too. This has to do mainly with the reverse reasoning 

of, the fact that fluctuating growth rate trends so far recorded in Ethiopia, it has led the 

ever increasing achievements that would have been realized in gross capi tal formation, to 

do nothing on it. Hence their relationships have been negatively associated. 

Lagged FDI and lagged LF appeared to be statistically insignificant influencer if Ethiopia 

had so far a stock market (ceteri s paribus). On the other hand, lagged saving negatively 

and significantly affects current capital fo rmation that would have been enjoyed from 

developing stock market. This is because when the public tend to save fu nds in other 

forms of institutions (such as banks, bonds, T-bills) other than stocks/shares, then the 

more people saved in such matmers the less would have been capital formation sourced 

from stock market development. 

In similar fashion and more interestingly, the more people got loans and credits from 

banks the less wi II be thei r interest over stocks or shares. Hence they have negative 

relationships which are consistent with the above findings. This further shows the fierce 

competition developing stock market would enable an economy. 

Finally, enhanced previous periods gross capital formation affected significantly and 

positively current capital formations. From the above table, lagged capital formation 

proved positive influence over the current period' s capital formation. 
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Chapter Six 

6. Conclusion and Policy Implications 

6.1. Conclusion 

The paper so far attempted to draw lessons from the performances of already developed 

stock markets of selected 11 African countries and their potential benefit for Ethiopian 

economic growth . In the due process eflort s were made to define the concepts of stock 

market organization and operation, reviewed literatures, examined the frameworks 

adopted in the sampled stock markets and further employed an econometrics model in 

order to evidently show the practical economic relationships of development of a stock 

market and economic gro wth from both African and Ethiopian context. 

Assessment of the institutional characteri sti cs of the sampled 11 African countries stock 

market has been made in terms of; the legal and regulatory framework, Information 

di sc1 osW"e requirements, Transparency of transactions, Accounting and auditing 

standards, Transaction costs, Delivery and settlement, Barriers to entry and exit, Market 

structure, Public knowledge of securities markets, Fiscal incentives and prudent 

macroeconomic policies. 

Generall y, no matter what form a gIven economy has in its economIC structure, it IS 

apparently important lesson to come up with a quick progress to set an organized stock 

markets and the associated legal and regulatory law enactment with prudent and strict 

security market regulations. This has been noticed so far in the di scuss ion to increase the 

protection and security of investors in the market and al so enhancing their participation. 
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Having no stock market at all, simply indicates how disorganized and scattered it wi ll be 

for investors to acqu ire valuable information for making decisions regarding choice of 

stocks, price of stocks, resale of stock, and/or purchases. Thus apart the magn ificent 

contribution a stock market would allow, it has been observed in Africa permitting 

economies to enshrine comprehensive and fair legislation enshrined in the regulations 

enactments so that every participant had to strictly follow and adhere. However thi s has 

never been without obstac les, Nigerian embezzlement and manipulation of information 

was the severe problem fac ing information di sclosure requirements. Along with 

information di sclosure requirement, important lesson had been drawn over ensuring the 

transparency of transactions in a stock market in order to maintain efficient pricing 

mechanism and enhance market confidence. On the other hand, adopting an international 

accounting and auditing standards have been noticed in many countries assisting them 

provide a reasonable financial statements and reports. 

Transactional costs has put much motivational effect on investors whether or not to 

participate in stock markets. The higher the cost of transaction cost in a stock market the 

lower were the motivation of investors to participate, but reducing the cost enabled 

investors acquire confidence on the profitability of their investment. Moreover the lower 

the transactional cost of a stock market the higher will be the competition advantage over 

other alternative markets such as government T-bill s. Ghanaian and Nigerian experience 

has revealed almost simil ar characterization of investor' s reaction on the cost of 

transactions. 

Facing time delays and irregular settl ement of transactions associated with manual 

execution of the delivery settlements in the sampled African stock markets, almost all 
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African countries surveyed shown high interest of transformation to the automated 

central ized clearing system known as the Central Depository and Settlement (CDS) 

system. Technically it has been noticed improving the proced ure of clearance and 

settlement of transactions in many of the countries adopting it, though the cost of 

adopting thi s system requires huge investment, sophisticated banking system, up-to-date 

information communication technology (lCT) and flexible management techniques. 

