Emerging Markets Review 10 (2009) 23–35

Contents lists available at ScienceDirect

Emerging Markets Review
j o u r n a l h o m e p a g e : w w w. e l s ev i e r. c o m / l o c a t e / e m r

What drives stock market development in emerging markets—
institutions, remittances, or natural resources?☆
Andreas Billmeier a,⁎, Isabella Massa b
a
b

International Monetary Fund, 700 19th Street, NW, Washington, DC 20431, United States
Università Ca' Foscari, Dorsoduro 3246, 30123 Venezia, Italy

a r t i c l e

i n f o

Article history:
Received 22 February 2008
Received in revised form 28 October 2008
Accepted 29 October 2008
Available online 21 November 2008
JEL classiﬁcation:
G15
C33
F30
Keywords:
Stock market capitalization
Emerging markets
Panel
Institutions
Remittances

a b s t r a c t
In this paper, we assess the macroeconomic determinants of stock
market capitalization in a panel of 17 emerging markets in the Middle
East and Central Asia, including both hydrocarbon-rich countries and
economies without sizeable natural resource wealth. In addition to
traditional variables, we include an institutional variable and
remittances among the regressors. We ﬁnd that (i) both institutions
and remittances have a positive and signiﬁcant impact on market
capitalization; and (ii) both regressors matter, especially in countries
without signiﬁcant hydrocarbon sectors; whereas (iii) in resource-rich
countries, stock market capitalization is mainly driven by the oil price.
© 2008 International Monetary Fund. Published by Elsevier B.V.
All rights reserved.

1. Introduction
Over the last decade, stock markets have received a great deal of attention, both as a source of ﬁnancial
development and ultimately economic growth, and in the context of large swings in stock market valuation.
This is particularly true for emerging markets, which have shouldered an increasing share of world growth. The
depth of a stock market—as captured by the market capitalization—is an important measure of one aspect of
ﬁnancial development, much in the same way as monetization or the amount of private sector credit measure
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the depth of ﬁnancial intermediation. In fact, commercial banking and stock markets both contribute in a major
way to the transformation of savings into investment, thereby enabling ﬁnancial development and economic
growth. However, it is not clear, a priori, whether these two types of ﬁnancial markets should be considered
complements or substitutes.
While research on stock markets in many emerging markets—especially Latin America—abounds,
relatively little of the recent research interest in ﬁnancial markets has been directed at the Middle East and
Central Asia. This region comprises some of the richest countries in the world, endowed with vast resources
of oil and gas, but also relatively “new” countries with substantially lower per capita income on the territory
of the former Soviet Union (FSU), many of which do not dispose of a natural resource endowment. In the
resource-rich Middle East, stock markets have experienced large ﬂuctuations over the last few years.1
Economies in Central Asia have also seen a rise in stock market capitalization but have come under some
scrutiny for unprecedented banking credit booms, an issue we will not pursue further here.2
To better understand what drives stock market development in this region, we explore in this paper the
macroeconomic determinants of stock market capitalization in a panel of 17 economies that form part of
the IMF's Middle East and Central Asia Department (MCD). In addition to traditional regressors (stock
market turnover, income, saving/investment, domestic credit), we are interested in whether three
additional factors are of particular relevance in this context.
First, we focus on the effect of hydrocarbon wealth on stock market capitalization. We refrain, however,
from using estimated hydrocarbon wealth as a regressor, chieﬂy due to the data weaknesses associated with
this variable (variation over time due to new discoveries, oil price changes, etc.). Instead, we distinguish
between oil-rich and other economies simply by means of splitting the country sample into hydrocarbonexporting and importing countries.3
Second, we are interested in institutions. Since the FSU economies have existed for only about 15 years, one
might expect that their rather “new” institutions may play a different role than those in the Middle East.
Furthermore, we expect “good” institutions to have a positive impact, not only on stock market investors, who
feel more conﬁdent for example regarding property rights and information transparency, but also on ﬁrms,
which may consider equity as a potential source of ﬁnancing.
Third, the region is characterized by two supranational labor markets which, driven by hydrocarbon
resource endowments, induce large remittance ﬂows. While many Egyptians, Moroccans, and Pakistani
nationals seek economic fortune in the Gulf, a similar type of regional labor mobility exists between FSU
economies. These regional movements of labor result in remittances that can play a major role in enhancing
disposable income of those in the home country. In fact, worldwide (recorded) remittances have amounted to
US$226 billion in 2004, having grown faster than private capital ﬂows and ofﬁcial development assistance in
developing countries during the decade 1995–2004. In Jordan, for example, remittances transferred through
the banking system amounted to 18% of GDP in 2002; unofﬁcial remittances may add 50% or more on top of
recorded ﬂows.4 Table 1 provides some insights into the large impact of remittances on disposable income and,
potentially, ﬁnancial development if households smooth their consumption over time.
Most of these remittances are, as part of disposable income, likely to be spent immediately on
consumption. Some share, however, may be used to smooth consumption over time, and spending could in
fact be delayed via saving and investing in the stock market, especially if typical vehicles for asset
accumulation, such as pension funds, are underdeveloped or not deemed trustworthy. As more investment
in the stock market leads ultimately to a rise in market capitalization, we expect remittances to have a
positive impact on stock market development.
In this paper, we ﬁnd that, next to a set of traditional regressors, institutions and remittances have
signiﬁcant explanatory power for stock market capitalization in our panel, which is consistent with our
expectations. The impact, however, is dramatically different between oil and non-oil economies: while, in the
latter, both institutions and remittances contribute to explaining stock market capitalization, the impact of
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See Billmeier and Massa (2008) for a case study of the Egyptian stock market. Saadi-Sedik and Petri (2006) review developments
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See, e.g., Billmeier and Ding (2006) for a review of the credit boom in Georgia.
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In the remainder of the paper, we understand “oil economies/exporters” to mean economies that are rich in hydrocarbon
resources, be it oil or natural gas.
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See World Bank (2006), p. xiii and p. 85.

