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THE CAPITAL MARKET AS A DRIVER OF ECONOMIC GROWTH-
WITH AN EMPHASIS ON INSTITUTIONAL INVESTORS
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Abstract

The relationship between economic development and economic growth has been deeply
analyzed, but the interrelationship between capital markets and economic growth has not been
researched enough. The lack of research in this field was the driving factor for the analysis in
this paper. Existing literature shows that capital market promotes the economic activities and are
very beneficial for the investors, especially the institutional investors. Therefore, as dependent
variable in this paper was taken the GDP growth, while the independent is the market
capitalization. Results show that market capitalization is significant and has positive effect on
the economic growth in the European Union. Additionally, the data was obtained from the World
Bank database and the period of analysis is from 2006-2020. Considering the positive effect, this
creates opportunities for further and deeper research. Nevertheless, institutional investors have
shown their positive effect on economic growth, thus, more developed capital markets can be
more attractive for them. The more institutional investors invest in the capital markets, the better
will be the economic growth of the countries in the European Union.

Key words: market capitalization; economic growth, institutional investors
Introduction

Capital market development is an important driver of economic growth. Existing literature shows
that capital mobility contributes to long-run growth (Algaeed, 2020). The efficiency of financial
services, financial institutions and financial intermediaries are crucial factors that have an effect
on the economic growth. The papers of Schumpeter (1911), and, Kargbo and Adamu (2009)
support these findings. Ouandlous (2010) in his paper emphasizes the importance of the
cooperation between the private sector and the government authorities for creating efficient
capital markets. Furthermore, capital markets have the main role of raising finance by different
institutions and provide funds to businesses that cannot obtain these funds through the traditional
banking sector.

Capital markets are very important for the institutional investors because they offer better
opportunities for these investors, with better returns and lower risk. Capital markets also foster
the economic activities and mobilize savings, which in long run have a positive impact on the
economic growth (Oprea and Stoica, 2018). It is worth mentioning that throughout the years the
amount of financing raised in capital markets has been increasing. Due to the globalization and
the openness of the economies, many companies have increased their equity and bond issuances
(Doidge, et al., 2013).

The importance of capital markets is nonnegotiable, but the imposed question is whether the
domestic and international markets behave in similar way. Levine and Schmukler (2006) argue
that internationalization contributed to shifting the trading activities of the larger firms from the
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domestic into the international markets, while Karolyi (2004) claims that internationalization
does not affect the domestic markets. Therefore, Gozzi, et al. (2015) claims that domestic and
international markets complement each other. Considering that capital markets contribute to
financial development, the imposed question is how this development affect the companies. Beck
and Demirguc-Kunt (2006) in their paper show that financial development is more important for
smaller rather than larger firms. This is because financial development is associated with
transaction costs, information sharing and other financial frictions, which are more important for
smaller companies. Hence, more developed domestic financial markets assist the smaller
companies in their access to finance. Furthermore, Ekundayo (2002) suggests that capital
markets enable the economies to gain economic growth because of the large volumes of
investments and mobilization of savings. Capital markets are complex because of the number of
financial instruments and financial institutions included. However, the development of the real
sector in the economy is important for the financial sector growth.

Interrelationship between capital markets and economic growth

The literature that examines the relationship between capital markets and economic growth is
complex. Many analyzes were conducted by many researchers and most of them found positive
correlation between the capital markets and economic growth. Hence, Alam and Hussein (2019)
in their paper found that stock market has positive effect on economic growth. Following the
paper of Algaeed (2020), in this paper, the indicators representing the stock market are share
price index and market capitalization. Similarly, Brasoveanu et al. (2008) in their paper
confirmed the positive impact of capital market development on economic growth. Kalapo and
Adaramols (2012) in their paper analyzed the relationship between capital market development
and economic growth in Nigeria and found that economic growth is positively affected by the
capital markets. Additionally, Osho (2014) found positive correlation between stock market
development and financial institutions, which consequently has a positive effect on economic
growth (Abraham, et al, 2019). Hence, considering the positive effect of capital markets on
economic growth, it is worth mentioning that its main role is to raise finance by various kind of
institutions. The process of raising finance is related to issuing securities such as bills, promissory
notes, shares, bonds etc. Capital markets are especially important for the riskier businesses,
because they cannot obtain funds from the banking sector (Algaeed, 2020). The capital markets,
which are structured in stock and commodities markets, serve as a synonym for the liquidity and
the performance of the economy.