Almost all African countries preferred to open their stock market free to foreign 

investors, but their invo lvement level is one way or the other, different from country to 

country. Excessive barriers especially to foreign investors noticed to hamper the 

development of many stock exchanges. This was evident [rom Nigerian expenences, 

where they banned all forei gn investors from engaging in stock market investments at the 

early stage of their market. However, they have changed their approach through time to 

compl etely free in vo lvement of foreigners to participate in stock markets and boost the 

economic transactions. 

Many African countries with stock markets had strongly advised each stock market to 

play an ed ucational role and embark on a strong campaign to market itse lf and educate 

potential investors about the opportunities available in the market and how to effectively 

exploit them. 

As part of government' s effort, in order to encqurage more investors and firms , and 

increase the interest of every participant in a stock market, special incen tives in terms of 

fi scal subsidies or targeted pol icy supports were observed. Specially, to reconcile the 

development of a new stock market with already developed alternative markets. 
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Finally, three econometric models have been adopted to show the economic benefits of 

stock market development on economic growth of II selected African countries and one 

of which was a simulation model for Ethiopia. Accordingly lagged Shares traded (STR) 

and Turnover ratio (TR) has been confirmed important determinants of investment (gross 

capital formation) and indirectly through estimated gross capital formation (investment 

solely sourced from stock market deve lopments), had proven significant influence over 

growth too. Though both variables affected inves~ment positive ly as expected, however 

their influence over growth has been negative. Basically this result is expected to occur 

since both Shares traded (STR) and Turnover ratio (TR) appeared fluctuating over time 

resulting in a fluctuating estimated gross capital formation and through which they have 

negatively influenced growth rates. In addition, inefficient operation of stock market and 

managements (evident from the experiences examined in this paper) resulted in low level 

of utilization of the mobilized capitals. Hence unless these funds were invested on 

productive sectors, they were inefficiently consumed or simply wasted. Hence the impact 

of stock market developments on growth revealed .negatively associated. Similarly in the 

simulated model for Ethiopia, the result confirmed negative relationship over growth and 

gross capital formation that would have solely been sourced from stock market 

developments if Ethiopia had a stock market so far. This simply resulted from the fact 

that the simulation highly based on the assumption that if Ethiopia had performed on 

average similar to the collectively sampled African stock markets. Hence once we have 

got negative relationship on the African model, thus it's obvious that Ethiopia's growth 

will be negatively related with stock market developments. 
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Generally from the conclusion it is apparent that in order to entertain economic benefits 

tl'om stock market development (or in other words, to avoid reverse impacts of stock 

market on growth than desired), once a stock market has been estab li shed and starts 

operation, the next fundamental task should be to make sure and maintain all the 

regulations and laws are strictly adhered. Furthermore ensuring a sustainable growth of 

the stock exchange market in terms of market capitalization, shares being traded and 

turnover ratio (market liqu idity), will enable to completely enjoy the benefits a stock 

market would offer. From the econometric models, it has been observed unless these 

stock market variables are maintained sustainably to boost, their impact on growth of an 

economy could end up worse. It 's worth noting that, there are many instances where the 

establi shment of stock market had offered enormous positive contribution over growth, 

thought the collective assessment of stock market development in African countries as a 

whole appeared negatively related. Hence enjoying the fruits of de veloping a stock 

market in Ethiopia requires maintenance of sustain ably enhanced stock exchange market. 

Parallel to the above, there could also occur a false start as has been observed in many 

African countries when developing a stock market for the first time. Evident ly from 

Ghanaian stock exchange and as well in Ethiopia too, where a fal se start experienced in 

the late 1950's. This however does not need to stop us thinking a second chance. These 

features of developing a new stock exchange market rather warn the need for strict and 

appropriate investigations over how to start up a stock market. Hence not to behave 

naive, this time28 Ethiopia must accomplish a successful and great achievement on the 

28 This statement is made hoping there will be progress on the development ora new stock market in 
Ethiopia very SOOI1 
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development of a new stock market. The development process needs to consider a 

number of appropriate researches over the frameworks and operation of stock market. 

6.2. Policy Implication 

With the ever increas ing number of a stock/share based companies in Ethiopia, there are 

lots of home work Ethiopia vigorously needs to do regarding the improvements of 

administration of this type of companies in the economy. 

First and for most, this paper highly stress the need for the establi shment of a new stock 

market in Ethiopia. Even though stock markets which are already developed in Africa 

had shown a significant but negative influence over growth of the sampled countries 

co llectively, it is worth noting the fact that the existence of a stock market by itself did 

not created such undesired influences. Rather the associated home works in regard to 

administration and operation of the market were not done satisfactori ly. Thus it should 

not be confused with merits of stock market development and growth. 

