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Abstract 
This thesis starts with a research overview of the relationship between financial system development, 
capital markets and economic growth. The general consensus among economists is that financial system 
development contributes to economic growth, and that both banks and capital markets are important in 
that development. These findings justify the interest that aid agencies and international organisations 
show for assisting financial development in developing countries. 
 
The authors go on to create a model for Capital Market Diagnostics (CMD) that could be used by such 
organisations to evaluate the level of development of the capital market in a developing country. The 
model consists of three steps. Step one determines whether necessary conditions, such as security and 
rule of law, exist in the country. Step two lists factors that can improve or impede the development of 
the capital market, focusing on the availability of capital, the availability of investment opportunities and 
macro environment factors that affect these two. The third step consists of an evaluation of the financial 
institutions in the country, providing checklists for interviews and site visits.  
 
To test the model it was implemented during a field study in Georgia. The conclusions from the test 
were that the final model, having been improved during the field study, meets the requirements for 
accuracy and usability and can be utilised as intended. 
 
The evaluation also resulted in conclusions on the development of the Georgian capital market. The 
level of development is low, mainly due to a lack of investment opportunities. There are few companies 
using the capital market in Georgia, and the ongoing privatisation process is not changing this but 
instead creates privately held companies with few owners. Another cause for the low level of 
development is a lack of capital, due to low interest and level of knowledge from domestic investors and 
a pension system that does not channel investments to the capital market. However, the institutions of 
the capital market are sufficiently developed for the current level of market activity and do not limit 
capital market development at this stage. 
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monakveTi 

 

es Tezisi iwyeba kvlevis monaxazebiT, romlebic exeba urTierTobebs, 

rogorc finansuri sistemis ganviTarebis, aseve kapitalis bazrebisa da 

ekonomikur progresis mimarTebiT. ekonomistTa azriT, finansuri 

sistemis ganviTareba ekonomikuri zrdis gansazRvrelia da bankebs, aseve 

kapitalis bazrebs mniSvnelovani funqcia akisriaT am ganviTarebis 

uzrunvelyofis sakiTxSi. es monaxazebi azusteben im interess, 

romelsac damxmare saagentoebi da saerTaSiriso organizaciebi 

asaxaven ganviTarebadi qveynebis finansuri ganviTarebis 

daxmarebisaTvis. 

 

avtorebma Seqmnes kapitalis bazrebis sadiagnostiko modeli (CMD – 
Capital Market Diagnostic), romelic SesaZlebelia gamoyenebul iqnas 

zemoaRniSnuli organizaciebis mier ganviTarebad qveynebSi kapitalis 

bazrebis ganviTarebis donis Sesafaseblad. modeli sami safexurisagan 

Sedgeba: pirveli safexuri gansazRvravs, arsebobs Tu ara qveyanaSi 

saWiro pirobebi, Sesabamisi kanonmdeblobisa da kapitalis 

usafrTxoebis TvalsazrisiT. meore safexuri Seicavs im faqtorebs, 

romlebsac SeuZliaT kapitalis bazrebis ganviTarebis gaumjobesoba an 

garTuleba, am SemTxvevaSi ZiriTadi aqcenti keTdeba kapitalis 

xelmisawvdomobasa da makro faqtorebze, romlebic ganviTarebis 

procesze axdenen zemoqmedebas. mesame safexuri Seicavs qveynis  

finansuri institutebis Sefasebas. 

 

am modelis Semowmeba moxda saqarTvelos kapitalis bazrebis 

Seswavlis dros. Semowmebis Sedegad gamovlinda, rom kvlevis dros 

gaumjobesebuli saboloo modeli absoluturad akmayofilebs 

sizustisa da gamoyenebis moTxovnebs da Sesabamisad SesaZlebelia. 

  

Sefasebas daskvnaSi dafiqsirda, rom kapitalis bazrebis ganviTarebis 

done dabalia, rac gamoxatulia sainvesticio SesaZleblobis 

ukmarisobiT. saqarTveloSi kompaniebis mxolod mcire nawili iyenebs 

kapitalis bazars, xolo mimdinare privatizaciis procesis safuZvelze, 

kerZo kompaniebSi ganxorcielebuli investiciebis masStabebi, sulac ar 

cvlis am suraTs. ganviTarebis dabali donis mizezia aseve kapitalis 

deficiti, romelic ganpirobebulia adgilobrivi investorebis 

arasakmarisi interesiTa da sainvesticio garemos arasrulyofili 

flobiT. Semaferxebeli mizezia agreTve sapensio sistema, romelic ar 

gadacems investiciebs kapitalis bazarze. Tumca, kapitalis bazris 

dawesebulebebi, Seesabamebian sabazro saqmianobis arsebul dones da am 

safexurze ar zRudaven kapitalis bazris ganviTarebas. 
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Sammanfattning 
Denna uppsats inleds med en översikt över forskningen kring relationen mellan utveckling av 
finansiella system, kapitalmarknad och ekonomisk tillväxt. Konsensus bland nationalekonomer är att 
utveckling av finansiella system bidrar till ekonomisk tillväxt, och att såväl banker som kapitalmarknad 
är viktiga för denna utveckling. Dessa slutsatser motiverar det intresse som biståndsorganisationer och 
andra visar för att understödja utvecklingen av finansiella system i utvecklingsländer. 
 
Författarna skapar vidare en modell för utvärdering av kapitalmarknader (Capital Market Diagnostics - 
CMD) som skulle kunna användas av sådana organisationer för att utvärdera kapitalmarknadens 
mognadsgrad i ett utvecklingsland. Modellen består av tre steg. Steg ett avgör huruvida nödvändiga 
villkor, såsom säkerhet eller lag och ordning, finns i landet. Steg två listar faktorer som kan främja eller 
försvåra kapitalmarknadens utveckling, med fokus på tillgången på kapital, tillgången på möjliga 
investeringar samt makrofaktorer som påverkar dessa båda.. Det tredje steget består av en utvärdering 
av finansiella institutioner i landet, med tillhörande checklistor för intervjuer och studiebesök. 
 
För att utvärdera CMD-modellen tillämpades den under en fältstudie i Georgien. Slutsatserna från 
utvärderingen var att modellen, som förfinades ytterligare under fältstudien, uppfyllde kraven på 
tillförlitlighet och användbarhet och därför kan användas som avsett.  
 
Utvärderingen resulterade också i slutsatser om den georgiska kapitalmarknadens utvecklingsnivå. 
Mognadsgraden hos Georgiens kapitalmarknad bedöms som låg, främst beroende på en brist på 
investeringsmöjligheter. Det är ont om företag som använder sig av kapitalmarknaden i Georgien, och 
den pågående privatiseringsprocessen ändrar inte detta utan skapar istället onoterade bolag med få 
ägare. En annan orsak till den låga utvecklingsgraden är en brist på kapital som beror dels på lågt 
intresse och låg kunskapsnivå bland inhemska investerare och dels på ett pensionssystem som inte 
kanaliserar placeringar till kapitalmarknaden. Däremot är kapitalmarknadens institutioner tillräckligt 
utvecklade för den nuvarande marknadssituationen och utgör i dagsläget inte en begränsande faktor för 
kapitalmarknadens utveckling.
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1 Introduction 
In a typical developed country there is a multitude of financial services enabling people to make 
payments; borrow at reasonable interest rates; save for retirement; and limit economic risks through 
insurance. These services are provided by various institutions acting in a complex network of 
regulations and relationships that together make up the financial system. From a macroeconomic 
perspective, this system allows efficiency through decreased transaction costs, allocation of resources to 
productive use in enterprises and infrastructure, and the pooling of risks. (Obstfeld, 2004) 
 
In developing countries, however, the situation is often quite different. The financial system is less 
developed and financial services are less widely available or of much poorer quality. An entrepreneur 
wanting to grow his business may not be able to raise capital; a worker may not be able to earn interest 
on her pensions savings; investors have disincentives to invest capital due to high transaction costs or 
high risks – perhaps the only reliable investment available is gold or foreign currencies because of high 
inflation and fluctuant exchange rates. Such an economic environment has negative consequences for 
the individual, but also for the country as a whole.  
 
Today many see the improvement of the financial system in developing countries as one way to support 
economic development. Organisations such as the World Bank, EBRD or the Swedish International 
Development Cooperation Agency (Sida) participate in projects to build financial institutions, improve 
regulation and in other ways strengthen the financial infrastructure in developing countries. For 
example, “…building the climate for investment, jobs and sustainable growth, so that economies will 
grow, and by investing in and empowering poor people to participate in development” is the formulated 
strategy of the World Bank (World Bank, 2006). 
 
Given this interest in financial systems this thesis will examine the relationship between financial system 
development and economic development, focusing on the role of the capital market. It will also attempt 
to contribute to the efforts being made in financial system development by creating a tool that can be 
used by organisations or companies when investigating the feasibility and suitability of capital market 
development projects. 
 
The thesis consists of three principal parts: 
 

• A research overview of current findings regarding the link between financial system 
development, capital markets and economic growth.  

 
•  A proposed model for evaluating the capital market in a developing country. The model 

provides a tool for examining the conditions for the capital market and its level of development 
in a country. 

 
• A field study where the model is implemented and tested by evaluating the capital market of 

Georgia. 
 
Though these three parts are interlinked, each part fulfils a different purpose, uses a different 
methodology and has a different structure. For clarity and simplicity the analysis has therefore also been 
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divided so that each part has is concluded by an analysis section. Final conclusions from all parts are 
presented in the last section. 
 

1.1 The financial system and the financial market 
The financial system performs three main functions: it handles payments, it channels savings to 
investments and it manages economic risks (Bäckström, 2002).  
 
The first function, the payment system, enables monetary transactions for the purchase of goods and 
services. The currency used must be trusted, and preferably convertible (exchangeable with other 
currencies without restrictions) and stable (low inflation).  
 
The second function is the allocation of resources to productive use by transferring savings into 
investments in infrastructure or businesses. This requires information on the state of companies and on 
economic events, to enable investors to optimise their investment decisions. A framework for corporate 
governance is also vital, to protect investors and deal with agency problems.  
 
Finally the financial system allows economic risk management, allocating risk between economic entities 
with different preferences for risk and returns. The financial system also includes monitoring and 
controlling bodies that ensure obligations are met, that information dissemination is accurate and fair 
and who promote trust between the participants in the market. (Beck, 2006)  
 
Several institutions execute these functions in the financial system. The exact division of responsibility 
differs between countries but a well functioning economy has institutions that together perform all the 
above-mentioned functions. Banks provide payment services, as well as credit and deposit services 
(capital allocation through debt). A central bank guarantees the currency and manages inflation. A stock 
exchange provides an alternative means of capital allocation through equity (shares) or debt (bonds) and 
also oversees corporate governance through listing rules for issuers. The stock exchange also plays a 
monitoring role by supervising insider trading and has a role in information dissemination (of share 
prices and corporate disclosures, such as financial statements). Credible media plays a vital role for 
dissemination of information related to the economy.  Risk allocation is facilitated by insurance 
companies, but increasingly also by derivatives markets, which can provide products to manage risk in 
everything from price fluctuations in shares or oil, to weather events or credit defaults. And a regulatory 
authority (such as the US SEC or the UK FSA) controls corporations, banks and exchanges, according to 
laws and regulations produced by the government through a department of finance. (Damodaran, 2001) 
 
The financial market handles the exchange of assets and is made up by several separate markets for 
various types of asset classes. Capital markets provide trading services for long-term securities such as 
shares and bonds (with a maturity of more than one year). Other markets include money markets (for 
shorter-term bonds); currency markets (for foreign exchange); commodities markets where anything from 
metals to grain is traded; mortgage markets for property debt; and derivatives markets with products based 
on the underlying assets of all previously mentioned markets and more. (Saunders, 2004) 
 
A well-functioning capital market facilitates the allocation of capital to productive use in companies by 
encouraging the placement of shares and bonds in the primary market. It gives investors an efficient 
means of buying or selling assets in a liquid secondary market, and it requires companies to provide 
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accurate information to investors to facilitate for them to make sound investment decisions and by doing 
so promotes good corporate governance. 
 

1.2 Capital market evolution 
This thesis focuses on countries in early stages of financial system development. The development 
process can look very different in different countries, but there are some common characteristics of how 
financial systems develop over time that can be distinguished. 
 
First, financial system development usually means greater diversity of the financial services available for 
individuals and organisations. The basic functions such as payment system, capital allocation and 
insurance become more readily available as financial system development progresses. 
 
From the capital user’s point of view the capital market development lifecycle can be characterised by 
the sources of capital available. The first capital used to start a business is often personal, or possibly a 
micro credit when such is available – hence there is no need to use the capital market. Later, a successful 
entrepreneur may use bank loans to expand his business. But at some stage of business development it 
may be more favourable for the capital user to turn to the capital market in order to grow the business. 
In comparison to bank loans, the capital market could provide capital at lower cost (through bond 
issues) or in larger volume (through share issues) than would be possible with bank credit alone. This 
can be seen as a big step, especially if ownership rights and company control are a worry to the 
entrepreneur. It requires familiarity with the capital market, and a bond issue can be a natural first step 
to test using the capital market before spreading ownership through a share issue.  
 
As financial literacy develops, investors’ interest for alternative investment opportunities increases. With 
increased awareness of risks and yields, the demand for more advanced investment products (e.g. shares 
and derivatives) can increase. 
 