According to Caporale et al. (2005) through the stock markets, investors have access to financial
instruments, which can be obtained at lower costs and risk. It worth mentioning that the strength
of the financial markets and the way in which they perform their functions affect the stock market
volatilities and the level of returns (Twerefou, et al, 2019). However, the liberalization of the
financial systems is important for the ability of the stock markets to allocate the capital. This
allocation of capital can be used for financing risky, productive This allocation of capital can be
used for financing risky and innovative projects. This is supported in the papers of Rosseau and
Wachtel (2000), Beck and Levine (2003), where they confirm strong correlation between stock
market development and GDP per capita growth. Furthermore, various economic and social
factors have an impact on the performance of the stock markets. For instance, inflation and
deflation are factors that contribute to downturn of the stock market. Notwithstanding, interest
rates also affect the stock markets, because the money become more expensive. In this context,
the export-oriented countries are more affected by currency appreciation, because the export
becomes more expensive and consequently downturn of the stock market is created. However,
the stock price movements are affected not only by the external factors, but by the internal as
well. Hence, mergers, acquisitions, dividend suspension, etc. are some of those factors (Ahmad,
2016).
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Institutional investors and economic growth

Numerous studies analyze the relationship between economic growth and financial development,
examined through application of various econometric methods, cross-country analysis, time
series, panel data etc. However, the results vary, depending on the economic conditions and the
financial strength of the countries (Ruiz, 2018). In the context of the development of the country,
it is worth mentioning that the participation of the institutional investors (pension funds,
insurance companies, investment funds) in the capital markets increases, as the economy of the
country develops (Beck and Levine, 2004). Considering the positive effect of institutional
investors on capital market development, it is expected that they have positive effect on the
economic growth as well. Some papers, such as the research of Chang, et al. (2014) and Curak,
et al. (2009) show the positive effect of insurance companies on economic growth, while other
researches, such as the paper of Klapper, et al. (2004) shows the positive effect of mutual funds
and the paper of Davis and Hu (2006) shows the positive effect of pension funds. Moreover,
Coskun et al. (2017) in their paper analyzed the relationship between the mutual funds, pension
funds and other components of the capital market with the economic development in Turkey.
The results showed long and positive co-integration between capital market development and
economic growth.

According to Ward and Zurbruegg (2000), the insurance industry granger causes the economic
growth in some countries, which is not the case for other. Chang et al. (2014) in his paper focused
on ten OECD countries and used dynamic panel data technique for examining the relationship
between insurance activities and economic growth. For half of the sample the results were
statistically significant and showed positive effects. Holzmann (1997) in his paper showed that
the Chilean pension funds have positive effect on economic growth.

Furthermore, in the global markets today, the pension funds and the life-insurance companies
have big importance. The more the pension savings are growing, the better is the effect on the
capital markets, and consequently the impact on the economic growth is positive. The
globalization and the competitiveness of the firms pressurizes them to be more innovative, thus,
to make more investments. For providing those necessary financial intermediation services, the
role of the institutional investors increases. In period of financial crisis or economic turbulences,
institutional investors become very relevant financial institutions because of their longer time
horizons (Bijlsma, et al, 2014). In the Table below are presented the pension funds contributions
as a share of GDP for some of the European countries.