Furthermore, quick and appropriate responses from the government and other concerned 

bodies are required in regard to developing a new stock market; 

Framework for new establishment of stock market in Ethiopia 

• Above all , in developing a stock market there needs to be a comprehensive and 

fai/
9 

legislation enshrined in the regulations enactments so that every participant 

will strictly fo llow and adhere to it. Doing so it is possible to increase the 

29 To what extent an enshrined legis la(ion should be ;'comprehensive and fair" can be examined relative to 

a comparable regulations of different countries discussed in chapter three. This could be one impOItant 

concern for interested researchers to conduct further studies. 
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efficiency of price settlement and enhance participant' s market confidence 111 

Ethiopia. 

• Making sure to enshrine comprehensive legislations regarding the information 

disclosure requirements of li sted companies also should adhere too. This would 

enable to boost number of participants as well as enable participants of a security 

market to rely on informed and accurate decisions. 

• Along with public information disc losure, ensunng the transparency of 

transactions in a stock market is also important for the same reason in increasing 

the efficiency of price setting and confidence in the fairness of the market. Unlike 

the current opaque trading procedures prevalent in Ethiopia which can engender 

suspicion of market manipulation and may reduce the rate of investment, there 

needs to be an authori zed body in Ethiopia to oversee and enforce legal law and 

regulations on behalf of good governance of the newly growing financial 

activities. I·knce to protect many investors in Ethiopia before they got prone to 

danger and to increase the transparency of newly establishment of stock market in 

Ethiopia we could adopt: 

~ Conducting the buying and selling of shares tlHOUgh an organized stock 

market with brokers or licensed dealing members (LDMs) who have the 

license to buy and se ll shares on behalf of their cl ients on the exchange, 

» Enabling trading activ ities to be open as much as poss ible to members of the 

public and adopting differe nt mechanisins of conducting the trading activities 
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such as the call-over system so that transparency of pnCIng will be 

accomplished. 

~ Employi ng a monitoring unit in the trading place and adopting a slip form to 

be fi lled by participant on each transaction 

• In the development of stock markets in Ethiopia, making sure to consistently adhere 

to the standards of international accounting and auditing standards is reall y important. 

Moreover there needs to be also great effort in' enforcement of the paper works to an 

executable level practically. 

• Through eliminating inefficient and unwise bureaucratic procedures in li stings of 

companies in to stock markets, it is possible to reduce the associated transactional 

costs. This includes to highly minimize the cost of companies issuing share and 

subsequently seek ing listing on the exchange market such as underwriting fee , legal 

and accounting expenses, brokerage commissions, cost of printing and advertising 

prospectus, fees for the Stock Exchange (suc~ as listing fees, application fees, and 

annual fees). 

• Not to entangle with the manual execution of delivery settlement processes in the 

exchange market, there should have to be a priory pavement for the transformation to 

the automated centralized clearing system known as the central depository and 

settlement (CDS) system as soon as possible. This includes preparation in terms of 

financial as well as technical aspects. 
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• The important lesson from our African stock markets is that, there is no need to rush 

up on opening an economy or a market completely to a foreign investo r; rather it has 

been also possible to exploit the participation of forei gn investors in a regulated 

manner so that the security of an economy will not be endangered with outsider 

economy. However, excessive barriers especially to foreign investors hamper the 

development of any stock exchange. Hence time to time, improvement on the 

relatively rigid regulations, what Ethiopia currently follows, needs to be addressed. 

• Provided that there will be a hetero mix over investors profile in a securities market, 

creating awareness for the participants regarding the stock markets wi ll be important 

task in the development of the market before and after establishment. This is the 

fundamental aspect missed by the current share based companies established in 

Ethiopia. However the establishment of an organized stock market in Ethiopia will 

so lve the lack of incentive to educate and improve the knowled ge of investors in 

regard to stock market operations. And improving the knowledge of participants 

about stock market is "a must to conduct not an option". 

• To maintain balance between the development of a new stock market with already 

developed comparable markets such as bond markets, T -bill market and other 

financial institutions, special policy focus needs to be adopted. This includes cost of 

transactions, subsidies, policy instruments. 

• Successive and timely researches in regard to operation and development of stock 

market are fundamental for healthy and sustainable results from the establishment of 

a stock market. This reminds also the need to w1dertake appropriate and successive 
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research on the establi shment of a stock market, unlike the disconnected and loose 

researches conducted in Ethiopia. 