A lifecycle for the exchange institution can also be detected, though it is by no means a law-bound 
development. In early stages of development of the capital market the exchange is usually not a profit 
making entity – simply because there are small revenues from trading, listing or membership fees. In 
some developed economies the capital markets developed slowly and naturally. In England for example, 
different forms of government bonds were traded in natural meeting places, such as coffeehouses, for 
more than a century before the business was organised into the member-owned Stock Exchange in 1801 
(The Economist, 2005). Countries wishing to speed this process up have created similar institutions 
‘from above’, with government funds or foreign aid (such as the USAid project that assisted the 
formation of the member-owned, non-profit Georgian Stock Exchange in 1999 (GSE, 2005). 
 
In more developed markets there is a trend towards for-profit exchanges – companies that compete for 
listings and trading revenues. The descendant of the London exchange of 1801 – the London Stock 
Exchange – is one example of such a company, which has listed its shares on its own market. At this 
stage of development the exchange is no longer in need of subsidies but is rather a sought-after source of 
profit (over the past few years the LSE has been courted by several exchanges and other companies, 
wanting to buy the very profitable enterprise). 
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1.3 Georgia, Sweden and the EU 
Georgia is classified by the OECD as a ‘Middle Income Country’ among developing countries, with a 
GNI per capita of 1060 USD (2004), but recently economic growth has been strong (11.1 % in 2003 and 
6.2% in 2004) and democratic development rapid (following the democratic ‘Rose revolution’ in 2003). 
However, the financial market in the country is still far from mature and to sustain and support the 
positive development this would need to be addressed. (World Bank, 2006) 
 
The relationship between Georgia, Sweden and the EU is influenced by Georgia’s recent inclusion in 
the EU ‘European Neighbourhood Policy’, and support for the democratic development in Georgia has 
been strong. Through Sida the Swedish government is providing assistance aiming at poverty reduction, 
reduction of regional political tensions and development of democratic institutions.  
 
During the period 2003-2005 this assistance amounted to 87 MSEK (approximately 12 MUSD) and a 
further 58MSEK (approximately 8 MUSD) was granted to regional development projects together with 
Armenia and Azerbaijan (Utrikesdepartementet, 2006). In response to the democratic development in 
Georgia, the Swedish aid budget was doubled following the Rose revolution, and in the next three-year 
period 2006-2008 the Swedish government has promised to double it yet again (Persson, 2006). 
 

1.4 Problem background 
As can be seen, both countries and international organisations are involved in worldwide aid and 
assistance for improvement of financial systems. This is part of their strategy to improve living 
conditions in developing countries. Do efforts to assist and develop a country’s financial systems really 
contribute to economic development and growth, and if so, how? 
 
Financial systems - and more specifically capital markets – are twined in an intricate setting involving 
politics, social situation, historical experiences and economic context. Due to the complex nature of a 
capital market it is hard to measure its level of development, and it is not easily captured in a single 
parameter or piece of statistics. There is also no standardised methodology for evaluating a capital 
market in a country for the purpose of finding ways of improving it. Given the limited resources and 
man-hours in international organisations and aid agencies, priorities must be made. So what is relevant 
to consider when evaluating capital markets in developing countries?  
 
Georgia is on a track of progress and has reached a level of maturity that enables democratic as well as 
economic development. How has the country’s capital market developed so far? What are the challenges 
and possibilities for improvement? 
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1.5 Research questions 
Given the background presented above the thesis will attempt to find answers to the following 
questions: 
 

• What is the relationship between financial systems development, capital markets and economic 
growth? 

 
• How can the level of development in a capital market be evaluated and which factors are relevant 

to look at? 
 

• What is the current level of development of the Georgian capital market and how could the 
current situation be explained? 
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1.6 Purpose  
Given our research questions, this thesis will have three principal purposes: 
 

• To enhance the understanding of the relationship between financial systems development, capital 
markets and economic growth.  

 
• To develop a practical model that can be used as a tool when evaluating the level of development 

of a country’s capital market. 
 
• To test and improve the model by doing an evaluation of the Georgian capital market. 
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1.7 Delimitations 
A financial system is highly complex, and its performance is determined by how well its institutions 
carry out their functions but also by a number of domestic macroeconomic, political and other factors. 
Furthermore, no economy today exists in a vacuum, but interacts with regional and global markets (in 
varying degrees, depending on the openness of the economy).  
 
These interactions make it impossible to study one function, or one institution, in isolation. At the same 
time, the complexity makes it impossible to exhaustively study the entire system. When studying a 
specific aspect of financial markets a balance must be found between limitations for convenience and 
inclusions for completeness. 
 
The research on the relationship between financial development, capital markets and growth is widely 
debated. Although we have tried our best to cover different aspects and give a balanced overview we 
may very well have failed in covering all aspects in this debate. 
 
Since the focus will be on the capital market, other institutions and functions of the financial system will 
only be described in relation to it. Obviously, examining all institutions and functions in the financial 
market falls outside the scope of this research.  
 
To focus on developing countries makes sense since this is where there is the greatest need and potential 
for improvement. Preferably, the model should be tested and refined several times. It would be of 
interest to study several countries in different stages of economic development, but in order to get to a 
level of detail that allows for relevant conclusions and specific recommendations; the time and resources 
available for this study limits us to a field study in a single country. The field study was undertaken 
during three weeks in Georgia and it is of course impossible to cover all aspects of the Georgian capital 
market in this time.  
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2 Methodology 
When planning a research project you have to make decisions about how the research is to be 
conducted. There are various methods to choose from when trying to fulfil the aims and objectives of a 
research project. In this part, research methods relevant to fulfil the purpose of the thesis are presented. 
First an overview of our conceptual foundation is given before presenting our methodological 
procedure. Finally, a critical discussion is made to highlight some issues that need to be taken into 
account. 
 

2.1 Conceptual foundations 
The social sciences investigate human beings so the interpretation of individual subjectivity plays a 
central role. In hermeneutics interpretation of meaning replaces observation and measurement found in 
positivism. This implies reconsidering of scientific objectivity and great reliance is rather put on 
probabilistic knowledge than certain. This creates some uncertainty that can be overcome by arguments 
and debate (rationalism) to justify one’s interpretation. (Baronov 2004) 
 
Our conceptual foundation is based on hermeneutics throughout this thesis. In the first part, 
interpretation of books, journals and articles is used when relevant research on financial development is 
assessed and presented. Next, we have developed a model based on our understanding of the subject and 
input from different experts from relevant fields of work. We argue for the factors in the model since 
they are of interest for the purpose and use of the model. Finally, when implementing the model we are 
also faced with interpretation of responses from different actors related to the Georgian capital market. 
We do not claim our work to be absolute or certain; rather we try to offer a new perspective on how 
capital markets can be evaluated in developing countries. 
 
There are two more considerations to take into account for the concept of this thesis. First, social 
sciences must also rely upon a form of understanding that allows insight into the hidden meaning 
behind human actions. Second, there are two subjectivities to account for when interpreting – that of the 
creator and that of the interpreter (Ibid 2004). These are necessities to consider in our case as the experts 
from different fields of work might have their own interests – not least in the structure or the results 
from the model. Therefore, responses might be considered biased to personal motives and hidden 
agendas. In addition, interpretation of tone of voice and body language are important, but we must also 
be aware of cultural misunderstandings. Our subjective interpretations are influenced by our own 
culture while some of the interviewees have a different cultural background. Such misunderstandings 
have probably occurred during interviews in our field study, but we doubt that they have had significant 
impact on the end results. 
 

2.2 Methodological procedure 
The methodological procedure of a research project should be presented to increase transparency and 
provide the reader with an understanding of how research is conducted. Our thesis consists of several 
parts where a set of different techniques and approaches has been used. These are presented in the 
following sections. 
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2.3 Research overview 
Description is used in social sciences to describe situations and events (Babbie, 2001). Given our purpose - 
to enhance knowledge about the relationship between financial development, capital markets and 
economic growth - relevant studies are presented in a descriptive manner. A variety of secondary 
sources were used, including books, articles and working papers. To find relevant material, words and 
phrases that were used to search in databases and library directories include: ‘financial development and 
growth’, ‘stock exchange’, ‘capital market’, ‘economic development’ and similar. Also, official websites 
of international organisations (e.g. World Bank, IMF, OECD and UN) has provided us with useful 
publications and statistics. In the analysis part, we make an evaluation of the material and sum it up 
with our own understanding of the field.  
 

2.4 Model development and implementation 
Exploration occurs when a researcher examines a new interest or when the subject itself is relatively new. 
Exploratory studies are done to i) satisfy curiosity and better understanding, ii) test the feasibility of 
undertaking a more extensive study, iii) and to develop the methods to be employed in any subsequent 
study (Babbie, 2001). We are indeed interested in how to evaluate the level of development in a capital 
market and in lack of practical models we undertake the task of developing such a model ourselves. The 
purposes of explorative studies described above are fulfilled in our model development and 
implementation stages.  
 
Our approach in the exploration contains both inductive and deductive modes of inquiry. According to 
Babbie (2001), deduction moves from a pattern that might be logically or theoretically expected to 
observations that test whether the pattern actually occurs. Conversely, induction moves from a set of 
specific observations to the discovery of a pattern that represents some degree of order among all the 
given events.  
 
 
 
 
Reality  
 
 
 
 
 
 
 
Theory 
 
Figure 1. Methodological overview of the model development and implementation. 

 

As figure 1 shows, both inductive and deductive modes of inquiry were used to develop and refine the 
model. This has been an iterative process throughout our work with the thesis. The data used for the 

 
Secondary       
sources 

 
Field 
Experts 

MODEL

Field Study

Development &  
Refinement 

Deductive mode 

Inductive mode 
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deductive and inductive methods originate from primary and secondary sources. Data was collected 
from primary sources using qualitative methods. Several interviews with experts from different fields of 
work were conducted (See references for a complete list). Our selection of informants is based on 
purposive sampling - i.e. informants are chosen on the basis of their knowledge and the purpose of the 
study (Babbie, 2001). In similar manner as in the first part, secondary sources were used for gathering 
data as well. Each stage of the model is described more in detail below.  
 

2.4.1 Development 
The aim of making the model practical to use ‘in the field’ requires input from practitioners, and this 
knowledge is not always documented or even explicit. In this study, a base for a model was derived from 
a personal theoretical framework. Next, interviews were conducted in sequence, iteratively discussing 
and refining the model with the interviewees and allowing them the opportunity to give feedback on the 
final result in order to leverage on their collective knowledge. Thus, inputs from several people with 
different experiences and perspectives were required to make the model complete and accurate enough 
to fulfil its purpose. The chronological order in which informants were interviewed was a deliberate 
choice based on the expertise needed at different stages of the model. The nature of the interviews is best 
described as a dialogue which according to Lindström (Cited in Arbner & Bjerke 1997) is a more 
intensive interaction that leaves room for adding supplementary information; correcting 
misunderstandings; and getting new and unexpected information. Except for one telephone interview, 
all were conducted face to face with both authors present. To maintain focus on relevant matters the 
interviews had a semi-structured character as special areas of interest were brought up when needed. 
The data from each interview was compiled into a summary directly after the interviews. Then relevant 
data was chosen and fitted in as factors to make the model satisfactory. 
 

2.4.2 Implementation 
Once the model was developed it needed to be tested in a real-world setting. Georgia is a country whose 
level of capital market development makes it well suited for implementing our model. We chose to 
apply the model there in order to evaluate the development of the capital market while simultaneously 
testing and refining the model to improve its accuracy and practical usability. To evaluate the current 
state of the Georgian capital market the model was used as diagnostics. Diagnostics is a way of 
understanding and interpreting actors and situations through deeper insight (Arbnor & Bjerke 1997). By 
using the model we could also evaluate its practicality and refine it to suit our purpose better. Given our 
model, certain institutions were of special interest for qualitative data gathering. Meetings were 
arranged with representatives from relevant institutions after our purpose was explained. No given 
order was followed as informants’ convenience and availability was more important than our 
preferences. Interviews gradually provided us with a deeper understanding of the current state of the 
country’s capital market. Several institutions were visited and their informants were interviewed in the 
same manner as in the development stage. Also, notes were taken and compiled after each interview. 
After a filtering process parts of these notes were selected for our purpose of understanding the 
development of the Georgian capital market (See Appendix).  
 
There is a multitude of external factors that determine the potential of the capital market in a country. 
The challenge is to determine a few factors that capture as many aspects as possible of this complex 
reality and translate them into measurements in order to determine the potential for the capital market 
to function well. These factors represent a wide array of heterogeneous data. 
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There are four types of measurements – nominal, ordinal, interval and quota measurements 
(Gustavsson, 2004) – and the factors used in the model include all these four types. Nominal 
measurement is used to categorise data (e.g. ‘funded’ or ‘pay as you go’ pension system). When using a 
rating system (ordinal data), information reveals if the measured is relatively better or worse than others 
(without stating exactly how much better or worse). GDP growth is a good example of interval 
measurement where the increments are quantifiable and equal, but without an absolute zero point in 
the scale. When measuring data with an absolute zero point (e.g. population) it is referred to as quota 
measurement.  
 
The sources of information are also diverse – some data is quantitative and unambiguous (e.g. 
population) while other represents a qualitative assessment on an arbitrary scale made by the researcher, 
such as the quality of the legal system. 
 
 

2.5 Critical discussion 
Our choice of perspective goes along the lines of the organisations we have come in contact with and this 
may very well affect the way we have searched and selected secondary material. For example, some of 
the materials are publications available on websites belonging to the World Bank and IMF. This can be 
considered biased not only in searching the material but also in interpreting it. Still, in our view we have 
reduced this bias significantly by also looking for contradicting research and critiques in libraries and 
public databases. 
 