Pension fund’s assets can be defined as assets that are purchased with the main purpose to finance
the pension plan benefits. From the table below it can be seen that for Belgium they are constant
throughout the years, with a slight increase from 2017-2020. For Germany they are constant in
the period 2011-2017, while from 2018-2019 they have decreased. For Portugal the largest
amount can be detected in 2014, continuing with a decrease in the following years. An increase
in 2019 can be detected, again with a slight decrease in 2020. Similarly to Belgium, Slovenia’s
pension fund’s assets as a share of GDP have decreased starting from 2010, while an increase
can be detected in 2020. Hence, it can be concluded that diversity among countries exists,
especially in the evolution over the whole-time span.

Graph 1: Pension fund’s assets as a share of GDP

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Belgium 0.4 0.4 0.3 0.3 0.3 0.3 0.3 0.4 0.4 0.4 0.4

Germany 0.5 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.5 0.3 0.4
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Portugal 0.5 0.7 0.5 0.4 1.1 0.6 0.5 0.6 0.4 0.8 0.7

Slovenia 0.6 0.6 0.6 0.5 0.4 0.4 0.4 0.5 0.5 0.5 0.6

Source: OECD website (2022)
Graph 2: Pension fund’s assets as a share of GDP
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Institutional investors and capital markets

Literature shows that traditional funding sources will not be enough for filling the financial gaps.
Considering the growing potential that institutional investors have shown, it is believed that
through the right set of instruments they will assist in bridging the financial gap. Therefore,
institutional investors and capital markets can complement such financing. It is worth mentioning
that the assets under management of the institutional investors are significantly big. Hence, if
only portion of those assets is invested in infrastructure, the impact will be important. This can
become possible, only when the long-term nature of the infrastructure projects meets the
institutional investors’ long-term liabilities. Nevertheless, infrastructure investment of
institutional investors can be very attractive because of the returns it provides, portfolio
diversification opportunities and protection from inflation (Escap, 2016).

Notwithstanding, the financial crisis from 2008 highlighted the importance of the institutional
investors as providers of domestic capital for economic development. Their importance has been
increasing throughout the years, while the governments and banks’ balance sheets have become
stretched (Stewart, et al, 2017). Moreover, institutional investors such as mutual funds, insurance
companies, funnel the savings to firms and entrepreneurs that need finance. Hence, they serve as
financial intermediaries. Additionally, Moleko and Ikhide in their paper analyze the effect of
pension funds’ assets on capital market development, where they found positive relationship.
Nevertheless, the impact of the pension funds depends on the financial development and the
development of the capital market. The higher the level of development, the better is the effect
of the pension funds (Meng and Pfau, 2010). Meng and Pfau (2010) also claim that the assets of
the pension funds have more of a long-term outlook. Hence, if they are supplied to the capital
markets, they may lead to financial development. Pension funds differ from the other institutional
investors because of the behavior of their liabilities, which are long-term. Therefore, pension
funds provide stability to the financial system. Contrary to the pension funds’ assets, the
liabilities of the other institutional investors, such as insurance companies and mutual funds are
liquid. Another distinguishing characteristic between pension funds and the insurance companies
is the fact that the liabilities of the pension funds are invested mostly in shares than bonds
(Moleko and Ikhide). Notwithstanding, the number of institutional investors is constantly
increasing and their importance in the financial markets is growing.

Empirical analysis
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Following the exiting literature, such as the paper of Shabbir and Hussein (2019) where they
analyze the impact of capital markets on economic growth in Oman, in this paper the aim is to
determine the effect of capital markets on economic growth generally in the European Union.
Therefore, as dependent variable is chosen the GDP growth, while the independent variable is
the market capitalization of all listed domestic companies. The period of analysis is from 2006-
2020 and the data is annual. The data was obtained from the World Bank database, while the
analysis is conducted in E-views platform.