• Moreover the paper highly urges the efforts expected fram the private investors to 

develop a new and strong stock braking firms along with government efforts. This 

enables a highly competitive slock broking firm s and allow oLir economy to enjoying 

an effi cient stock market development in Ethiopia. 

115 



Reference 

Access Capital, Research Highlights, Banking Sector Review, 2010, Addis Ababa 

As..at Tessema (1998); "Prospect and Challenges for Developing Securities Market in 

Ethiopia: An Analytical Review", Depaltment of Accounting and Finance, 

College of Business, Eastern Michigan University, USA, Addis Ababa 

Abu Nurudee (2009); "Does Stock Market Development Raise Economic Growth? 

Evidence from Nigeria", The Review of Finance and Banking, Vol. 01, Issue 

I, Department of Economics, University of Abuja, Nigeria 

Anderson, T.W. and Hsiao, C. (1981): "Estimation of Dynamic Panels wi th Error 

Components", Journal of the American Statistical Association, Vo1.76, 598-

606 

Andrea Bohnstedt, Alfred Hannig, Ralph P. Odendall (2000): "Capital Market 

Development in Uganda-Private Sector Opinions on Listing", Financial 

Systems Development (FSD) Project, Bank of Uganda and German Technical 

Co-operation 

Arrelano,M. and Bond,S. (1991): "Some Tests of Specification for Panel Data: Monte 

Carlo Evidence and App lication to Employment Equations", Review of 

Economic Studies, vo1.58, 277-297. 

Arrclano,M. and Bover,O. (1995): "Another Look at the Instrumental Variables 

Estimation of Error Component Models", Journal of Econometrics, vo1.68, 

29-51 

Bagehot W. (1873): Lombard Street, Richard D. Irvin 1962 edition, Homewood, Illinois. 

Bencivenga Valerie R., Bruce D. Smith, and Ross M. Starr (1996): "Equity Markets, 

Transaction Costs, and Capital Accumulation: An Illustration", The World 

Bank Economic Review, Vol. 10: 241-65 

Bhidc A. (1993): "The hidden costs of stock market liquidity", Journal of Financial 

Economics, 34, pp. 31-51 

116 



Blundell, R.W. and Bond, S.R. (1 998) : "Initial Conditions and Moment Restrictions in 

Dynamic Panel Data Models" Journal of Econometri cs, Vo187, 11 5-143 

Boopen Seetanah, Rojid Sawkut, Vinesh Sannasee (2009) : "Stock Market 

Development and Economic Growth in Developing countries: Evidence from 

Panel VAR framework", University of Mauritius, Reduit, Mauritius, The 

World Bank 

Bruce Heal'U and Jenifer Piesse (2009): "Barriers to the Development of Small Stock 

Markets: Case study of Swaziland and Mozambique", Department of 

Management Research Papers, King's College London 

Capital Markets Authol"ity (2005): (accessed April 2, 2005), available from 

www.cma.or. ke 

Capital Markets Authority Act, Chapter 485A Laws of Kenya 

Charles Amo Ya,·tey and Charles Komia Adjasi, (2007); "Stock Market Development 

in Sub-Saharan Africa: Critical Issues and Challenges", IMF working paper, 

WP/07/209 

Charles Amo Yartey (2008) : "The Determinants of Stock Market Development in 

Emerging Economies: [s South Africa Different?", IMF Working Paper, 

WP/08/32 

C"afts, N.F.R. (1995): "Macro inventions, Economic Growth, and ' Industrial 

Revolution' in Britain and France," Economic History Review, pp. 591-598 

Daron Acemouglu (2008): " introduction to modern economic gro wth", text book, 

department of economics, Massachusetts institute of technology, Vol. 3, 

chapter 2 

Databank, (2004); "African Stock Markets Consolidate Gains," Databank Research, 

Accra: Databank. 

Dcmetriades Panicos and Khaled Hussein (1.996): "Does Financial Development 

Cause Economic Growth? Time-series Evidence From 16 Countries. ," Journal 

of Development Economics, 5 1, 387-411 

117 



Dcmirguch-Kunt A. and R. Levine ( 1996): "Stock Market Development and Financial 

Intermediaries: Stylized Facts," The World Bank Economic Review, Vol. 10: 

291-321 

Dcmirguc-Kunt A, and Y. Maksimovic (1996): "Financial constraints, uses of funds 

and firm growth: an international comparison", Policy Research Working 

Paper, No. 1671 , World Bank, Washington, DC 

Emenuga, C. (1994): "The capital market as a medium for implementing the reform of 

the parastatals sector in N igeria". Paper presented at the West African 

Economic Association/IORC Workshop on the Reform of the Parastatals 

Sector in West Africa. Cotonou, Republic of Benin. 16 - 19 November 1994. 