In our purposive sampling of informants we have interviewed experts that were introduced to us 
through facilitators at OMX (the Nordic exchange operator), Caucausus School of Business (CSB) and 
the Georgian Stock Exchange (GSE). Although each expert has fulfilled his/her purpose for the 
development and implementation of the model we cannot exclude the fact that other experts’ input 
would have another outcome on the results. Given the great number of informants and their experience 
in the field we are however confident that the results would not differ significantly. 
 
As we mentioned earlier, cultural misunderstanding as well as other ‘noise’ in the communication 
between the interviewer and interviewee can lead to wrong interpretations. We hope that we have 
reduced much of such noise by our use of dialogue where questions were posed once too often rather 
than presuming understanding in dubious cases.  
 
For our model to be practical – so that it could be used given limited resources– secondary data is used 
that originate from several institutions, organisations and companies. Such data is constructed with 
methods and procedures specific to each institution. It would be outside the scope of this thesis to 
examine the reliability of such data, instead we are confident that the sources we have used are quite 
common to use in this field of work and do not question their reliability. However, it should be noted 
that when the same category of data has conflicted between two institutions (due to perhaps different 
methods of measurement or set of data) our subjectivity has been crucial to decide which line to go 
along. 
 



 

19(66) 

Interpretation and presentation is also dependent on our subjectivity as researchers. This should be 
illuminated as we have used both rationalism and arguments when creating knowledge. This is a 
characteristic of social sciences and investigation of human beings. We are well aware that subjectivity 
has an overall influence on our results.  
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3 Part one � research overview 
This section surveys current research with the aim to describe the views regarding the relationship 
between financial systems development, capital markets and economic growth. Theoretical viewpoints 
and empirical findings are presented regarding a few aspects of the topic. Also, critiques and differing 
views around the subject are presented for a more balanced discussion prior to making an analysis.  
 

3.1 Financial systems development and growth 
Until recently the general consensus was that ‘where enterprise leads finance follows’. It was believed 
that technological revolutions created a demand for finance – hence markets, instruments and 
institutions arose to satisfy the needs. Today the shift of thinking - thanks to a growing body of evidence 
- demands a reversed point of view that goes: ‘Where finance goes, enterprise follows.’ (Rosseau & Sylla 
2005) 
 
There is extensive research on the relationship between financial development - the depth and activity of 
the actors in the financial system – and economic growth. It should be noted that there are many 
competing theories about the link between financial development and economic growth. The main 
indicators used to examine the link of financial development to GDP growth are: 
 

• Bank credit to the private sector 
• Stock market capitalisation 

 
The results are not always unambiguous which is partly explained by the complex and multi-
disciplinary nature of the subject. Researchers’ use of different models for empirical evidence (consisting 
of various underlying assumptions) and lack of availability and reliability of data further complicate the 
interpretation of the outcomes. Notwithstanding, in the following section we present research results 
that are based on a growing amount of empirical data. 
 

3.1.1 Theory 
In theory, the costs of acquiring information and making transactions create incentives for the 
emergence of financial markets and institutions. Theoretical models show that financial instruments, 
markets, and institutions may arise to mitigate the effects of information and transaction costs. It 
should be noted that different types and combinations of information and transaction costs motivate 
distinct financial contracts, markets, and institutions (Levine, 1997 & 2004).  
 
Beck (2006) refers to Levine and suggests that well-developed financial systems ease the exchange of 
goods by providing payment services; help mobilise and pool savings from a large number of investors; 
allocate society’s savings to their most productive use by increased information on enterprises and 
investments; monitor investments and exert corporate governance; and help diversify and reduce 
liquidity and intertemporal risk. The model below visualises how the theoretical approach to the link 
between financial development and growth: 
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Figure 2. A Theoretical Approach to Finance 
and Growth. Originated from Levine (1997) 
and slightly modified 

 
Creating an efficient financial system, that more effectively channels society’s savings to their most 
productive use, requires i) macroeconomic stability, ii) a good legal environment and iii) an information 
framework (e.g. free press). Macroeconomic stability is characterised by low and stable inflation and 
provides incentives for financial forms of savings. A working legal environment has positive effects by 
preserving rights and imposing obligations both vis-à-vis other private parties and vis-à-vis the 
government. Finally, benefits can be reaped in many areas by reducing information asymmetries that 
prevent direct interaction between multiple savers and investors. (Beck 2006) 
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3.1.2 Empirical findings 
Efforts to show empirical evidence on the link between financial systems development and growth have 
been ongoing for a few decades. As expressed by Jurajda & Mitchell (2001), many authors have 
reconfirmed the positive correlation between differing indicators of financial development and growth 
since a pioneering work by Goldsmith in 1969.  
 
For example, following Goldsmiths work, King & Levine (1993a,b) managed to show a strong positive 
relationship between (bank-based) financial development indicators and growth indicators. Their 
contribution was an illustration of potentially large long-term growth effects from changes in financial 
development. They could also show that financial development could be a good predictor for economic 
growth rates.  (Levine 2004) 
 
With new methods and better tools for analysis together with a greater source of available data the 
empirical findings can be tested and become more robust to exogenous and endogenous factors as well 
as causality. For example, Levine argued in an earlier work: 
 

‘‘…Although conclusions must be stated hesitantly and with ample qualifications, the preponderance of 
theoretical reasoning and empirical evidence suggests a positive, first-order relationship between 
financial development and economic growth. A growing body of work would push even most sceptics 
toward the belief that the development of financial markets and institutions is a critical and inextricable 
part of the growth process and away from the view that the financial system is an inconsequential side 
show, responding passively to economic growth and industrialization. There is even evidence that the 
level of financial development is a good predictor of future rates of economic growth, capital 
accumulation, and technological change’’ (Levine 1997, p.688-689). 

 
The body of work has indeed grown and thanks to the work of Levine and numerous other authors the 
suggested link between financial system development and growth seem much stronger today. For 
instance, Rajan & Zingales (1998) find that financial development leads to industrial growth by reducing 
costs on external finance. Also, Beck and Levine (2001) find similar results when they investigate the 
impact of stock markets and banks on economic growth. Although there is a well-established view on 
the relationship between financial systems development and economic growth, an interesting question 
arises on what influence capital markets has to economic growth. In the following sections we shall 
examine the specific role of the capital market as a determinant for economic growth and present 
arguments for its importance.  
 

3.2 The role of capital markets 
The five functions described above are provided by all financial systems. Today, there is an established 
view of a p o s i t i v e  relationship between financial systems development and economic growth. 
However, developed financial systems consist of dispersed entities that each has specific roles in an 
economy. The structure and efficiency of financial systems are highly diverse in different countries. The 
capital market is a place for trading securities (e.g. bonds and shares) with longer maturity than one year. 
More developed markets improve the allocation of resources to its most productive use. Also, Wachtel 
(2003) summarises that a stock market provides investors and entrepreneurs with a potential exit option 
and enables foreign capital inflows important for emerging markets and transition economies.  
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While some systems rely more on banks (Continental Europe), others have put emphasis on markets 
(Anglo-Saxon). As Ehrengren (2006) suggests, a privately funded industrialisation process in the UK 
preceded today’s market-oriented system while closer ties between banks and commerce could be 
observed in countries like Germany, Belgium and Sweden. The debate is still ongoing about the 
comparative significance of bank-based and market-based financial systems. 
 
In a bank-based system the bank is the intermediary between investor (depositor) and the capital user 
(creditor). Debt is the only one form of capital available for the capital user. In a market-based system 
the investor and the capital user have a direct legal relationship through some financial instrument – 
bonds or stocks. Capital is available both as debt (bonds) and as a share of ownership (stocks). 
 

3.2.1 Advantages of a market-based system 
Within the financial system, a market-based system is needed because there are severe shortcomings in a 
bank-based structure. Firstly, in the absence of a market-based system, intermediaries with great 
influence on a firm may use their power to extract more from future profits of the firm. In turn, firms’ 
ability to invest in innovative and profitable ventures is reduced. Secondly, a market-based system is 
believed to have greater ability to gather and process information in new and uncertain situations 
involving innovative products and processes. Thirdly, the market-based approach is believed to more 
effectively exert corporate governance through identification, isolation and bankruptcy of distressed 
firms. In contrast, powerful and influential bank management in some countries – while keeping their 
own interests in primary focus - seem to have strong control of corporations and their decision-making. 
Fourthly, when banks show concentration of ownership powerful individuals or families can exploit 
opportunities (e.g. kinship related loans, longer maturity or favourable interest rates) to their own 
advantage. Fifthly, market-based systems are able to provide more tailor made risk management tools as 
the economy matures and the methods to raise capital increases. (Levine 2004) 
 
Finally, sound banking practise and low-risk lending leads to prudence. This approach fosters more 
conservative corporate strategies and hinders entrepreneurial and industrial risk-taking necessary – 
hence innovations, crucial to economic growth, are impeded. (Ehrengren 2006, Levine 2004) 
 
Efforts have been made to investigate the specific role of capital markets as an explanatory factor of 
growth. By analysing data from a panel of 40 countries during 1976 to 1998, Beck and Levine (2001) 
evaluate theories with focus on the long-run relationship between stock markets, banks and growth. 
Except for the conclusions that overall financial development matters to growth, results from one of the 
models suggest an independent link between growth and stock market liquidity (turnover). However, 
they admit that correlation of a specific financial institution (i.e. the stock exchange) to economic success 
is difficult to do with confidence. 
 
Firms may mature to levels where external financing is needed to sustain growth. The availability of 
capital is then crucial for such firms. In their influential work, Rajan & Zingales (1998) find that firms 
grow disproportionately faster within a developed financial market.1 Thus, growth opportunities are 
enhanced when finance is made more available and better accessible to firms – hence one mechanism for 
economic growth.  
                                                   
1 It should be noted that from a different approach, Hyytinen and Hoivanen (2005) find that government funding (with 
disregard to welfare effects) can provide the same effect on companies (SME´s) with financial constraints. 
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Capital markets improve the allocation of resources to its most productive use. Across 65 countries, 
Wurgler (1999) concludes that those with financially developed markets, increase investments more in 
growing industries and decrease investment more in declining industries, than in countries financially 
undeveloped markets. 
 
Recently, Bekaert et al. (2006) show results from emerging markets that indicate an increase in real 
economic growth after financial markets are liberalised. Zagha et al. (2006), however, highlight the 
complexity of economic growth and discuss the role of government involvement and policies for 
promotion of growth. In their view, lessons to learn from the past are to make governments accountable 
rather than bypassed, and provide macroeconomic stability through growth-oriented management. 
They accentuate that not all reforms are equally conducive to growth.  
 
Differently put, while empirical research has provided substantial evidence on what policies have 
worked and which have not, much less evidence is available on the proper sequencing of reforms. (Beck 
2006) 
 
Still, the specific role of capital markets development and growth cannot be singled out with robustness. 
Levine summarises: 
 

’’… the bulk of existing research suggests that (1) countries with better functioning banks and markets 
grow faster, but the degree to which a country is bank-based or market-based does not matter much, (2) 
simultaneity bias does not seem to drive these conclusions, and (3) better functioning financial systems 
ease the external financing constraints that impede firm and industrial expansion, suggesting that this is 
one mechanism through which financial development matters for growth.’’ (Levine 2004, p. 3) 

 
 

3.3 Critical discussion 
This section illuminates some underlying shortcomings and viewpoints that question the proposed links 
above between financial development and economic growth. 
Besides critiques to the underlying assumptions in the models, methodological shortcomings, robustness 
of results and reliability of data there are certain contradicting views that should be noted. This section 
tries to put forth some of these differing views. 
 
Although there is a general view that financial development promotes economic growth - largely 
supported by empirical studies – there is little adequate knowledge about how specific mechanisms in 
financial deepening leads to certain behaviour and economic growth. This uncertainty – of why 
economic growth occurs – makes it difficult to advise a country with weakly developed financial sector 
(Wachtel 2003). For example, Arestis et al. (2001) agrees with the general view - that both banks and 
stock markets promote growth - but their results suggest that the effects of the former are more 
powerful.  
 
Most authors that present results from cross-country studies are aware that more understanding is 
needed about determinants of financial development. By omitting country-specific effects the ties 
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between theory and empirical findings is loosened. 2 For instance, Dawson’s (2003) work present results 
from a test on 13 Central and East European Countries (CEECs) during transition. Conclusions are 
drawn that financial development has an insignificant effect on economic growth. In contrast to the 
general view – that financial development promotes growth - economic growth in the CEECs is not 
constrained by underdeveloped financial sectors.  
 
The results of Dawson and Arestis et al. highlight important issues – not least concerning the discussion 
of the Anglo-Saxon versus the Continental European approach – and demand a broader view from 
several fields within the social sciences to understand underlying mechanisms. 
 
Another interesting work by Aghion, et al. (2004) discusses financial development and instability in open 
economies. In brief, their results suggest that economies on an intermediate level of financial 
development are more unstable than both very developed and very underdeveloped economies. Such 
results further demonstrate the ambiguities and uncertainties that exist between the link of financial 
development and economic growth – especially over time. 
 
 There is much research left to undertake in order to establish stronger evidence of the impact of 
financial development. As mentioned earlier, given the growing amount of available and reliable data, 
refined econometric methods and of course the persistent work of researchers we are obliged to keep an 
optimistic view of the future. 

3.4 Analysis � part one 
There is a general consensus among economists that overall financial development is positively 
correlated to economic growth. Although such assertion is made evident through a growing body of 
empirical findings it is harder to explain how specific mechanisms evolve and lead to economic growth. 
In absence of single factors explaining growth it is still important to keep a holistic view and look at 
other benefits deriving from a well-developed financial system.  
 