From the Table 1 below it can be seen that the R*is 86%, which shows that the model has good
explanatory power. In other words, 86% of the variability of the dependent variable is explained
with the variability of the independent, while the remaining 14% are explained by other factors.
Furthermore, the independent variable has probability of 0.035, which is less than the level of
significance of 5% and 10%. This means that the variable is significant and has positive effect
on the GDP growth in the European Union. Hence, it can be concluded that the market
capitalization (which in this case serves as a proxy for the capital markets) has positive effect on
the GDP growth.

The finding of Yu et al. (2012) can support this finding. In their study they concluded that in the
developed countries there is a positive relationship between stock market development and
economic growth. Similarly, in this study, the main focus were the countries in the European
Union which are mostly developed countries. Levine and Zervos (1998) and Beck and Levine
(2004) in their study also found that stock markets have positive effect on growth. Similarly,
Seven and Yetkiner (2016) found that positive relationship between stock markets and economic
growth exists in middle and high-income countries.

Table 1: Results of the impact of market capitalization on economic growth
Dependent Variable: GDP_ GROWTH
Sample: 2006 2020

Variable Coefficient Std. Error t-Statistic Prob.

MARKET CAPITALIZATI

ON 0.063356 0.027055 2.341774 0.0358

C -2.236920 1.456253  -1.536079 0.1485

R-squared 0.296685 Mean dependent var 0.863026

Adjusted R-squared 0.242584 S.D. dependent var 2.700836

S.E. of regression 2.350527 Akaike info criterion 4.670722

Sum squared resid 71.82473 Schwarz criterion 4.765129

Log likelihood -33.03042 Hannan-Quinn criter. 4.669717

F-statistic 5.483904 Durbin-Watson stat 2.302199
Prob(F-statistic) 0.035770

Source: Author’s calculation

In the Graphs below are presented the movements of the GDP growth and the Market
capitalization throughout the years (2006-2020). From both graphs it can be concluded that the
crisis from 2007 and the Covid-19 pandemic had a negative impact, which can be the reason for
the drastic decrease. Nevertheless, for the rest of the years they have similar movements, with
slighter decrease in the period 2011-2012. GDP growth for the European Union was highest in
the period 2017-2018, as well as the market capitalization. These findings support the existing
literature which was presented above, that the capital markets have a positive impact on the
economic growth.
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Graph 1: Graphical representation of GDP growth
GDP GROWTH

T T T T T T T T T T T T T T
06 07 08 09 10 11 12 13 14 15 16 17 18 19 20
Source: Author’s calculation

Graph 2: Graphical representation of Market capitalization
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Conclusion

The potential for economic growth of a country can be deeply affected by the performance of the
stock market. Hence, stock markets play very important role for the national economy. Existing
literature showed that capital markets are one of the main sources of finance for various economic
activities. Therefore, the main focus in this paper was to estimate the impact of capital markets
on economic growth in the European countries for the period 2006-2020. The finding in this
paper is that market capitalization which was taken as proxy for capital markets has positive
effect on the economic growth. This finding can be supported by the existing literature such as
the papers of Seven and Yetkiner (2016), Levine and Zervos (1998) an Yu et al. (2012).
Similarly, to this finding, in those papers it was concluded that the effect is positive only in
developed countries. Nevertheless, for less developed countries the stock markets have lower
effects on economic growth. Additionally, institutional investors have very important role in
today’s globalized and competitive world. Banks as financial institutions cannot provide finance
to all of those that need it. Hence, institutional investors can fill that gap through investing in the
capital markets. Therefore, the higher the amount of investments in the capital markets, the
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higher are the chances for their growth. Consequently, more developed capital markets can
positively affect the economic growth. Finally, yet importantly, this paper creates additional
space for further research in this field. Thus, analyzing the instruments in which institutional
investors mostly invest in, can provide better picture and understanding of how the performances
of the capital markets among different countries differs. Based on these types of statistical
researches, the policy makers can encourage the long-term capital market development plan, and
create better regulations for institutional investors.
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