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[bookmark: _Toc448697670]                      Abstract

By utilising time series regression model, the research examines the relationship between the capital markets and economic development of Georgia. Although, rich literature exists analysing the link between the countries’ financial architecture and their economic development, there has been few studies conducted for the post-Soviet Eastern European countries. As the findings of available literature regarding the topic cannot be reliably generalised without considering individual characteristics of countries, the paper aims to establish an empirical link between the capital markets and economic development focusing only on outcomes of Georgian financial system.
The study was conducted based on the World Bank data for the period of 2001-2012, thus resulting in 12 observations in total. In order to make the research manageable, outputs of the stock markets were regarded as the representative of capital markets. Such decision was mainly based due to the fact that the stock market is the major part of the capital markets in Georgia. Furthermore, same method was adopted by Compton (1997) when analysing the link between the financial architecture and economic growth of Baltic countries. 
For the data analysis stage, two regression models were run in order to identify if there is a positive effect of capital market on Gross Domestic Product in Georgia and if the effect is bi-directional. The results of the regression model indicated that there is a strong positive correlation between the stock market capitalisation rate and economic development and market capitalisation influences GDP with one lag. Furthermore, second regression model suggested that the relationship is bi-directional and economic development also initiates capital market development, although with a lower effect.
The findings reveal the importance of developing capital markets in Georgia and could serve as a suggestion for the future direction of the government. Although, it is too early to suggest shifting to the market-based financial structure, the importance of developing capital markets is obvious. Final part of the dissertation lists broad recommendations for the creation of an environment where capital markets would effectively develop. 
Although, number of politicians and analysts suggested the development of capital markets in Georgia, there has been no empirical studies conducted analysing the effect of capital markets on the economy. Based on the regression outputs comprising existing data, this study provides an evidence of the benefits of capital markets for the overall economy.
In terms of reliability of the research outcomes, main limitation of the study should be considered. As the regression models were run with only 12 observations, the reliability and validity of the results could be questioned. In order to derive more meaningful suggestions, similar studies comprising larger number of observations should be conducted in the future. 
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[bookmark: _Toc448697673]1 Introduction
1.1 [bookmark: _Toc448697674]Research Rationale 
Even after 25 years of independence from Soviet Union, Georgian economy is still far behind the Western European countries. After being trapped into the USSR, country became dependent on the command economy, which killed innovation and competitiveness of Georgian enterprises. As the country regained its independence, it had to cope with the economic and political crises which were negatively influencing the economic development. 
In order to catch up with the European countries, Georgia needs to achieve higher than current economic growth rates, therefore government should be concerned with the creation of an environment which will support growth, innovation and entrepreneurship. 
Capital markets could be one of the possible alternatives for achieving higher growth rates. The research is concerned with identification of the advantage of market-based financial architecture for ensuring higher growth rates in case of Georgia. This issue is important in terms of policy development. As the government takes steps to develop capital markets, before adopting the policies for financial architecture regulation, the choice between the financial structures should be made. Policies issued by the government should be based on the analysis of relative advantages of financial structures and their possible effect on the economy.  
1.2 [bookmark: _Toc448697675]The purpose of the Study
The main purpose of the study is to identify the effect of capital markets on economic development of Georgia. For this purpose, the research questions are formulated in a way to identify the nature of the relationship between the capital markets and economic development and provide recommendations for the government for the future direction. The research is unique, as the empirical studies considering the outcomes of Georgian markets have not yet been performed. The results would serve in identifying the best route for Georgian financial system in order to ensure higher economic growth rates.
[bookmark: _Toc448697676]1.3 Background to the Study
Established in 1999, Georgian stock exchange is an apt example of underdeveloped and rudimentary capital markets. As cited by Khishtovani (2012), the underdevelopment of the financial sector is the main deterrent of the competitiveness of the Georgian economy (World Economic Forum, “Global Competitiveness Report 2012-2013”, 2012). Low efficiency is supported by the scale of annual trading of financial instruments, market capitalization of listed companies and a scarce variety of the financial instruments. Compared to the capital markets of similar-sized Western European economies, Georgian capital market is presented with the significantly lower outcomes. 