Fama, E. 1-. (1 970): "Efficient capital market: A review of theory and empirical work". 

Journal of Finance, Vol. 25, No. I - 2 pp. 383 - 417. 

Federal Negarit Gazeta (2010): "Federal Negarit Gazeta of the Federal Democratic 

Republic of Ethiopia", 16th year No. 42, Addis Ababa 

Goldsmith Raymond (1969): " Financial Structure and Development, New Haven: Yale 

University Press 

Grace Wambui Kibuthu (2005): "Capital Markets in Emerging Economies A Case 

Study Of The Nairobi Stock Exchange", Master of Arts in Law and 

Diplomacy Thes is, The Fletcher University, Kenya 

Greenwood J. and B. Smith (1996): "Fi nancial Markets 111 Development and the 

Development of Financial Markets." Journal of Economic Dynamics and 

Control, Vol. 21: 145-81 

Gregorio Jose De and Pablo Guidotti (1995): "Financial Development and Economic 

Growth," World development, 23 , 433-448 

G rowtll and tr'ansformation plan, (2010): "Growth and transformation plan 20 I 011 1-

20 I 4115", Main Text, Vol. I, Ministry of finance and economic development, 

Addis Ababa 

Islam. N (1995): "Growth Empirics: A Panel Data Approach." Quarterly Journal of 

Economics, Vol. 110: 1127-1170 

118 



Jayaratne J. and P.E. Strahan (1996): "The finance-growth nexus: evidence from bank 

branch deregulation", Quarterly Journal of Economics, Ill , pp. 639-670 

Jecheche Petros (2008): "The effect of the stock exchange on economic growth: a case 

of the Zimbabwe stock exchange", University of Zimbabwe, Research in 

Business and Economics Journal 

Jensen, M.C., and K.J. M urphy (1990): "Performance Pay and Top-Management 

Incentives." Journal of Political Economy, Vo1.98 : 225-64 

Hansson Pal' and Lars Jonung (1997): "Finance and Economic Growth: The Case of 

Sweden 1834-1 99 1 ,"Research in Economics, 51,275-301 

Hamid Mohtadi and Sumit Aganval (2000): "Stock Market Development and 

Economic Growth: Evidence from Developing Countries", Department of 

Economics, University of Wisconsin-Milwaukee, 

Hicks John (1969): "A Theory of Economic History", Clarendon Press 

lnanga, E. (1976): "The information content of published accounts of Nigerian public 

limited companies". The Nigerian Journal of Economic and Social Studies, 

Vo l. 18, No.2, pp. 237 - 260 

lnanga. E.L. (J 983): "Implications of portfolio theory and the capital asset pricing model 

for the provision of accounting information by Nigerian quoted companies". 

The Nigerian Journal of Economic and Social Studies, Vol. 25, No. 2, pp. 169 

- 196. 

lno L. l nanga and Chidozie Emenuga (1997): "Institutional , Traditional and Asset 

Pricing Characteristics of The Nigeri an Stock Exchange", Department of 

Economics, University ofIbadan, Ibadan, Nigeria, AERC Research Paper 60 

Klldiri, A.O. (1983): "Pricing in the capital market". The Bullion, Vo l. 8, No. 4, 

(OctlOec.), pp. 22 - 25 

King Robert G. and Ross Levine (l993a): "Finance, entrepreneurshi p, and growth. 

Theory and Evidence," Journal of Monetary Economics, 32, 513-542. 

King Robert G. and Ross Levine (l993b): "Finance and growth: Schumpeter might be 

right," Quarterly Journal of Economics, 108(3),717-737 

119 



Kofi A. Osci (1998): "Analysis of factors affecting the development of an emergll1g 

capital market: The case of the Ghana stock market", AERC Research Paper 

76, School of Administration, University of Ghana Legon, Nairobi 

Kyle, A.S. (1984): "Market Structure, Information, Futures Markets, and Price 

Formation" In Gary G. Storey, Andrew Schmitz, and Al exander H. Sarris, 

eds., International Agri cultural Trade: Advanced Reading in Price Formation, 

Market Structure, and Price Instability, West view 

Lee. K. M. H. Pesaran, and R. Smith (1997): "Growth and Convergence in a Multi­

Country Empirical Stochasti c Solow Model." Journal of Applied 

Econometrics, Vol. 12: 357-92 

Levine, R. (1991): "Stock Markets, Growth, and Tax Policy" Journal of Finance, Vol. 