Although mechanisms of convergence are put in motion through various agreements and organisations 
(the EU, NAFTA, the World Bank, ASEAN, IMF), the progress is slow. Most countries have historical, 
political, legal and social dissimilarities. This fact begs for a broader view involving more country- 
specific studies of effects and experiences. The constant change of countries’ economies makes the 
structure of the financial system dynamic, especially in the long run. It is therefore impossible to propose 
a composition of institutions that would suit all economies in general. Attention should be focused on 
finding country-specific structures that best promote economic growth. The role government plays 
should ideally depend on the setting where it exists without being bound to static policies. 
 
There is of course literature that argues for disadvantages with a developed market-based system (in lieu 
of developing banks). To illuminate these views, falls beyond the scope of this work. Instead, let us in 
conjunction with several authors conclude that the provision of financial services, rather than who 
provides them, matters for economic development. As Levine (2004, p.35) puts it: “It is the overall level 
and quality of the financial functions that are provided to the economy that influences resource 
allocation and economic growth.’’ Beck (2006, p. 4) continues: ”…focus should rather be on the 

                                                   
2 See Wachtel  (2003, pp. 41-42),  for a deeper discussion on country-specific effects.  



 

26(66) 

underlying policies and institutions that allow both banks and markets to effectively intermediate 
society’s savings.” 
 
In many developing countries there has been a historical shortage of institutions that promote 
transparency and openness. In others, such institutions have been installed but the public trust and 
confidence in them are often low because of mismanagement or corruption. By installing or reinstalling 
institutions, and providing them with a setting (economic, legal and informational) that supports rather 
than impedes them, an institutional side-effect that enhances trust and confidence for the new system in 
whole can be reaped. 
 
Finally, the need for extended inter-disciplinary research is great, not only on the role of politics, 
institutions and macro economic policies but also on the role of influential factors such as cultural 
behaviour and mentality. 
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4 Part two � A model for capital market diagnostics  
The model for capital market diagnostics (CMD) described below has been developed using information 
from interviews with a number of subject matter experts with different specialities within capital 
markets and development issues (for a listing and introduction of interviewees, please see the 
‘Interviews’ section). These experts also represent potential users of the model and have not only 
contributed to the structure and contents of the model, but also helped formulate requirements on the 
model to make it relevant and practical. 
 
The typical situation where the model could be used is when a company or non-profit organisation is 
evaluating a country to determine the suitability and prospects for a project in the capital market – 
whether it is an investment such as starting a for-profit exchange in an emerging economy or an aid 
project aiming at strengthening the financial sector in a developing country. 
 
Such an evaluation typically consists of (at least) two phases – an early selection process which is a 
‘desktop’ exercise using secondary sources available from the home country, and a ‘diagnostics’ project 
including a trip to the country/countries that fulfil the first selection criteria. If the outcome of the 
diagnostics project is favourable it may lead to the initiation of a larger project to determine the exact 
nature of the investments or aid project to undertake (Khane, 1978). The work required for a 
diagnostics project (including preparation, country visit and follow-up) should not exceed 200 man-
hours3, and the model should support that constraint. 
 
The model for capital market diagnostics should be usable in the two evaluation phases. The evaluation 
may also give information relevant to deciding on further actions – such as indicating a certain 
component of the capital market that needs strengthening – but advising on such measures is not the 
purpose of this thesis. 
 
It is conceivable that the model could be designed to result in a single, possible numerical measurement 
of capital market development (e.g., a number 0-100). However, considering the diverging interests of 
the potential users of it, we have refrained from creating such a single measurement. The CMD model 
can be used as a tool to gather and present relevant information, but the final interpretation of that 
information is left to the user. 
 
 
 

                                                   
3 Of course this figure varies depending on the nature of the project but according to our understanding of work procedures 
at Sida and OMX, 200 man hours is a realistic restriction. 
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4.1 Model overview 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 3. Overview of the model for capital market diagnostics. 
 
 
The model will have a three-step structure that in turn answers the following questions about the 
selected country: 

• Can there be a well-functioning capital market in the country? 
• How well could the capital market function? 
• How well is the capital market functioning currently?  

 
Thus, the first step deals with the necessary (but not sufficient) conditions that must exist for a well-
functioning capital market to develop. The second step covers conditions, external to the capital market 
itself, that can improve or impede the development of the capital market, and given these conditions the 
model should give a measure of how well developed the capital market could potentially be. Finally, in 
the third step, the actual situation of the capital market is determined by looking at the institutions that 
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make up the market. These internal conditions can be compared with the external conditions (in the 
second step) to see how well the capital market fulfils its potential. 
 
In order to do this evaluation we must define what constitutes a ‘well-functioning’ capital market. In the 
following we shall by that mean a market that is characterised by high liquidity, diversity and low 
transaction costs. 
 
High liquidity means that there are many buyers and sellers in a market at any given time so that it is 
always possible to sell or buy an asset and that the spread between the highest bid price and the lowest 
ask price is small, giving both buyers and sellers the best price possible. 
 
Diversity means that there are many investment options available for the actors in the capital market. 
There are many different shares, bonds and other instruments for the investor to choose from, allowing 
the investor to diversify and tailor risk and returns. There are many banks and brokerage firms to use as 
intermediaries and possibly also several exchanges and other institutions to choose between for investors 
and issuers, ensuring competition. 
 
Low transaction costs means that the transaction process is efficient and that the cost for trading in the 
market – through the entire transaction chain from the intermediary (bank/broker/fund manager) 
through the exchange and post-trade handling of the transaction – is low. The distinction between cost 
and price is important here – there may be actors with pricing power in the transaction chain that can 
charge high prices despite low costs and thus make handsome profits. This does not mean that 
transaction costs are high – but it may be an indication that the diversity of the market is insufficient. 
 
One can argue that other aspects are also important when assessing how a capital market functions, such 
as its fairness (that everyone has access to the same information and access to trading). However, to 
maintain the simplicity of the model it will be assumed here that such aspects are indirectly reflected in 
liquidity, diversity and transaction costs. For example, investors will be reluctant to trade in an unfair 
market, causing lower volumes, less liquidity and higher transaction costs overall if there are no 
alternatives. Or the move of volumes and liquidity can be expected if there is an alternative considered 
more fair (diversity). Market performance – whether the prices of shares or bonds are going up or down 
– is not considered here. 
 
The model will in each step examine factors that directly or indirectly affect these three aspects of the 
capital market. It will look at the external factors that decide the conditions for the capital market (steps 
one and two) and the internal factors that decide the actual state of the capital market (step three). 
 

4.2 Step one: Necessary conditions 
A capital market relies on some fundamental institutions in a society, all related to security and rule of 
law. If these basic conditions do not exist, it is hard to persuade investors to (voluntarily) supply funds 
when a promise of future returns cannot be backed up by a reliable legal system, or when the investors 
do not trust that they will be allowed to keep or benefit from such returns.  
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One can compare with the famous Maslow pyramid – if the basic needs, such as safety, are not met the 
higher needs are not relevant. Likewise, if it is to be relevant to go through further evaluation of a 
country using the later steps of the model, the following questions should first all be answered with ‘yes’: 
 

• Is there peace in the country (no active war with another nation significantly affecting the security 
situation)? Eritrea before the ceasefire with Ethiopia in 2000, would be an example of a country 
where the answer was ‘no’. 

• Is the internal security situation acceptable (including ethnic conflicts, insurgencies, guerrilla 
warfare and terrorism)? Iraq may be an example of a country where the answer today is ‘no’. 

• Is the government functioning and in control of the territory? Somalia is an example where that 
is not the case. 

• Is there rule of law and sufficiently strong and independent legal institutions? Zimbabwe comes 
to mind. 

• Is there protection of property rights and free private ownership? North Korea does not pass this 
criterion. 

 
Failing one or several of these tests does not necessarily mean that capital markets do not exist – there 
are active, if poorly functioning, stock exchanges in both Iraq and Zimbabwe. But the problems that 
affect these countries have an impact on so many of the other factors in our model that it is hardly 
worthwhile to assess other factors until the fundamental problems are resolved. 
 
Worth mentioning in this context, there is a difference between a capital market, that per definition 
involves long-term liabilities and therefore is dependent on a level of stability, and for example a 
currency or money market with shorter-term assets. One example is when a simple market for short- 
term fixed-income products was successfully established in Kabul immediately after the US-led invasion 
of Afghanistan, in order to establish an interest rate and support the money-based economy (as described 
in our interview with Sida’s Roger Garman). Short-term money lending exists even in situations of high 
uncertainty such as war – but usually to very high rates to compensate for the high risk. An equivalent 
market for long-term assets, such as shares, is not as easy to start in a similar security situation because of 
the different time horizon and the higher level of trust and predictability that is required to enable 
separation of ownership and control for such assets. 
 

4.3 Step two: Supporting factors 
If a country passes the criteria in the first step of the selection process it means that there are no 
conditions making it impossible for a capital market to be developed. This does not however determine 
the potential and actual development of the capital market. To find this out the environment of the 
capital market as well as the capital market itself must be studied in more detail. The second step in the 
model deals with the analysis of the external environment.  
 
The output of this step should be a measurement of the external environment conditions for the capital 
market – a highly complex phenomenon. Once again, it is hard to summarise this into a simple 
measurement that conveys the complete information, ever more so since the users of the model may 
have different purposes with the evaluation and may attach different relevance to different factors. 
Therefore, the aim here is to determine which factors are relevant, to show how they should be 
interpreted and to present them in a structured and accessible way. For this purpose, the external 
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environment has been divided into three categories – capital availability, investment opportunities and 
macro environment. 
 
The capital market can be described as a supply-demand relationship for investments and capital. From 
the investor’s point of view, there is a demand for investments that can provide returns and a supply of 
potential investments. Conversely, the bond or share issuing entity sees a demand for and a supply of 
capital. The extent to which this supply-demand relationship can actually be satisfied is affected by 
various macro environment factors. 
 
Capital availability includes factors that describe the sources of capital that seek investment 
opportunities within the capital market. These can be from domestic or foreign sources, and range from 
domestic savings rate to availability of foreign portfolio investment. There are also factors that 
determine the willingness of investors to invest their capital in the capital market. 
 
Investment opportunities are the financial products and underlying assets available in the capital market 
– the shares of listed companies, government and corporate bonds and other securities. Factors that 
describe this category range from the number of listed companies in the country to the availability and 
diversity of government bonds. 
 
Macro environment factors try to capture circumstances that indirectly affect the supply-demand 
relationship of capital and investments described above, for example by determining the overall 
economic development of the country or the level of trust in institutions that exists. Such factors can be 
as diverse as the GDP of the country (which is correlated to the amount of capital available in the 
country) and the level of corruption (which affects trust, and in turn the willingness of an investor to 
take on risk for the promise of future returns). 
 
Below the factors in the three categories are listed. For each factor there is a description of the factor and 
how it, directly or indirectly, affects the capital market. There is also a description of how the factor is 
measured and a reference to a suitable source where information on the state of the factor in a given 
country can be retrieved.  
 
Factors that require a qualitative assessment are all evaluated using a five-step scale: Very low, Low, 
Average, High and Very high. 
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4.3.1 Capital availability factors 

4.3.1.1 Savings rate  
The national savings rate of a country is composed by public and private savings. Public savings is the 
government surplus (or deficit) while private savings is the sum of personal savings and corporate 
savings (profits after taxes and dividends). From the perspective of capital availability for the capital 
market the most interesting measure is personal savings. Government and corporate savings are usually 
invested directly without going through the capital market. 
 
Measurement: Personal savings rate as measured in % of GDP 
Source: National statistics data 
 

4.3.1.2 Pension system 
A country’s pension system has a critical role in the concentration of capital. Saving for retirement – 
privately, through one’s employer or through some government-controlled system or a combination 
thereof – is normally the most extensive and long-term savings undertaking in an individual’s life. The 
pension system in a country therefore has a huge impact on the capital availability. 
 
There are two main categories of pension systems – ‘funded’ or ‘pay as you go’ systems. The principle 
behind the former is that each individual saves for his or her own pension; while the latter means that 
today’s taxpayers pay the pensions for today’s pensioners. There has been a trend over the world to move 
from ‘pay as you go’ to funded systems, one reason being that these systems are resilient to demographic 
changes, whereas the ‘pay as you go’ system becomes strained when the workforce decreases while the 
retirees increase in numbers. In theory this could be offset by government long-term savings but in 
reality that is rare. Funded systems stimulate the capital markets by increasing the capital seeking 
investments, and depending on the instruments available and restrictions on investments abroad it can 
contribute significantly to the activity on the domestic capital market. 
 
Funded systems often involves the individual making some investment choices (like in the Swedish 
PPM system) which increases the financial awareness of the general public and the demand for various 
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services such as financial information, risk classification, functioning marketplaces for the instruments 
involved (e.g. the stock exchange), sufficient regulation of institutions involved in savings management 
and a working custodian system for securities (Uthoff, 2000). 
 
There are a number of aspects to consider when evaluating the pension system and its effect on capital 
availability and financial market development in the country: 

• Is it funded or ‘pay as you go’? 
• What is its population coverage (% of population participating)? 
• How high are the contributions (% of salary)? 
• What instruments are eligible for investments – are there restrictions on investments abroad? 