70 years after being forced to become a member of Soviet Union in 1921, Georgia regained its independence in 1991 shortly before the collapse of the Union.  First days of independence proved to be the hardest for the economy. With the disintegration of USSR the cooperative relations between the enterprises of member-countries were broken down. As Papava (2013) notes, most enterprises of post-soviet countries were incapable of meeting the demands of international competition because of the low quality and/or high prices of goods. As a result, necroeconomy, the economy which can produce only uncompetitive products (Papava, 2013) was formed. In addition to strained economic situation, Georgia faced severe political crisis. Civil war, which lasted till 1995 even intensified the problems. Staffed with plethora of economic and political issues, there was no place for capital market development. Forgotten from the government, experiencing highly unstructured and as Khishtovani (2012) refers “unbalanced economic development”, Georgian capital market did not manage to become an efficiently operating financial institution. 
Currently, financial system of the country is dominated by the banks, thereby impeding the development of capital markets. According to Nadibaidze (2008), the majority of local companies tend to obtain funds for their operations and expansion through banks. Some companies choose funding from foreign investors and only a few refer to the local capital markets. Even though as Loladze (2012) says, in the majority of the post-communist countries such as Lithuania, Latvia, Estonia and Russia the development of financial sector has been marked with the dominance of commercial banking, compared to Georgia, those countries perform better. 
Perhaps the most recent and comprehensive research analysing Georgian capital markets was undertaken in 2015 by The Capital Markets Working Group. The research was initiated by the government of Georgia. The report provides an outlook of the current situation and notes that Georgia meets all the necessary conditions for a successful operation of the capital market. By summarizing obtained results, the report offers 43 specific technical recommendations for the development of the capital markets in the country.
Regulatory issues remain one of the most problematic areas of capital markets in Georgia. Furthermore, according to Khishtovani (2012), government’s actions, especially active interference in financial relationships, cause a further complication of the problem. Frequent amendments to the regulations imposed by the government, is listed as one of the main contributing factors for underdevelopment of capital markets in the country. 
Currently, the government is engaged in the development of the capital market and is ready to follow the recommendations developed by The Capital Markets Working Group. The main focus in the recommendations is on the harmonizing the current market regulations to that of EU.  It is expected that with the Association agreement with EU signed by Georgia in 2014, the growth of the capital markets will be more noticeable and the balance between banking and capital markets system realized. However, there is a lot to be done in this respect. 
As the development of the capital market is one of the forthcoming issues for the government of Georgia it is vital to analyse the most likely effect of the capital market development on the economy. The benefits of the capital markets should not be taken as granted and it is important to consider that their development may bring additional risks for a country such as Georgia.  Nadibaidze (2008), states that Georgian financial system has two possible scenarios: it will form a market-led or bank-led financial regime. As he argues, in the long run the difference in potential outcomes is significant so there is a choice to be made.  
By analysing the performance of Georgian capital markets, the research will be aimed in identifying the advantages and drawbacks of developing market-led financial system in the country.  First of all, it will outline the degree of desirability and potential risks of the capital market development in the country by reviewing the relevant literature around this topic.  Secondly, the research will review the outcomes of Georgian capital markets so far and identify the nature of the relationship between the capital markets and economic development.
[bookmark: _Toc448697677]1.4 Research Aims and Questions 
Main aim of the research is to identify the desirability of developing market-based financial structure in Georgia by referring to the following research questions:
1. Is the market-based structure able to influence the economic growth? The research will be aimed to identify the advantage of market dominance in the financial structure for the Georgian economy. The results will assist in developing the policies that would support an economic growth. 
2. Is the relationship between the capital markets and economic growth unilateral? The question will reveal if the economic development leads to the natural development of the financial sector. It will identify if the development of financial systems will occur without active interference of the government.
3. What should be the future direction of the authorities regarding this issue? If the prospects of developing market-based financial structure will seem attractive, next step should be identification of the best ways for the development of such financial structure and the minimization of expected risks in order to fully benefit from a new regime. This would require careful planning and organisation from the governing bodies. 