XLV] : 1445-1465 

Levine, Ross ( 1996): "Stock Markets: A Spur to Economic Growth", Finance and 

Development, Vol. 23, No. I, pp. 7-10 

Levine, Ross (1997) : "Financial development and economic growth: Views and agenda," 

Journal of Economic Literature, 35, 688-726. 

Levine, Ross and Sara Zervos (1998): "Stock Markets Banks and Economic Growth" 

American Economic Review, Vol. 88, pp. 537-58. 

Levine, Ross, Norman Loayza, and Thorsten Beck (2000): "Financial intermediation 

and growth: Causality and Causes," Journal of Monetary Economics, 46(1 ), 

31-77. 

Lucas R.E. (1988): "On the mechanics of economic development", Journal of Monetary 

Economics, 22, pp. 3-42. 

Matu Raphael Wahome (2009): "Impact of Stock Market Development on Economic 

Growth: Case Study of Nairobi Stock Exchange", Nairobi, Kenya 

Merton, Robert, and Zvi Bodie, (2005) : "Design of Financial Systems: Toward a 

Synthes is of Function and Structure," Journal of Investment Management, 

Vol.3, No.1 , pp. 1-23 

Millel', Merton, (199 1): "Financial llUlovations and Market Volati lity", Blackwell , 

Cambridge 

120 



Moss, Todd J. (2003) : "Adventure Capita li sm: Globalization and the Political Economy 

of Stock Markets in Africa", New York: Palgrave MacMillan 

Mozambique online (2006): "Cervejas de Moyambique vai it Bolsa. Maputo", 

Mozambique on-line. http://www.mol.co.mzinoticias/OllI1 5. html 

Mthuli Ncube (2010): "should Ethiopia introduce stock market", African Development 

bank Report, finance at your finger tips 

Ndikumana, Leonce (200 1): "A study of capital account regimes II1 Africa," paper 

prepared for the UNCT AD workshop on "Management of capital flows: 

comparative experiences and implications for Africa", Cairo 

Nicholas M Odhiambo Prof. (2008): "Stock Market Development and Economic 

Growth [n South Afi"ica: An Ardl-Bounds Testing Approach", Department of 

Econom ics, University of South Africa, Pretoria, South Africa 

NigeI"ian Stock Exchange (NSE) (1992): Factbook 

Obstfeld, M. (1994): "Risk-Taking, Global Diversification, and Growth" American 

Economic Review, Vo1.84: 13 1 0-29 

Pardy, R. (1992): "Institutional Reform in Emerging Securi ties Markets", Policy 

Research Working Papers (Financial Policy and Systems). The Wold Bank, 

WPS,907 

]>ardy, R. (1 992):" Regulatory and Institutional Impacts of Securities market 

computerization", Working Papers, country Economics Department, The 

World Bank WPS 866 

Rachelle Wouono Ognaligui and Boubakari Ake (2010): "Financial Stock Market and 

Economic Grolll1h in Developing Countries: The Case of Douala Stock 

Exchange in Cameroon", International Journal of Business and Management, 

Vol. 5, No.5, China 

Ralph Chami, Connel Fullenkamp and Sunil Sharma (2009): "A Framework for 

Financial Market Development", IMF Working Paper, WP/091l56 

Rajan R.G. and L. Zingales (1998): "Financial dependence and growth", American 

Economic Review, 88 , pp. 559-586. 

121 



Umar Bida Ndako (2009): "Stock Markets, Banks And Economic Growth: A Time -

Series Evidence From South Africa", Department of Economics, University of 

Leicester, United Kingdom 

Valdes, Benigono (1999): "Economic Growth: Theory, Empirics and Policy" London: 

Edward Elgar 

Valeriano F. Garcia and Lin Liu (1999): "Macroeconomic Determinants of Stock 

Market Development", Journal of Applied Economics, Vol. Ii, No. I, Pp. 29-

59 

VanNieuwerburgh Stijn (1998): "The Relationship between Financial Intermediation 

and Economic Growth in Developing Countries," Master's thes is, University 

of Gent May 

Von Pischke, J.D. (1968): Share and Share Trading in Addis Ababa, Hai le Selassie I 

University, Addis Ababa. 

World Development Indicators (2008): CD-ROM, The World Bank, Washington D.C 

123 



Appendix S.A 

Hausman test between ra ndom effect and fixed effect model 

The Hausman test is a general test procedure, which is used when we want to test the 

va lidi ty of an assumption that is necessary for effici ent estimation in panel data model. 