 
Measurement: Classification of pension system as ‘funded’ or ‘pay-as-you-go’, quantitative measurement 
of coverage and contributions, eligibility of investments. 
Source: Interviews 
 

4.3.1.3 Foreign Portfolio Investment 
Foreign Portfolio Investment (FPI) represents ownership of local financial assets by foreign investments. 
It is different from Foreign Direct Investment (FDI) in that FPI is purely financial investment, while 
FDI means ownership of physical assets. FPI is sometimes called ‘hot money’ and is criticised for 
causing financial instability, when foreigners quickly remove capital for example in a financial crisis. 
But research shows that FPI has a positive effect on local companies, by providing an alternative source 
of financing. There are also strong indications that FPI drives the development of financial institutions 
in a country, by investors’ demand for international standards in regulation, information, corporate 
governance and local financial services. (Knill, 2005) 
 
A source of FPI can also be firms raising capital through cross listing on international stock exchanges. 
However, recent research has shown a reduction in trading activity of these firms on domestic stock 
exchanges and a negative spillover effect on the liquidity of other firms that are not listed abroad 
(Levine and Schmukler, 2005; Beck, 2006). 
 
Measurement: Proportion of foreign ownership of listed companies – market capitalisation of foreign 
owned assets divided by total market capitalisation.  
Source: The local stock exchange. 
 

4.3.1.4 Corporate governance 
Good corporate governance is important to give investors the confidence that the assets they own will be 
well run and the profits returned to them. If corporate governance is deficient this will affect the 
willingness to invest negatively. Also, studies show that companies with better corporate governance 
outperform their peers (Mikdashi, 2003). Thus, this affects the capital market both through the capital 
availability (affecting the willingness to invest) and through the investment opportunity availability (by 
creating more successful companies that survive and grow). 
 
 
Corporate governance can be measured according to four aspects: 
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• Accountability of board members 
• Shareholders’ equality 
• Disclosure and transparency of financial and operational data 
• Effective independent audit 

 
(Mikdashi, 2003) 
 
These aspects can be assessed qualitatively by studying the rigour of the laws and self-regulatory 
frameworks (such as exchange listing rules), and, equally important, how these laws and rules are 
followed and enforced.  
 
Measurement: Quality of corporate governance, by qualitative assessment. 
Source: Commercial law of the country, rules from self-regulating bodies, exchange listing rules, 
interviews (especially information on non-compliance and non-enforcement may have to be anecdotal). 
 

4.3.1.5 Information 

For investors to be able to direct their capital to its most productive use and with the most favourable 
risk/return ratio it is necessary that the cost of acquiring information about firms, managers and 
economic conditions is low. Intermediaries’ creation of accessible and reliable information as well as 
investors’ ability to understand that information is fundamental for sound investment decisions. Four 
components of the information system can be distinguished:  
 

• Analysts (for share issuers) 
• Rating agencies (for bond issuers) 
• Financial journalism 
• Financial literacy 

 
The role of the analyst is to follow a specific company or industry and analyse market trends, financial 
statements, management capabilities et cetera to estimate the future cash flow of the company and thus 
its present value.  
 
Rating agencies play a similar role to the analyst’s, assessing default risk and interest-payment capacity 
of bond issuers to establish a fair price (interest rate) for bonds. 
 
Financial journalism is important for conveying information about financial statements and major 
events in companies and markets as well as spreading information from analysts and rating agencies to a 
wider audience. The role of the media is especially important for smaller investors that cannot afford the 
information services from professionals. 
 
Finally, the value of information is determined by how it is understood by the receiver. Financial 
literacy – the capacity to understand how markets work and how to make sound investments – not only 
leads to better investment decisions and thus better allocation of resources, but it also leads to more 
investments as such, since better informed investors are more likely to trust the market with their capital 
(Economist, 2006). 



 

35(66) 

 
Measurement: Qualitative assessment of the quality of analysts and their coverage of listed companies, 
bond rating coverage and quality for bond issuers, circulation/coverage and quality of financial media, 
financial literacy of population. 
Source: Banks and brokerage firms (analysts), rating agencies like S&P (bonds), study of financial press 
and other media (financial journalism) and available indexes or interviews (financial literacy). 
 

4.3.1.6 Laws on ownership and investment 

To persuade an investor to invest in a country, apart from corporate governance and information there 
also needs to be a protection of the ownership rights, both for the assets held in the capital market and 
the proceeds from those assets. Legal framework, contractual enforcement, political uncertainty and 
taxation all affect how attractive it is to make an investment in a certain country. 
 

• Property rights by law 
• Property rights in practice 
• Stability of legal system 
• Taxation on assets, dividends and capital gains 

 
The Yukos affair in Russia, where the principal owner of the company Khodorkovskij was jailed under 
dubious circumstances and assets were seized by the government, is a good example of how investors’ 
confidence is damaged and investments reduced in response to violation of ownership rights and 
unpredictable enforcement of taxes and laws (Blagov, 2005). 
 
Measurement: Qualitative assessment of property rights, enforcement and stability of those rights, and 
tax system. 
Source: Interviews with surveillance authorities, stock exchange and brokerage firms. 
 

4.3.1.7 Transaction cost of investment 

One factor in determining an investor’s willingness to invest in a country’s capital market is the 
transaction cost of investment – in terms of time, effort and money. There are many components that 
determine this cost, many of which will be further evaluated when looking at the internal workings of 
the financial system, but from the investor’s point of view these factors include: 
 

• Availability and accessibility of intermediaries (banks and brokerage firms) 
• Commission costs (payment from investor to intermediary) 
• Availability of investment products (such as mutual funds) 

 
Measurement: Qualitative assessment of intermediaries, commissions and availability of investment 
products. 
Source: Interviews with brokerage firms. 
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4.3.2 Investment opportunity factors 

4.3.2.1 Market capitalisation of listed companies 

The market capitalisation of companies listed on an exchange in the country represents the total value of 
those companies. The higher this value, the bigger is the pool of capital that could potentially be 
allocated and re-allocated in a capital market.  
 
Measurement: Market capitalisation (in USD) of listed companies in the country. 
Source: The stock exchange. 
 

4.3.2.2 Number of companies 
As with market capitalisation, the number of companies, listed or privately held, is of interest when 
estimating the current and future potential of the capital market. A large number of listed companies 
not only means more diversity for investors, but is also a source of income – through recurring listing 
fees for issuers – for a sustainable stock exchange. . 
 
Measurement: Number of listed and private companies. 
Source: National statistics and the stock exchange. 
 

4.3.2.3 Availability of government, municipal and corporate bonds 
The potential for the bond market, as part of the capital market, depends on the actual availability of 
bond products. A simple measurement of this is to determine how much debt is outstanding from 
different issuing bodies – governmental, municipal and corporate bonds are the most common. 
 
Measurement: Total value of outstanding government/municipal/corporate bonds. 
Source:  The central bank and the stock exchange 
 

4.3.2.4 Shadow economy 
The shadow economy includes those parts of the economy that are illegal but also those parts that come 
from legal activities that are not reported to the authorities for tax purposes (Schneider, 2002).  
 
The effect of the shadow economy on the capital market is primarily to discourage investors from the 
transparency required to issue shares or bonds. For example, if a larger or smaller part of a company’s 
activities are not reported to the tax authorities it is not possible to provide investors with such 
information either. The consequence is that companies stay away from the capital market.  
 
Measurement: Percentage of shadow economy of total economic activity in percent of GDP 
Source: Estimations from country’s statistical department or central bank 
 

4.3.2.5 Issuer reluctance to use the capital market 

One important factor that limits the number of companies that use the markets for access to capital is 
disincentives that exist in countries with a substantial shadow economy. A company where part of the 
business operation is beyond the control of tax authorities or in any other way ‘in the shadow’ will be 
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reluctant to submit to the transparency towards investors and authorities that is required for a stock or 
bond issue on the capital market.  
 
Another cause of reluctance might be that owners lack trust in the preservation of ownership rights and 
fear that diluting ownership could lead to loss of control. 
 
Measurement: Qualitative assessment of issuers’ attitudes towards the capital market. 
Source: Interviews with issuers, the stock exchange, brokerage firms and other experts. 
 

4.3.3 Macro environment factors 

4.3.3.1 Population  
A simple factor, but nevertheless important for the development of the capital market, is the population 
of a country. This is related to the availability of domestic capital, as well as the investment opportunities 
available – all other things equal, a country with a large population has more capital and enterprises 
than one with a small population, which benefits the capital market. 
 
Measurement: Population of the country.  
Source: World Bank Country Data Profile (World Bank, 2006). 
 

4.3.3.2 GNI per capita 
GNI is a measurement of a country’s economic activity. GNI is obtained by measuring all economic 
activity in a country, adding transfers of income from other countries and subtracting transfers to other 
countries. Compared to the more common measurement GDP, that measures economic activity in a 
country regardless of transfers, GNI captures the effect of remittances (country nationals working 
abroad sending money to their families at home) that can be significant for some developing countries, 
as well as repatriation of profits from multinationals (which usually makes GNI lower than GDP for 
developing countries). By adjusting for the population in the country a measurement is obtained that 
allows comparison of economic activity between countries. To adjust for the price level in the country 
and get a more adequate measurement of the standard of living ‘Purchasing Power Parity’ (PPP) can be 
used. 
 
In general, the higher the economic activity, the better the conditions for a capital market are since more 
production benefits companies and more transactions increase the need for financial services. For our 
purposes both GDP and GNI can provide useful information, but they usually do not differ 
significantly, and since GNI is more closely related to the domestic capital market it is preferred here. 
Similarly, we choose not to use PPP adjustment. Thus, unadjusted GNI per capita will be used here. 
 
Measurement: Unadjusted GNI, measured in USD, divided by the population of the country. 
Source: World Bank Country Data Profile. (World Bank, 2006) 
 

4.3.3.3 GDP growth 

Not only the level of economic activity in a country is important – the rate of change is also important to 
measure to understand where the economy is heading. Here GDP is used rather than GNI simply 
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because GDP growth is much more commonly measured. The difference in growth rate between GDP 
and GNI is usually negligible.  
 
Measurement: Change of GDP on previous year, measured in percent 
Source: World Bank Country Data Profile. (World Bank, 2006) 
 

4.3.3.4 Political involvement 
Any capital market is under some kind of government influence. It is dependent on the government for 
upholding laws, to ensure the enforcement of contracts, and most governments monitor the actors in the 
market to ensure its stability. Capital gains from the capital market can also be a source of tax proceeds 
for the government. Since the government can use this influence both to promote and to impede the 
development of the capital market, it is important to assess the political attitude towards the capital 
market and its development, and how much of a priority issues related to the capital market are for 
politicians. 
 
Measurement: Qualitative assessment of the government’s ambitions and interest for the capital market. 
Source: Assessment using interviews with officials from ministries, central bank and others. 
 

4.3.3.5 Banking system 

For the purpose of evaluating the capital market development, three aspects of the banking system are 
of interest – the quality of the payment system, the role of banks as competitors to the capital market 
(competing for savings and provision of capital) and the general impact on the economic development 
that bank failures may have. 
 
Measurement: Qualitative assessment of payment system, relative strength of banks versus capital 
market and risk for bank failures. 
Source: Interviews with central bank, supervision authorities and banks (or bank-controlled 
brokerages). 
 

4.3.3.6 Corruption 

Transparency International defines corruption as “the abuse of entrusted power for personal gain”. 
Corruption has many adverse effects on a society, but looking only on its effects on the financial market 
the main problems with corruption is that it harms trade and deters investment (domestic and foreign) 
by distorting market mechanisms and sub optimising decision-making. It weakens public trust in 
various institutions (legal, financial and others) with in itself a negative impact on the financial markets. 
It also increases various transaction costs making the economy less flexible than it would otherwise be. 
(Transparency International, 2004) 
 
Corruption comes in many forms – in government administration, private sector and civil society, and 
some of these forms may only affect the financial market indirectly. However, different forms of 
corruption are usually correlated and a general measurement including different kinds of corruption is 
therefore relevant for the purposes of this study. 
 
Measurement: Corruption country ranking. 
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Source: Transparency International Corruption Perceptions Index. (Transparency International, 2005) 
 

4.3.3.7 Inflation 

Inflation has a negative effect on capital markets by increasing frictions and decreasing the willingness 
to save. Inflation leads to redistribution of wealth, by making some assets depreciate more than others, 
and creates uncertainty and tensions. Higher inflation reduces a saver’s rate of return, and tends to shift 
the balance from saving to borrowing, reducing the capital availability in the market. Higher inflation is 
also typically associated with high volatility, creating increased risks for which an investor wants higher 
returns. It also favours short-term investments at the expense of long-term investments (Choi, 1996).  
 
Measurement: Annual inflation rate (Change in Consumer Price Index on earlier year) 
Source: The central bank. 

4.3.3.8 Gini index 

The Gini index is a mathematical measurement of inequality in a distribution and is often used to 
describe income inequality. The area between a curve describing the actual income distribution in a 
country and a curve describing a perfectly equal income distribution is divided by the total area beneath 
the perfectly equal income curve to obtain the Gini coefficient. Multiplied by 100, it is called the Gini 
index where 0 means that everybody has the exact same income and 100 is maximum income inequality. 
 
Income inequality has an impact on the economy by deciding the development potential of a country 
and determining how large part of the population that can be expected to participate in the capital 
market as investors. High inequality means that the poorest people are not able to fulfil their potential, 
for example due to lack of education, which has a negative impact on growth (UNDP, 2005).  
 
Inequality has however some ambiguous influences on the economy since it is the source of two 
conflicting effects. On one hand, it has an incentive effect, making people strive harder to be successful, 
which is beneficial for the economy. On the other, it has the negative distance effect that counteracts 
mobility – the poor have a tendency to stay poor (Holloway, 2003). 
 
Countries with high inequality (Gini index over 40) tend to be poorer and have less developed markets, 
with the important exceptions of Hong Kong, Singapore and the United States. These countries, that 
have high prosperity and well-functioning markets, seem to combine a relatively high inequality with a 
high degree of social mobility that eases some of the negative effects of the inequality (WDI, 2005; 
Forbes, 2003). The Gini index may provide important information about the characteristics of a country 
and its markets, but it must be analysed in a wider context with other data on the country. 
 