[bookmark: _Toc448697678]1.5 The Research Design 
Research methodology adopted for the analysis of this particular topic is descriptive-explanatory. Review of the most current scientific literature created the basis for the empirical research, which deals with the analysis of a secondary data. In order to identify the impact of capital markets on the economy regression analysis was used. As Georgian stock market was established in 1999, its outcomes are available only from 2001 to 2012 therefore resulting in 12 observations in total. Data was obtained from the World Bank Databases. 
Research adopts case study strategy, by reviewing and analyzing capital markets in Georgia. Such strategy ensures deeper insight into the particular problem and therefore, the results based on a case study are more reliable. Detailed methodology of the research is discussed in the section 3. 



[bookmark: _Toc448697679]1.6 Assumptions & Limitations

Main assumption of the research is that the data provided at the World Bank and National Bank of Georgia databases are not distorted and are reliable. 
Although, the advantage of the paper is a comprehensive insight by analyzing the outcome only of Georgian capital markets and the characteristics of a country, few number of observations is the main limitation of the research. 
The rest of the paper is structured in the following way: next section reviews and summarizes the latest empirical literature available in this area. Section 3 outlines the research methodology and states the reason behind the choice of a particular method. Section 4 presents the findings of the data analysis and section 5 provides the recommendations for the government regarding the capital markets. 



[bookmark: _Toc448697680]2 Literature Review
[bookmark: _Toc448697681]2.1 The Importance of Financial Development
Considerable attention has been paid to the importance of financial development in a scientific literature. Generally, it is assumed that the efficient financial system is vital for the economy and its development reduces asymmetric information, moral hazard and transaction costs. Moreover, it creates the possibility for sharing risks and positively affects economic liquidity, thus leading to cheaper and easily obtainable capital, expanded levels of domestic investment and economic growth.  
According to Garcia and Liu (1999), financial systems affect economic growth through following three channels:
· Stimulation of savings – higher returns offered by financial systems to investors create incentives to save and increase the level of investments. 
· Channeling savings to investments – the main role of the financial intermediaries is to channel resources from lenders to borrowers by reducing transaction costs and asymmetric information. 
· Efficient allocation of resources – this is achieved through fund pooling, risk diversification, liquidity management, screening and monitoring of the projects. 
Although the desirability of developing financial systems was assumed obvious, empirical literature analysing the importance of the financial development in ensuring economic growth revealed several studies that do not share the view of financial development benefits. As Demirgüç-Kunt (2008) notes, bulk of literature suggests that efficient financial systems play an independent role in promoting long run economic growth, reduce poverty and even improve the distribution of income. However, there are several researchers who question the positive and causal relationship between the two and point on the exaggerated role of the finance in delivering higher growth rates. 
Lucas (1988) described the importance of finance as over-stressed. While analysing the factors contributing to economic growth, he lists only human and physical capital as the components of endogenous economic growth. Similarly, Stern (1989) completely ignored the role of financial development in achieving economic growth and did not mention finance even in the omitted variables. As the financial sector uses resources employed in the economy, the latest research by BIS (2015) using sectoral data concluded that accelerated growth in the financial sector and especially credit booms reduce real economic growth. Furthermore, according to Robinson (1952) the causality between financial and economic development is reversed and economic growth is the motivator for efficient operation of financial system.  
Intermediaries and stock markets represent major players of the financial system. Their relative dominance shapes financial architecture across the globe. Allen et al. (2005) define financial architecture as a mix of financial markets, institutions, instruments and contracts that define how financial activities are organized at a particular date. Countries’ financial systems are classified as either bank- or market-based. Following sections will cover main views regarding the origins of financial structures and their relative advantages. 
[bookmark: _Toc448697682]2.2 The Origins of Financial Structures
In understanding the advantages of one or another financial system for the country, one must question the origins of the structures which contributed to the successful operation of financial systems. The characteristics of the economy is a base for building up an efficient financial system and it is important for the financial structure to be well fit with the economic structure. Therefore, identifying the reasons for successful operation of one or another financial system in countries is one way forward in coming up with the best possible financial structure for a country. This topic was a particular issue to analyse by number of researchers. History, legal framework and economic structure were listed as the main motivators for shaping countries’ financial structure. 