[n the panel framework the test checks fo r the fo lio"wing; 

Ho : Cor(1l1> X ii) = 0 i.e. Random Effect Model is correct (individual specific effects are 

not corre lated with the regressors and error terms) 

HI : Cor(1l1> Xii) :f 0 i.e . Fixed Effect Model is correct (i.e. individual spec ific effects are 

highly correlated with the regressors and error terms) 

We begin by assuming that the true model is the random effects model with individual 

effects unco rrelated with regressors and error term. Thus the result below gives resu lts of 

the random effect model. 

. xtreg GCF I.MCR I.STR I.TR,re 

Random-effects GLS regression 

Group variable: id 
R-sq: within = 0.5757 

between = 0.8324 
overall = 0.7199 

Random effects u_i - Gaussian 
corr(u_i, X) = 0 (assumed) 

GCF I Coef. Std. Err. 

Number of obs = 209 
Number of groups = 11 
Obs per group: min = 19 

avg = 19.0 
max= 19 

Wald chi2(3) = 319.01 
Prob > chi2 = 0.0000 

Z P> I z I [95% Conf. Interval] 
-------------+----------------------------------------------------------------

MCR I 
Ll. I 1.30e+07 9930335 1.31 0.192 -6496122 3.24e+07 

I 
STR I 
Ll. I 2.54e+08 4.00e+07 6.34 0.000 1.75e+08 3.32e+08 

I 
TR I 
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L1. I 2.60e+08 5.68e+07 4.58 0.000 1.4ge+OS 3.71e+OS 

I 
_cons I 3.1Se+09 1.22e+09 2.60 0.009 7.S3e+OS 5.5Se+09 

-------------+----------------------------------------------------------------

sigma_u I 3.334e+09 
sigma_e I 5.254e+09 

rho I .2S713039 (fraction of variance due to uJ ) 

· estimates store re 

Once we regressed the random effect model and its results have been stored for later use, 

then proceed to the second estimation of fi xed effect model as fo ll ows : 

· xtreg GCF I.MCR I.STR I.TR,fe 

Fixed-effects (within) regression 
Group variable : id 
R-sq : within = 0.5761 

between = 0.S263 
overall = 0.7167 

Number of obs = 209 
Number of groups = 11 
Obs per group: min = 19 

avg = 19.0 
max= 19 

F(3,195) = 8S.32 
corr(u_i, Xb) = 0.4156 Prob > F = 0.0000 

GCF I Coef. Std. Err. t P>ltl [95% Conf.lnterval] 
----------- --+----------------------------------------------------------------

MCR I 
L1. I 1.17e+07 9953454 1.1S 0.240 -7904695 3.14e+07 

I 
STR I 
L1. I 2.55e+OS 4.00e+07 6.37 0.000 1.76e+OS 3.34e+OS 

I 
TR I 
Ll. I 2.22e+OS 5.75e+07 3.87 0.000 1.0ge+08 3.36e+08 

I 
_cons I 3.63e+09 6.S3e+OS 5.56 0.000 2.34e+09 4.92e+09 

-------------+----------------------------------------------------------------

sigma_u I 5.575e+09 
sigma_e I 5.254e+09 

rho I .52963431 (fraction of va riance due to uJ) 

F test that all u_i=O: F(10, 195) = 16.40 

· esti mates store fe 
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Hence after storing the results of the fi xed effect model then proceed to the Hausman test 

procedures to test the best model between fixed effect model and random effect model as 

follows: 

The Hausman Test is basicall y 

H: (b-~)' (V(b) - V(~)r l(b-~) where; b - is estimated parameter of random effect model 

B - is esti mated parameter of random effect model 

1-[0 : b-~ = 0 i.e . Random Effect Model is correct 

i.e. Fixed Effect Model is correct 

. hausman fe re 
---- Coefficients 0000 

(b) 
fe 

(B) (b-B) . sqrt(diag(V _b-V _B)) 
re Diffe rence S.E. 