Measurement: Gini index of income inequality. 
Source: World Development Indicators 2005. (WDI, 2005) 
 

4.3.3.9 Sovereign credit rating 
Like a company seeking debt financing, governments that issue bonds can ask (and pay) for a credit 
rating that informs potential creditors of the risk level of the investment. For countries, this special form 
of rating is called sovereign credit rating and is an assessment of a country’s ability to provide a secure 
investment environment.  
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Foreign and domestic currency bonds are given separate ratings that may differ. For our purpose the 
foreign currency rating, which is typically equal or lower than the domestic one, is more relevant since 
the domestic rating is dependent on the country’s ability to manipulate the domestic currency in times of 
crisis, e.g. by printing money. (Cantor, 1995) 
 
Not all countries have sovereign ratings. Those that do not have it typically are the least developed, and 
‘junk’ status must be assumed in the absence of a rating. Sovereign ratings are issued by S&P, Moody’s 
and Fitch, but some countries are only rated by one or two of these agencies. Ratings may also diverge, 
reflecting the complexity of the rating process. We have chosen S&P as the primary source, but for some 
countries the other agencies must be used instead (Moody’s ratings are only available for registered 
users). 
 
Measurement: Sovereign credit rating. 
Source: Standard & Poor’s sovereign credit rating. (S&P, 2006) 
 

4.4 Step three: Capital market development  
If the supporting factors of the environment external to the capital market determine the conditions for 
the capital market in the country, this does not describe the actual development of the capital market 
and its institutions (the internal environment). It might be that a market could work poorly despite good 
external conditions, or work relatively well despite poor conditions, depending on the strength of the 
institutions. 
 
In the third step of the model the actual capital market is evaluated to get a measure of how well it is 
functioning. This is done by evaluating the institutions that make up the capital market and interact 
with it. Below these institutions will be discussed from the perspective of the transaction chain from 
investment decision to completion of the investment: 
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Figure 4. The transaction chain 
 
The first part of the transaction chain can be defined as the pre-trade institutions who are the 
intermediaries that have contact with the investors – such as brokerage firms that are trading members 
on the exchange or mutual funds and other organisations providing investment services in the capital 
market (i.e. not bank deposits). 
 
The trading takes place on an exchange or by direct agreement between buyer and seller. 
 
The post-trade institutions perform clearing, settlement and custody activities, ensuring that payment 
and assets are transferred and kept. 
 
In addition to the institutions directly involved in the transaction chain, there are also regulatory 
institutions that oversee the function of the market and set the rules and other circumstances for the 
institutions described above.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The aim with this third step of the model is to evaluate how these institutions are functioning separately 
and together in forming a well-functioning capital market. As defined above, well-functioning here 
means having high liquidity, high diversity and low transaction costs. 
 
Below a checklist for each institution is described, to be used when making a qualitative evaluation of 
each institution’s development.  
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4.4.1 Pre-trade 
The pre-trade institutions are described below according to their activities. It is not uncommon to have, 
for example, brokerage and investment banking activities within the same company but these activities 
will be evaluated separately in this model. 
 

4.4.1.1 Brokerage firms 
The role of brokerage firms in the capital market is to act as intermediaries, allowing individual 
investors access to the capital market. Well-functioning brokerage firms would be such that improve 
liquidity by bringing a larger number of investors to the market; improve diversity by providing 
differentiated services; and lower transaction costs by having efficient operations and competition 
between intermediaries, driving down commissions and other costs. 
 
Since it is usually not feasible to study all brokerage firms in a country in a limited time a representative 
selection should be made and, when possible, aggregate statistics used. 
 
Brokerage firms checklist: 

• How many brokerage firms participate in trading (on and off the exchange)? 
• What is the historic development of the brokerage firms – when were they formed and how has 

ownership and activities developed? 
• How are the brokerage firms internally organised in terms of staffing etc? 
• What is the turnover and assets under management? What are the trends (increase/decrease)? 
• How is trading organised and what are the commissions and other fees? 
• How are the analysis and other information services to investors organised? 
• What is the customer base (number of customers, percentage of foreign customers, activity) 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
 

4.4.1.2 Investment banks 
The role of the investment bank from the perspective of the capital market is primarily to help 
companies get access to capital. This is done through IPO’s and other activities. Investment banks also 
provide services such as valuation of companies or help in financing deals. 
 
Investment banks checklist: 

• How many investment banks exist in the market? 
• What is the historic development of the firms – when were they founded and how has ownership 

and activities developed? 
• How are the investment banks internally organised in terms of staffing etc.? 
• What is the turnover and other financials of the business? 
• What are the main investment banking activities – underwriting, consulting services etc? 
• What are the trends – which investment-banking activities are increasing or decreasing? 
• What is the customer base for investment banking activities? 
• How are conflicts of interests handled and how is the perceived level of confidentiality? 
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• What is the overall assessment of development and professionalism of the institution (as perceived 
by the interviewer)? 

 

4.4.1.3 Mutual funds 
Mutual funds and other similar entities provide convenient access to the capital market for investors by 
pooling investments, usually in a portfolio that allows investors to get diversification without having to 
purchase several different individual shares (at a presumably higher transaction cost). 
 

• Do mutual funds exist in the country? 
• Are there foreign-based mutual funds that invest in the country? 
• Who owns and manages such funds? 
• What are the fees and restrictions (i.e. on withdrawal) of the funds? 
• What are the assets under management in the funds and what trends are there? 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
 

4.4.2 Trade 

4.4.2.1 Exchange 
The exchange(s) have a central role in the capital market in a country. It is here that investors and 
capital users meet, and here it is easiest to measure the activity and development of the market. 
 

• What is the historical development and ownership structure of the exchange? 
• How is the exchange internally organised in terms of staffing etc? 
• Are there competing exchanges (domestic or foreign) or is there other competition (off-exchange 

trading)? 
• What are the trading hours of the exchange? 
• What asset classes are traded on the exchange? 
• How many issuers are there? 
• What are the listing rules? Are there different lists with different requirements? 
• What are the exchange’s financial results? 
• What is the market capitalisation (companies), outstanding value (bonds) and turnover rate? 
• What are the listing fees, member fees and trading fees? 
• Are there other sources of revenue, such as information vending? 
• How many members are there and where are they located? 
• What are the rules and requirements for being admitted as a member? 
• How is the insider trading surveillance and compliance? 
• Is electronic trading used and if so, what is the state and capacity of the system? 
• How do members access the system? 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
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4.4.2.2 Off-exchange trading 
The capital market is not only the exchange(s) and the institutions interacting with it. Shares and bonds 
can also be traded in other ways, for example, a deal may be made up between two individuals that 
agree to exchange money and equities. This can be done with or without intermediaries such as 
brokerages. Normally such trading is required by law to be reported to the exchange after the trade and 
the price must be in line with the market price. 
 
Off-exchange trading checklist: 

• What is the proportion of off-exchange trading to on-exchange trading? 
• Which instruments are primarily traded off-exchange? 
• Which intermediaries are primarily used? 
• What are the normal commissions for off-exchange trading? 
 

4.4.3 Post-trade 

4.4.3.1 Clearing and settlement 

Clearing takes place after the execution of the trade and is the process to prepare for transfer of 
ownership and funds. For non-derivatives products like bonds or shares this step is simple (for 
derivatives it involves risk calculations for positions). Settlement is the actual transfer of ownership of 
assets and funds. (FESE, 2006) 
 
Checklist: 

• What is the ownership and organisational structure of the clearing and settlement institution? 
• What are the clearing and settlement fees? 
• How does the clearing and settlement process look like and what system is used? 
• How long time passes between trade execution and settlement (e.g. T+0 or T+3) 

 

4.4.3.2 Custody 
Custody involves keeping records of ownership, meaning that the custodian has a relationship both with 
the owner of the asset and the issuer. It could be described as the (virtual) ‘vault’ where securities are 
kept. 
 
Checklist: 

• Are there one or several custodians and how is the competitive situation? 
• What is the organisational and ownership structure of the custodian(s)? 
• What are the custody service fees? 
• What does the custody process look like and what system is used? 
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4.4.4 Regulatory 

4.4.4.1 Ministry of finance (or similar) 

The laws regulating the financial system are typically proposed and prepared by the Ministry of finance 
(and passed by a parliament). This government body would also be responsible for fiscal policy, and 
directly or indirectly involved in the issuing of government bonds to finance deficits or investments. 
 
Checklist: 

• What is the structure for government control of the financial system – which ministries and other 
government organisations exist and how are they governed? 

• How is the ministry internally organised in terms of staffing etc.? 
• How is the fiscal situation and how is financing done now and in the future (bond issues?) 
• How is the process for new legislation – who proposes, who prepares the law and how long time 

does it typically take? 
• What is the government’s strategy and priorities for economic and financial development, 

especially concerning the capital market? 
• What is the government’s ownership of enterprises and what is the policy on privatisation? 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
 

4.4.4.2 Supervision 

There is usually one or several government bodies responsible for the supervision of the institutions in 
the capital market and other parts of the financial system. This supervision aims at ensuring that these 
institutions comply with regulation and do not behave in such a way that puts individual investors or the 
entire financial system at risk. 
 
Checklist: 

• How is the capital market supervised – which bodies exist and what are their responsibilities? 
• What is their internal organisation in terms of staffing etc.? 
• How is the independence of the monitoring authority? 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
 

4.4.4.3 Central bank 
The behaviour and policies of a country’s central bank creates circumstances with direct or indirect 
impact on the capital market. 
 
Checklist 

• What is the exchange rate policy of the country? 
• What is the inflation policy of the country? 
• How does the central bank control the money supply in the country? 
• What is the overall assessment of development and professionalism of the institution (as perceived 

by the interviewer)? 
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4.5 Summary of the CMD model 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 

Figure 5. Summary of the model for capital market diagnostics. 
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4.6 Analysis � part two 
As stated earlier, this model has been initially created using input from various subject matter experts. 
During the field study in Georgia we were able to refine it, mainly adding factors that had not been 
included earlier. Such factors include the effects of the shadow economy or the situation for minority 
shareholders that can get abused in squeeze-outs (as part of the corporate governance evaluation). 
 
It is likely that an implementation of the model in another country would add other factors that would 
be relevant in those different circumstances. Every time the model is used to do an evaluation it can thus 
be modified and improved. However, there will always be factors that are truly country specific and that 
the model cannot include – thus there is a need both for subjective assessments and a realisation that the 
model is only a tool and does not represent a final truth. 
 
The model can be used in different situations and with different purposes. An aid agency may use it to 
determine if the capital market development is sufficiently low to motivate an aid project, while a 
company considering an investment probably looks for market with sufficiently high level of 
development.  Different users may also attach different value to different aspects of capital market 
development. Therefore this model does not dictate how the findings should be summarised and 
weighed. It is a tool for studying the capital market development and presenting the findings in a 
convenient way, but the final conclusions and recommendations are up to the user. 
 
The main contribution of this model is perhaps not the exact measurement of factors but rather the 
framework it presents that should make an endeavour as complex as evaluating the capital market in a 
country somewhat easier, providing a method for gathering information and an information structure 
in which to organise it. The model presents a mix of quantitative and qualitative measurements and the 
ambition is that this should allow for a good mix between objective ‘hard facts’ and subjective 
assessments, which in the end could give a reasonably complete picture of the level of development of 
the capital market in the country. 
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5 Part three - the Georgian capital market 
To test the capital market diagnostics model we chose to do a field study in Georgia, where the model 
was implemented in an evaluation of the Georgian capital market. The objective of this implementation 
was to test the CMD model and methodology in a real-life setting, and to refine and expand it. 
 
Georgia is a very interesting country for such a field study. The country is in a dynamic phase in its 
political development, coming out of more than a decade of civil wars, economic crises and 
undemocratic government. The economic growth and democratisation process since the ‘Rose 
Revolution’ in 2003 has created a strong sense of optimism and ambition among Georgians. 
 
Georgia was recently upgraded from the ‘Low Income Country’ to the ‘Middle Income Country’ 
category in the OECD list of aid recipients in 2004 (OECD 2005). Leaving behind countries like 
Pakistan, Vietnam and India, the current level of economic development places Georgia in a category of 
countries like Armenia, Egypt, Iran or Ukraine. But the financial market remains underdeveloped and 
the low GDP per capita still qualifies Georgia as a developing country, making it suitable for our study.  
 
The use of the model provided a description of the level of development of the Georgian capital market. 
By analysing the external and internal environment of the capital market both challenges and 
opportunities were identified. While we hope the result of this evaluation can be of some interest it by 
no means claims to be a complete or definitive assessment of the Georgian capital market. 
 

5.1 Model implementation 

5.1.1 Step 1 � Necessary conditions 
 

• Is there peace in the country?  Yes. 
The civil wars (with Russian involvement) over Abkhazia and South Ossetia have ended in a 
stalemate. There is ongoing tension with Russia manifested by trade sanctions (Russian boycotts of 
Georgia’s main exports wine and mineral water) and energy supply disturbances (Russia cutting the 
gas supply) but no longer armed conflict. 
 
• Is the internal security situation acceptable?  Yes. 
The civil wars are over, there is no terrorism and crime and other security problems are no longer a 
major problem in Georgia. 
 
• Is the government functioning and in control of the territory?  Yes. 
There is a functioning government in Georgia. The regions of Abkhazia and South Ossetia are 
currently not under government control but this, while a major concern for the country, does not 
affect the government’s control over the remaining territory. 
 