BIS (2014) argue that the legal origin of a country can explain the structure of its financial system. They suggest that countries with common law systems such as the United Kingdom, USA and Belgium tend to have market-based financial systems. On the contrary, civil law countries (France, Germany, Japan, and Austria) often successfully develop systems anchored on banks. This view goes along with Ergungor (2006), who argues that as civil courts are less flexible and less willing to interpret the laws, the environment in civil-law countries gives low protection to investors and favors bank-oriented financial regime. On the contrary, because common-law courts enforce laws and regulations effectively, they create climate for efficient functioning of stock markets. Therefore, Ergungor (2006) believes that such arrangements define financial architecture in each individual country. 
However, this view is not supported by Allen et al. (2005), who agree with Rajan and Zingales (2003) and state that distinguishing between legal systems does not explain the difference in financial structures across countries. As they note, although France has a civil law system, its stock market capitalisation rate is quite substantial. Due to high value of this measure, financial architecture of the country was classified as a market-based by Deltuvaite and Sineviciene (2014). 
As a result, based on a data from 80 countries over the period of 1976-2000, Allen et al. (2005) find that not the legal system but the characteristics of real economy determine financial structure and financial institutions and markets develop in response to the financial needs of firms. As they concluded, economies dominated by physical-asset intensive firms, such as China, Nigeria and Oman tend to develop a bank-based financial system. Whereas, market-led financial systems flourish in the countries with knowledge-based industries and intangible-asset-intensive firms as in Hong-Kong, Kenia and Panama. As they argue, the fact that in the majority of transition economies large companies are fixed-asset-intensive, while knowledge-based ones are in their early stages of development, explains the prevalence of bank-based financial structures there. 
The role of a history, as the main determinant for a financial structure, was suggested by Monnet and Quintin (2006). They argue that:
“While current fundamentals may not suffice to explain a nation’s current financial structure, together with past fundamentals they fully explain and justify it”. 
Their view was supported by German and USA example. Due to the instability associated with the 1873 Berlin Stock Exchange crash, Germany used significant barriers to restrict activities on the stock exchange by adopting relevant company laws in 1884 and 1896. Similarly, federal laws were restricting bank intermediation in the United States since 1836 because of the fear of concentration in the banking sector. Therefore, as Monnet and Quintin (2006) note, these examples explain current financial architecture in both countries. 
Based on these results, it can be argued that currently Georgian economy does not provide a favorable environment for the development of market-based financial structure. That could be one of the reasons of banking sector dominance for years since the abolishment of Soviet Regime. Neither legal framework nor economic structure and history supported the development of capital markets. Therefore, the shift to market-based financial architecture should start from creation of an environment where capital markets could prosper and operate efficiently. There is no doubt, that it is a resource-consuming long-term perspective and considerable care must be taken in identifying the benefits of market-based structures over expected costs. Additionally, the role of the government in promoting the change in the financial system should be reviewed. It is very important to set the line between what should be done by the government and what will be the break of the rules of free markets.  Next sections are aimed to identify the desirability of developing market-based structure in Georgia by reviewing scientific literature around the topic. 
[bookmark: _Toc448697683]2.3 Financial structure and economic growth
For the policy development perspective, identification of the type of the financial structure that contributes mostly to economic growth is a highly critical issue. The relationship between those two phenomena has been a debated issue for the researchers since the late 20th century. Although number of research papers were devoted to this subject, empirically there has been a little evidence in favor of either bank- or market-based systems. 
Mainly, the economic performance of two groups of countries has been analysed as the role models. German model, also successfully developed in Japan, represents the bank-based financial structure. Whereas, Anglo-Saxon model is referred to the financial system anchored on markets. The United Kingdom and USA are the best representatives of the latter model. 
The importance of this issue is quite high considering the consequences of wrong policies developed in the countries. Unfortunately, there is a little empirical evidence available in favor of either bank- or market-based systems. According to IMF (2012) the main problems in analysing the relationship between the financial structure and economic growth are due to lack of data and its quality. This is resulted by a short sample period as data on financial structure measures across large sample of countries is available since 1998. Such situation hinders the possibility to derive meaningful conclusions. Furthermore, incomplete measures of financial structure, problem of outliers (as a robustness check, variables which are prone to high fluctuations are usually excluded from regressions) and difficulties in assessing statistical significance were listed by IMF (2012) as problematic issues leading to ambiguous results. In addition to these data constraints, following econometric issues were identified by IMF (2012):
· Potential omitted variable bias: a possible source of the error might be omitted variable that could influence economic outcomes or structure.