-------------+----------------------------------------------------------------

L.MCR I 1.17e+07 
L.STR I 2.S5e+08 
L.TR I 2.22e+08 

1.30e+07 
2.54e+08 
2.60e+08 

-1241430 
1186528 

-3.77e+07 

678002.6 
1142496 
8887150 

b = consistent under Ho and Ha; obtained from xtreg 
B = inconsistent under Ha, efficient under Ho; obtained from xtreg 

Test : Ho: difference in coefficients not systemat ic 

ch i2(3) = (b-B)'[(V_b-V_B)I\(-l)](b-B) 

= 20.01 

Prob>chi2 = 0.0002 

(V _b-V _B is not positive definite) 

With the probabil ity of the Hausman test being 20.0 1 or its P value being 0.0002, it 

highly rejects the null hypothesis that the dift"erence in coefficients is not systematic (or 

in other words "random effect model"), hence the fixed effect model is accepted as best 

model over the random effect model. 
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Appendix S.B 
Vector Autoregression Estimates 
Date: 05/15/12 Time: 14:49 
Sample (adjusted): 19932010 
Included observations: 18 after adjustments 
Standard errors in ( ) & t-statistics in [ ] 

D(GDPR,1) D(FDI ,1) D(LF,1 ) D(S,1 ) D(BC, 1) D(GCFS,1) 

D(GDPR(-1 ),1 ) -0. 278835 -1350978. -398.4826 -20183595 0.129853 -73240856 
(0.30777) (5650918) (5923.33) (6979142) (0. 13598) (2.9E+07) 
[-0.90599] [-0.23907] [-0.06727] [-2.89199] [ 0.95495] [-2.50517] 

D(FDI(-1),1) -9.83E-10 -0.352966 -3.54E-Q5 0.942252 5.73E-09 -0.583796 
(14E-08) (0.25689) (0 .00027) (0.31727) (6.2E-09) (1.32904) 
[-0 .07028] [-1.37402] [-0.13149] [ 2.96991] [ 092688] [-043926] 

D(LF(-1),1) 4.28E-06 241.8145 0.840725 -569.5233 -3.97E-06 -486 .6886 
(1.2E-05) (2 14.692) (0.22504) (265.154) (5.2E-06) (1110.74) 
[ 0.36581] [ 1.12633] [ 3.73587] [-2.14790] [-0 .76930] [-043817] 

D(S(-1),1) 3.23E-09 -0.030353 -0.000281 -1.301714 4.33E-10 -3.637919 
(7.2E-09) (0. 13309) (0.0001 4) (0. 16437) (3.2E-09) (0.68856) 
[ 044611] [-0.22806] [-2.01268] [-7.91932] [ 013530] [-5.28337] 

D(BC(-1),1) 0.210238 3597927. -4232.852 -41772805 0412310 -149E+08 
(0.69433) (1.3E+07) (13363.1 ) (1.6E+07) (0.30677) (6 .6E+07) 
[ 0.30279] [ 0.28222] [-0. 31676] [-2.65308] [ 1.34404] [-2 .25597] 

D(GCFS(-1),1) -190E-09 -0075766 0.000109 0.148879 2.90E-10 0.655693 
(3.4E-09) (0.06151) (6 .4E-05) (0.07597) (1.5E-09) (0.31823) 
[-0.56643] [-1.23179] [ 1.68700] [ 1.95979] [ 0.19560] [ 2.06045] 

C -1.452552 -1.61 E+08 143817.3 4.37E+08 3.173984 7.91 E+08 
(10.0857) (1.9E+08) (194110.) (2.3E+08) (4.45607) (9 .6E+08) 
[-0. 14402] [-0.86931] [ 0.74091] [ 191180] [ 0.71228] [ 0.82547] 

R-squared 0. 166516 0.370168 0.856450 0.891599 0.280194 0.774635 
Adj. R-squared -0.288112 0.026624 0.778149 0.832471 -0.112427 0.651708 
Sum sq . resids 942.9267 3.18E+17 3.49E+11 4.85E+1 7 184.0644 8.51E+18 
S.E. equation 9.258543 1.70E+08 178190.4 2 .1 0E+08 4090615 8.79E+08 
F-statistic 0.366268 1.077497 10.93802 15.07918 0.713651 6.301607 
Log likelihood -61.16844 -362.2317 -238.7395 -366.0316 -46.46512 -391.8161 
Akaike AIC 7.574272 41.02574 27.30439 41.44796 5.940569 44.31290 
Schwarz SC 7.920527 41 .37200 27.65065 41 .79421 6.286825 44.65916 
Mean dependent 1.044985 10212778 1056533. -42672154 -0.415972 6.90E+08 
S.D. dependent 8. 157663 1.72E+08 378315.3 5.13E+08 3.878403 1.49E+09 

Determinant resid covariance 
(dol adj.) 4.66E+63 
Determinant resid covariance 2.43E+62 
Log likelihood -1446068 
Akaike information criterion 165.3409 
Schwarz criterion 167 41 85 
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