• Is there rule of law and sufficiently strong and independent legal institutions?  Yes. 
The legal system, while having flaws, is working sufficiently well to uphold law and order. 
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• Is there protection of property rights and free private ownership?  Yes. 
Since the fall of the Soviet Union Georgia has been transforming itself from a socialist planned 
economy to a market economy with privatised enterprises. Since the Rose Revolution this 
privatisation and liberalisation process has been successful. 
 
Assessment: The necessary conditions required for a capital market are present in Georgia. 

 

5.1.2 Step 2 � Supporting factors 
 

Factor Value Comment 
 
Capital availability 
 

  

Savings rate 10% of GDP in 2005 Private savings rate is believed to increase. 
 
Source: Mr. Archil Mestvirishvili, National 
Bank of Georgia (NBoG). 

Pensions system ‘Pay as you go’ There is no funded general pension scheme. 
There are no tax incentives for existing private 
pension schemes. 

FPI ≈50% of total market 
capitalisation of listed 
companies 

No statistics exists and the rate of foreign 
ownership of capital market assets is very hard 
to assess. This estimate was made by Mr. Archil 
Mestvirishvili, National Bank of Georgia. 
(Extrapolation from foreign ownership of the 
major listed companies puts the number slightly 
lower) 

Corporate governance Low 
 

There is accountability but enforcement suffers 
from the general problems with the courts. 
Minority shareholders are often abused when 
the squeeze-out threshold of 95% is reached by 
a single owner. Disclosure is improving but the 
rule that extraordinary events only have to be 
reported within 15 days is lax. The formal 
requirements on audits are high (‘international 
standard’ for all Joint Stock Companies (JSC´s)) 
but not followed. 

Information Overall: Low 
 
Analysts: Low 
 
Rating agencies: Low. 
 

Analysts: Dedicated analysts hardly exist. 
Ratings: Exist for the Georgian government 
(S&P) and two banks (Fitch) 
Financial journalism: Exists in a few papers and 
a weekly TV program with few viewers. 
Demand is small. 
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Financial journalism: Low 
 
Financial literacy: Very 
low 
 

Financial literacy: “There are perhaps 100 
persons who understand the capital market in 
Georgia” /Georgian broker 

Laws on ownership 
and investment 

Average No expropriation or other abuse of ownership 
rights. In general, laws are sometimes 
incoherent and courts inefficient but it is mainly 
a problem for corporate governance. Taxes on 
capital gains are 12%. 

Transaction cost of 
investments 

High 
 
 

17 brokerage firms provide decent competition. 
Commission fees are high but not extremely so. 
No mutual funds available. 

Investment 
opportunities 
 

  

Market capitalisation of 
listed companies 

434 MÚSD  Source: FEAS, March 2006 

Number of companies 
 

Listed: 
• ≈1800 JSC´s in 

Georgia 
• 266 JSC´s admitted 

to trading (no 
listing fees or 
requirements) 

• 1 JSC listed (paying 
listing fees and 
fulfilling listing 
requirements) 

 
Unlisted: 
• Approximately 

15000 private 
enterprises 

 

Sources: GSE, 2006; Ministry of Economic 
Development, 2006 

Availability of 
government, 
municipal and 
corporate bonds 

Government bonds: None 
Municipal bonds: None 
Corporate bonds: 9 MGEL 
≈ 4.5 MUSD 

The government has stopped issuing bonds and 
at the publication of this thesis all outstanding 
bonds will have matured. When issuing was 
ongoing it was unpredictable, with auctions 
only announced on a monthly basis. Issuing is 
likely to resume. 
 
There are plans to introduce municipal bonds, 
possibly in 2007. 
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9 MGEL corporate bonds issued by two banks. 
 
Source: GSE, 2006 

Shadow economy ≈25-30% of GDP Decreasing trend. 
Source: Mr. Archil Mestvirishvili, NBoG. 

Issuer reluctance to use 
capital markets 

Very high Owners are reluctant to use capital markets 
because of fear to lose control. Understanding 
of the capital market and its benefits is in 
general low. 
 
Only one company values the capital market 
enough to seek full listing. 

Macro environment
 

  

Population 4.5 million (2004) Source: World Bank, 2006 
GNI per capita 1060 USD (2004) Atlas method 

Source: World Bank, 2006 
GDP growth 6.2% (2004) Down from 11.1% in 2003 

Source: World Bank, 2006 
Political commitment Low Politicians’ lack of understanding and interest 

in capital markets is mentioned as a major 
problem by many interviewees. Interviews with 
the Ministries of Finance and Economic 
Development confirm that capital market 
development is not a prioritised issue. 

Banking system Average 
 
 

The banking system is more developed than the 
capital market, and competes with it 
successfully. Stability of the bank system is a 
concern for the government but the risk for a 
bank crisis with general effects on the economy 
currently seems low. The payment system is 
working sufficiently well and does not impede 
capital market development. 

Corruption TI rating: 130 
 

In total 158 countries rated. (Iceland 1, Sweden 
6, Armenia 88, Azerbaijan 137) 

Inflation 6.2% (2005) Source: National Bank of Georgia, 2006 
Gini index 36.9 (2001) Source: WDI, 2005 
Sovereign rating B+/positive Source: S&P, 2006 

 
 

5.1.3 Step 3 � Capital market development 
 
A more detailed description of the function of each examined institution can be found in ‘Appendix: The 
Georgian capital market institutions’. 
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Georgian pre-trade institutions 

5.1.3.1 Brokerage firms 
There are 17 licensed brokerage firms who provide access for investors to the Georgian capital market. 
Differentiated services like trading, analysis, consulting services and portfolio management are offered. 
 
Assessment: During the past five years the number of licensed brokerages has decreased from 42 to the 
present 17. This trend is explained by revoked licenses and bankruptcies but the compliance to rules by 
the remaining firms is perceived to be high. In most firms, one or two persons undertake all activities. 
The low availability of dedicated analysts can be an issue regarding provision of a good informational 
framework. All but four brokerages are owned by banks and the fact that the largest firm (G&T 
Securities) is fully owned by the largest listed company (Bank of Georgia) could raise some concern of 
dependency. 
 

5.1.3.2 Investment banks 
There are no dedicated investment banks in Georgia. Some brokerage firms provide typical investment 
bank consultancy services, such as performing due diligences. 
 
Assessment: The trend has so far not been toward companies acquiring capital through the capital 
market. For instance, there have been no IPO’s in Georgia yet and the privatisation process has been 
done through auctions with buyers bidding for full ownership. Instead, the current trend is that 
majority owners buy all shares to gain full control of companies. Demand for investment banking 
services has so far been limited. 
 

5.1.3.3 Mutual funds 
There are currently no mutual funds in operation in Georgia.  
 
Assessment: There are two reasons why no mutual funds exist. The first reason is illiquidity and lack of 
diverse investment objects to make proper portfolios. The second is lack of demand. Funds that 
facilitate pooling of private savings are an important part of a capital market - hence this situation is 
unfortunate. 
 
 
Georgian trade institutions 

5.1.3.4 Exchange 

The Georgian Stock Exchange (GSE) is the only exchange in Georgia trading in stocks and bonds. It 
was formed in 1999 as a member-owned, non-profit JSC. 
 
Assessment: The exchange is underdeveloped in terms of turnover and liquidity. However, most of the 
problems causing this situation are outside the control of the exchange, such as the lack of investment 
opportunities. Technology and organisation are basic but appropriate for the underdeveloped market 
situation – despite low volumes the exchange makes ends meet with low costs compensating for low 
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revenues. Our assessment is that management is professional and active if not successful in promoting 
the capital market and the exchange’s interests. The exchange itself should not be considered a limiting 
factor for capital market development. 
 

5.1.3.5 Off-exchange trading 
Off-exchange trading accounts for approximately 75% of total trading volume. 
 
Assessment: The high degree of off-exchange trading is a problem since it reduces liquidity and 
increases transaction costs. The explanations for the current situation are ambiguous but seem to be 
related to a desire to avoid transparency rather than avoiding exchange trading fees.  
 
 
Georgian post-trade institutions 

5.1.3.6 Clearing and settlement 

The Georgian Central Securities Depository (GCSD) handles clearing and settlement for all products 
traded on the GSE.  
 
Assessment: The requirement for pre-deposition of funds and equities (due to the illiquidity of the 
market and GCSD’s inability to take on risk) leads to a cumbersome procedure that most likely 
decreases trading activity to some extent. Apart from that operations seem to be efficient and sufficient 
given the low current market activity, with reasonable fees. 
 

5.1.3.7 Custody 
There are eight registrars in Georgia handling the keeping of ownership records for equities. 
 
Assessment: The existence of several registrars does not increase efficiency for the market but is likely to 
be reduced gradually through consolidation. Some interviewees indicate that registrars contribute with 
information for insider trading, which would be a problem. Consolidation should reduce overall 
transaction costs. 

 
Georgian regulatory institutions 

5.1.3.8 The Georgian Government, Ministry of Finance and Ministry of Economic Development 
In Georgia primarily two government ministries – the Ministry of Finance and the Ministry of 
Economic Development, influence the financial system. The Ministry of Finance is responsible for fiscal 
issues and the regulation of the financial markets, overseeing the National Securities Commission of 
Georgia. The Ministry of Economic Development is responsible for implementing the government’s 
economic strategy including privatisations. 
 
Assessment: The ministries seem to be good at administering government policy – such as privatisation 
or fiscal policy. However, capital market development is not a priority for the government. 
Strengthening the banking sector seems to have priority over market development, and the capital 
market is seen as an independent entity that does not need support for its development. This is 
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unfortunate as a more active government role could develop the capital market more. For example, 
there are currently no plans to use the ongoing privatisation process to boost the capital market; instead 
whole companies are sold to single buyers. 
 

5.1.3.9 National Securities Commission of Georgia 
The National Securities Commission of Georgia is responsible for the supervision of the capital market 
institutions in Georgia – brokers, issuers, exchange, CSD and registrars. 
 
Assessment: The Commission appears professional, independent and intent on playing a positive role in 
the capital market development. Enforcement activities may have too narrow focus – with much 
emphasis on issuer reporting timeliness and too little on insider trading with its potential to damage the 
credibility of the capital market.  
 

5.1.3.10 National Bank of Georgia 

Like any central bank, The National Bank of Georgia’s main tasks are price stability and control of the 
money supply. The exchange rate is floating and the inflation rate target varies year by year, currently 
being 5-6%. 
 
Assessment: It is beyond the scope of this thesis to do a thorough evaluation of the central bank, but in 
terms of policy and operation our assessment is that the NBoG performs its role sufficiently well in 
terms of promoting macroeconomic and financial system stability for the capital markets. 
 

5.2 Analysis � part three 
In this field study the majority of the information gathered originates from interviews. This is certainly 
true for the qualitative assessments but also to some extent for the quantitative measurements, some of 
which are estimates (e.g. the size of the shadow economy or the degree of foreign ownership in the 
capital market) where no reliable statistics exists. It is therefore very important to consider the 
background and agendas of the interviewees. 
 
We have been fortunate to get access to very professional but also open and candid officials in relevant 
positions in all the institutions of interest for the field study, and this has certainly contributed positively 
to the quality of the results. Every informant of course has their own agenda and interests, but we 
believe that we have been able to factor this in when making our assessments. 
 
In general the respondents have expressed similar opinions on most subjects, but there have been some 
controversial topics, such as the position of banks versus the capital market (where the government, with 
the central bank and ministries implicitly seem to prioritise the development of the banking sector 
which is of course not the preference among participants in the capital market). Another such topic is a 
current law proposal that, among other things, would remove the requirement that all trading (on or off 
the exchange) in companies registered for trading on the exchange must be done through licensed 
brokerage firms. For some this is an improvement and a liberalisation, while for others it is a way of 
decreasing liquidity and transparency (the opinion of the authors of this thesis leans towards the latter). 
By discussing such topics with several interviewees a more balanced view of it has been obtained. 
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The overall assessment of the capital market in Georgia is that the level of development is low. The 
single most important reason for this is a lack of investment opportunities. There are few mature and 
commercially viable companies in Georgia that could effectively use the capital market and fewer still 
that want to spread ownership through shares, due to fear of losing control and overall low 
understanding of the market. The current stop for government bond issues also contributes to a lack of 
instruments in which to invest. 
 
The access to capital could of course also be improved, but the current building boom in Tbilisi, 
accompanied by rising real estate prices, indicates that capital is available if the investment opportunities 
exist. The current pension system, with a public ‘pay as you go’ scheme and no tax incentives for private 
schemes that could invest in capital markets does not contribute to the capital market development. 
 
Given the overall development of the capital market the institutions that make up the capital market in 
Georgia are also in early stages of development. However, the general assessment of these institutions, 
their processes and technology is that it is sufficient for the market conditions that exist today. Some 
aspects may contribute to the problems, such as the requirement for pre-deposition at the GCSD or the 
perceived prevalence of insider trading, but in general our assessment is that these institutions are not 
limiting the development of the capital market at this stage and should have the capacity to improve if 
market activity increases. 
 
If capital market development was made a priority by the government, privatisation and bond issues 
could be used to increase the number of interesting investment opportunities. Further, new laws could 
be evaluated by their effect on liquidity, transaction costs and diversity in the financial markets and the 
pension system could be used to channel capital into the market. This would, in accordance to the 
theoretical findings in the first part of this thesis, contribute positively to economic growth in Georgia. 
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6 Conclusions 
From the research overview in the first part of this thesis we conclude that there is a general consensus 
among economists that financial development indeed contributes to economic growth. There is however 
some disagreement on the relative importance of banks and capital markets in this contribution. We 
concur with the generally accepted view that development and quality of both banks and capital 
markets are important for economic growth. 
 