· Possibility of a catch-up effect: countries with different economic levels tend to have different economic growth and country-specific characteristics that needs to be addressed during the analysis.
· Possibility of reverse causality (or endogeneity): as the relationship between the financial structure and economic growth is not believed by some researchers to be unilateral, research should include the possibility of causal relationship. As noted by IMF (2012), to avoid distorted results generalized method of moments (GMM) was developed by Arellano and bond (1991), Arellano and Bover (1995), and Blundell and Bond (1998).
Due to such problematic issues that are difficult to overcome, the majority of the researchers focus their analysis on either bank- or market-led structures. As the importance of this research is quite high in identification of the best ways to achieve the highest economic growth, further work needs to be done on this subject.  Furthermore, as IMF (2012) notes, the structure of financial intermediation across the globe is changing and it is important to assess how these changes may be associated with economic outcomes. 
To summarize extensive debate regarding the relationship between financial structures and economic growth, several distinct views are outlined in the following sections.
[bookmark: _Toc448697684]2.4 Theories of growth in capital markets
Bank-based view supports the superiority of banks and other financial intermediaries in providing higher rates of long-run economic growth for countries by exercising economies of scale in processing information, mitigating moral hazard problem and establishing long-run relationship with firms to ease asymmetric information distortions (Levine, 2002). Bolton (2002) lists monitoring, flexible lending, and intertemporal consumption smoothing as a bank-dominated systems’ comparative advantage. Additionally, based on the empirical analysis of five developed economies (Germany, USA, Japan, the UK and France), Arestis et al.  (2001) find that the capital market has effects on the economic growth, but the impact of banking sector is stronger. 
On the contrary, the criticisms of banks include interruption of innovative activities by “extracting informational rents and protection of firms with close bank–firm ties from competition” (Levine, 2002, p. 3), lower profit rates and decreased competition for the companies with close ties to a ‘‘main bank’’ (Weinstein and Yafeh, 1998; Morck and Nakamura, 1999). As Luintel et al. (2007) notes, not only may close bank-firm relationships preclude competition in credit markets, but also may reduce banks’ ability to enforce efficiency in corporate governance. Moreover, Weinstein and Yafeh (1998) state that close bank-firm relationships do not necessarily reduce the cost of capital and nor do they increase investment for firms with close ties to bank. Rajan (1992) argues that bank-based systems tend to be more conservative and less flexible in nature. 
Market-based view holds that markets reduce inefficiencies caused by the banks and enhance economic growth better than bank-based financial system (Arestis et al., 2004). 
According to Levine (2002), the growth-enhancing role of the capital markets is supported by their ability to:
· Foster greater incentives to research firms since it is easier to profit from the information by trading in big, liquid markets 
· Enhance corporate governance by easing takeovers and making it easier to tie managerial compensation to firm performance 
· Facilitate risk management
According to Atje and Jovanovic (1993), market-based systems enhance growth through the provision of liquidity, which enables investment to be less risky, so that companies can have access to capital through liquid equity issues. BIS (2014) argues that in business cycle fluctuations, banks and markets differ considerably in their effects. In normal downturns, healthy banks help to cushion the shock but, the impact on GDP during recessions in countries with bank-oriented systems are three times more severe than in those with a market-oriented financial structure. 
As Allen and Gale (1999) suggest, the advantage of market-dominated systems is seen mainly in a better information provision to guide investment and better sources of capital for entrepreneurs. According to Compton (1997), markets contribute to real capital formation, increased efficiency of financial system, allocation of investment, increased foreign competition and economic growth. He argues that all the costs associated with the market-based structures are not the result of the development of capital market but the result of its mismanagement. Compton (1997), notes that proper legislation and surveillance by the officials running capital markets can mitigate all the possible costs to the economy. Such markets increase the efficiency of the financial system by creating greater number of financing options and competition in the domestic market.
At the same time, Henry (2000 a, b) notes that liquid stock markets lower the cost of equity finance by expansion of the opportunities for risk sharing and therefore stimulate higher investment levels. Additionally, Luintel et al. (2007) mentions the role of stock markets in reducing liquidity risk and exerting corporate control, especially through takeovers.