Given these findings, the CMD model developed in the second part of the thesis is of interest as a tool 
for organizations or companies that want to contribute to the development of capital markets, especially 
in developing countries. In its current form the model is sufficiently accurate and usable to be used as an 
evaluation tool when planning such projects. 
 
The Georgian field study proved the workability of the CMD model but also resulted in an assessment 
of the development of the Georgian capital market. Our findings show that the general level of 
development is low, with the main problem being a lack of investment opportunities. A lack of mature 
companies, reluctance to transparency and shared ownership and a lack of bond issues all contribute to 
this. As for capital availability, the absence of pension capital in the capital market and general low level 
of financial literacy impedes the development further. Given the present market conditions, the capital 
market institutions function well enough and cannot be regarded as a limiting factor for capital market 
development.  
 
To improve and develop the Georgian capital market some initiatives would be recommended, as 
elegantly summarised by two Swedish scholars in a recent article in Georgian Business Week. 
Privatisation of companies could be done through the exchange, providing new investment 
opportunities. New laws could be evaluated according to their impact on capital markets, and adapted 
to promote rather than impede capital market development. Finally, the pension system could be 
reviewed to find ways to encourage pension capital to be invested through the capital market (GBW, 
2006). 
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Interviews 
The following persons have contributed to the model development (Part two of this thesis): 
 
Roger Garman is a Senior Advisor at the Financial Systems Development unit of Sida, the Swedish 
International Development Cooperation Agency, and has in that capacity worked with financial sector 
development in numerous Sida partner counties. Mr. Garman also has a background from the Swedish 
commercial financial sector. 13th of April, 2006 
 
Claes Urban Dackberg is Head of Products and Markets at the Corporate Development unit of OMX. 
Mr. Dackberg has extensive experience from Business Development for stock exchanges, with the 
Stockholm Stock Exchange and OMX partner stock exchanges. 19th of April, 2006 
 
Leif Vindevåg is a Senior Advisor at the Nordic Marketplaces unit of OMX and formerly the 
Stockholm Stock Exchange. Mr. Vindevåg has a long experience from development of stock exchanges, 
both in the Nordic region and as an advisor to exchanges in developing countries. 20th of April, 2006 
 
Nerses Yeritsyan is Advisor to the Governor of the Central Bank of Armenia. Mr. Yeritsyan has also 
worked at the IMF as assistant to the Executive Director, and as economic advisor to the Parliament of 
Armenia and is involved in promoting financial development in Armenia and the region. 25th of 
April,2006 (Telephone interview) 
 
Henri Bergström is Senior Vice President at the Corporate Development unit of OMX. Mr. Bergström 
has worked at the Finnish CSD organisation APK and the Helsinki Stock Exchange and is currently 
responsible for OMX activities regarding stock exchanges and other financial institutions in Central and 
Eastern Europe and Central Asia. 3rd of May, 2006 
 
 
The following persons have contributed to the field study of the Georgian capital market (Part three of this 
thesis): 
 
George Loladze is the Chairman of the Supervisory Board of the Georgian Stock Exchange. He has a 
background as a broker and has otherwise been active in the Georgian capital market since its inception 
after the fall of the Soviet Union. 11th, 16th and 23rd of May 2006. 
 
Merab Memarnishvili is the Chairman of the Supervisory Board of the Georgian Central Securities 
Depository. Mr. Memarnishvili also has a background as a broker since the early days of the Georgian 
capital market. 11th, and 23rd of May 2006 
 
Archil Mestvirishvili is the Head of Macroeconomics and Statistics Department at the National Bank of 
Georgia. 11th of May 2006 
 
David Aslanishvili is the General Director of the independent brokerage firm Georgian Investment 
Group, GIG. Mr. Aslanishvili is well connected in the Georgian financial market, having worked at 
various institutions and participated in the founding of the Caucasus School of Business. 17th of May 2006 
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Irakli Kirtava is the General Manager, and George Melikidze an analyst with Galt and Taggart, the 
largest broker firm in Georgia, recently acquired by Bank of Georgia. 17th of May 2006 
 
David Khosruashvili is the head of the Budget department at the Ministry of Finance. 17th of May 2006 
 
George Nanobashvili is the head of the Economic policy department at the Ministry of Economic 
Development. 18th of May 2006 
 
Tamar Goderdishvili is the Deputy Head of the Commission, and Ketevan Lapochi, Tina 
Mdzinarishvili and Tengiz Akhobadze are Commissioners at the National Securities Commission of 
Georgia. 19th of May, 2006 
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Appendix: The Georgian capital market institutions 
This Appendix describes the institutions that make up the capital market in Georgia. It is based on 
interviews with representatives of each institution (see ‘Interviews’ section above for description of 
interviewees) and forms the base for the assessments of step three (capital market development) in the 
implementation of the model. 
 

Georgian pre-trade institutions 

Brokerage firms 
There are 17 licensed brokers in Georgia (who also are the members and owners of the GSE). Since it 
was outside of the scope for this thesis to investigate them all, two of the major brokerage firms were 
selected for interviews. 

Georgian Investment Group 
The Georgian Investment Group (GIG) is one of four independent brokerage firms in Georgia (not 
affiliated with banks). It was formed in 2003 by Mr Aslanishvili and is staffed by 4 persons. With a 
customer base of 350 clients (domestic and international) GIG sees it self as one of the main brokerage 
firms in Georgia. In 2004, GIG had the greatest market share of transactions on the stock exchange 
(29.44% in volume and 15.26% in GEL). However, some 75% of the total trading of the Georgian capital 
market is done outside the exchange and these figures are not known. Commission rates are quite 
standard for Georgian brokerage firms, generally 2% or less depending on the nature of the transaction. 
Main activities for GIG are information dissemination (analysis and publications), more traditional 
banking-type consulting (like due diligence/estimation of fair price of companies), trading and portfolio 
management. GIG regularly publishes research articles in the Georgian Business Week, one of the 
largest weekly magazines. 

Galt and Taggart Securities LLC 
G&T is the largest broker in terms of assets under management and turnover (including off-exchange 
trading). They started in 2000 and were acquired by Bank of Georgia (the largest listed company on 
GSE) in December 2005. Only one of the 8 people on the staff is an analyst; the rest are involved in 
activities like trading, investment banking activities including financing (which GIG for example does 
not do) and market making in any shares they choose to (G&T have their own pool of shares from 
which they buy and sell liquid stocks). With a customer base of 300 (60-70% domestic) they estimate 
their share of total market share (trading including off-exchange trading) to be 40%. Turnover of assets 
under management has increased to 60% (45% in 2005) which equals approximately. GEL90 million. 
Commission fees range from 0.7% to 3%. 
 

Investment banks 
There are no dedicated investment banks in Georgia, and there is currently little demand for activities 
typical for investment banks – such as underwriting (there have been no IPO’s in Georgia) or M&A 
advisory. Georgia Investment Group is one example of a brokerage firm that provides some typical 
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investment bank consulting services, such as due diligences to estimate the true value of firms for 
squeeze-out procedures. 
 

Mutual funds 
There are presently no mutual funds in Georgia 
 

Georgian trade institutions 

Georgian Stock Exchange 
The Georgian Stock Exchange (GSE) was formed in 1999 and is the only exchange in Georgia trading 
capital market instruments (shares and bonds). It is owned by its members and is a JSC that is not 
allowed to pay out dividends (non-profit). It is a small organisation with a modest office, reflecting the 
low current revenues (the exchange makes up for the low revenues with low costs).  
 
There are two weekly sessions, where trading is done through terminals located at the exchange. 
Instruments traded are government bonds (at the moment no new bond issues are taking place and the 
outstanding bonds will have matured at the time of publication of this thesis), corporate bonds (currently 
two bonds issued) and the shares of 266 ‘traded’ companies. There are virtually no requirements for 
becoming a traded company. Only one company (Bank of Georgia) fulfils the requirements for 
becoming a ‘listed’ company, paying listing fees. 
 
Commission is 0.1% of the total value of each leg of a trade. Listing fees could vary but currently the 
only company listed pays approximately 8000 GEL per year. Members pay a mere 11 GEL per month. 
 
In an illiquid market such as the GSE it is virtually impossible to monitor insider trading. The trading 
system used is the Russian RTS system (first version). It is primitive but sufficient for the current level of 
market activity. 
 

Off-exchange trading 
Off-exchange trading makes up an estimated 75% of all trading of Georgian equities. All trading in 
companies that can be traded at the exchange must be done through a licensed broker, but not 
necessarily through the exchange. There are complicated rules determining what deals must be made up 
at the exchange, what deals that can be made up outside the exchange but reported to it and what deals 
that do not need to be reported.  
 
The measures to avoid trading on the exchange can be quite creative – such as forming a new company, 
placing the shares in that company and then selling the company (rather than the shares). For the 
majority of JSC´s that are not traded at the exchange there are no limitations on what trading is allowed. 
Commissions are typically lower for off-exchange trading. 
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Georgian post-trade institutions 

Georgian Central Securities Depository 
The GCSD handles clearing and settlement for all products traded on the GSE. It is a JSC owned by the 
GSE (99%) and four banks (0.25% each). 
 
Using an in-house developed system, the GCSD provides securities accounts for brokers and individual 
investors while four clearing banks provide similar cash accounts – every brokerage firm as well as the 
GCSD have accounts with all four banks. 
 
The GCSD uses a pre-deposition system, which means that before a trading session all equities and cash 
to be used in the session is deposited. This is of course cumbersome but is due to the illiquidity of the 
market and the fact that the GCSD does not have the financial resources to take on any counterparty 
risk. On the other hand, settlement is T+0, completed immediately after the end of the trading session. 
There are plans to reduce the 100% pre-deposition requirement for the most liquid shares. 
 

Custody 
There are eight licensed Registrars in Georgia that handle the keeping of ownership records for equities. 
Some are owned by brokerage companies, some by private persons and one is owned by the GCSD 
(approximately 60%) and a few brokerage firms. There used to be 12 Registrars and ongoing 
consolidation seems likely to reduce the number further – diversity in this part of the transaction chain 
contributes little if any value but increases transaction costs. 
 
All Registrars have access to common software but some choose to run proprietary systems. Typical fees 
are 0.3% of trade value; the GCSD registrar takes 0.1%. Some interviewees claim that registrars can 
sometimes leak information resulting in insider trading, which would be a serious problem for the trust 
in the market. 
 

Georgian regulatory institutions                       

Ministry of Finance and Ministry of Economic Development 
In Georgia, the financial system is influenced primarily by two government ministries – the Ministry of 
Finance and the Ministry of Economics. The Ministry of Finance is responsible for fiscal issues and the 
regulation of the financial markets, overseeing the National Securities Commission of Georgia. The 
Ministry of Economic Development is responsible for implementing the economic strategy including 
privatisations. 
 
The capital market is not considered to be in need of support from the government for its development, 
and the priority is on strengthening the banking system. A general opinion seems to be that the more 
liberal the laws concerning capital markets are, the better. This is the rationale behind a proposal to 
allow all companies to be traded off the exchange, and the risk for resulting lower liquidity does not 
seem to be considered a problem. 
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The process to create new legislation can be fast and flexible – if a law is prioritised it can be a matter of 
weeks to pass it. For every law it must be stated whether there has been consultation with foreign 
organisations or other experts – without such consultation it is usually harder to get it through 
parliament. 
 
This attitude to capital market development is reflected in the privatisation process, managed by the 
Ministry of Economic Development, where no companies have been listed on the exchange but instead 
auctioned out to single buyers. From the capital market development point of view this means missing a 
good opportunity to boost market activity. Similarly, the decision in 2005 to stop issuing government 
bonds also hurt the capital market, removing an entire asset class. 
 

National Securities Commission of Georgia 
The National Securities Commission of Georgia is responsible for the supervision of the capital market 
institutions in Georgia. It licenses and monitors the 17 licensed brokerages, the more than 2000 
reporting companies, the GSE, the GCSD and the eight custodians of Georgia. The four Commissioners 
are appointed by the president and approved by parliament, and the office has 63 staff in total. 
 
The monitoring activity mainly consists of overseeing the financial reporting of companies – due to 
recent legislation all Joint Stock Companies must deliver annual and semi-annual reports as well as 
current reports within 15 days of significant events. The inclusion of all JSC´s in this requirement is 
considered by many interviewees, including the Commissioners, to be over-ambitious and proposed new 
legislation would limit the requirement to JSC´s with more than 100 shareholders. Being late with 
reports can result in a maximum fine of 2000 GEL and wilfully providing erroneous information can 
result in jail. Reporting compliance is improving. 
 
The Commission is also responsible for sanctions against insider trading. The theoretical maximum 
penalty is for it is 10 000 GEL but in an illiquid market surveillance is a difficult task and so far no one 
has been convicted. 
 
Supervision of brokers has had more impact, and the number of brokerages has decreased from 42 to 17 
in recent years, mostly through the revoking of licenses. 
 

National Bank of Georgia 
Like any central bank, The National Bank of Georgia’s main tasks are price stability and control of the 
money supply. The exchange rate is floating and increasingly stable against the dollar, and the inflation 
rate target is approved year by year by parliament, currently being 5-6%. 
 
There are currently no REPO instruments issued by the bank, and thus there is no true short-term 
interest rate like the REPO benchmark rate used for example in Sweden. 
 
NBoG also supervises the banks, and banking system stability has high priority. There is a proposal to 
introduce a deposit insurance to boost confidence in banks, boosting bank savings. Recently the NBoG 
successfully managed a bank failure by transferring customers to another bank – the first bank failure in 
Georgia that did not lead to depositors losing savings. 