Nieuwerburgh, Buelens and Cuyvers (2006) analysed the long-run relationship between stock market development (measured by market capitalization and number of listed shares) and economic growth (measured as a logarithmic difference of GDP per capita) in Belgium. They performed Granger causality tests and emphasized that stock market development determined economic growth in Belgium especially in the period 1873-1935, but also on the entire analyzed period (1800-2000) with variations in time due to institutional changes affecting the stock exchange.
Market-based view had some criticisms in terms of its growth enhancing role. According to Boyd and Prescott (1986), market-based systems require to reveal information publicly, thereby reducing incentives for investors to seek and acquire information. Information asymmetries are thus accentuated. Banks can ease distortions emanating from asymmetric information through forming long-run relationships with firms and through monitoring. As a result, according to Stiglitz (1985) and Bhide (1993), bank-based arrangements can produce better improvement in resource allocation and corporate governance than market-based institutions. 
Likewise, Bhide (1993) argues that liquid markets, resulted by dominance of markets, may create a “myopic investor climate”. As the investors can sell the shares inexpensively on the market, their incentives for greater corporate control is reduced. Decreased corporate control, in turn, leads to lower financial growth rate. 
The latest empirical literature tends to emphasize the role of the legal, institutional and financial arrangements in achieving high economic growth. Considerable number of researchers suggest that financial architecture does not matter and countries can achieve high growth rates no matter of their financial structures. Such arguments resulted in following views:
Financial services view regards financial and legal arrangements as the main factors in mitigating market imperfections caused by banks and capital markets. As the theory holds, it is neither banks nor markets that matter, the main issue is a creation of an environment “in which intermediaries and markets provide sound financial services” (Levine, 2002). 
Chakraborty and Ray (2006) argue that two countries with different financial regimes can achieve similar economic growth rates. It is the quality of financial and legal services that values most in achieving high economic growth rates. Consequently, as Levine (2002) notes, “the financial services view places an analytical spotlight on how to create better functioning banks and markets, and relegates the bank-based versus market-based de bate to the shadows”.
[image: ]However, new empirical research by Dabla-Norris et al. (2012) suggests that the increase of financial depth do not accrue evenly to all countries (IMF, 2012). They argue that the degree to which increased quality of financial services translates into higher economic growth is influenced by institutional environment, which is mainly determined by income level and by how the structure of the economy affects incentives and investment. As Dabla-Norris et al. (2012) suggest, at very low levels of income, the growth impact of financial depth is negligible and only becomes statistically significant as incomes reach certain level.  As Figure 1 depicts, the higher is the income levels of a country, higher is the impact of the financial services on an economic growth. Additionally, they concluded that financial depth above a certain threshold would propagate financial sector shocks and increase volatility. This concept does not go along with the financial services view, suggesting that the impact of financial depth depends on a country’s economic development. 
Legal services view, initiated by La Porta et al. (1997), maintains that the role of the legal system is in creating a growth-promoting financial sector, with legal rights and enforcement mechanisms, facilitating both markets and intermediaries. Weak legal systems and poor institutional infrastructure impede the functioning of markets, reducing the supply of information feedback as a market function. [bookmark: _Toc448704640][bookmark: _Toc448703936]Figure 1. An impact of Private Credit on Growth at Different Income Levels
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Tadesse (2002) argues that it may not be useful particularly for less-developed and resource-constrained countries to expend resources in promoting a particular type of financial structure. For such countries, he suggests reducing policy uncertainty, strengthening the regulatory framework, and enforcing creditor and investor rights. As Tadesse (2002) notes, such changes will create an environment that facilitates development of banks as well as stock markets, which will stimulate domestic investment.
Country-specific Factors View. A middle ground position is to argue that the effectiveness of a particular architecture depends on a host country-specific characteristics. These may include the economic and financial development of the country (Demirgüç-Kunt et al, 2011; Hellmer. 2008), the informational structure of participating firms (e.g., Boot and Thakor, 1997), the technological characteristics of the economy (Allen and Gale, 1999; Rajan and Zingales, 1998), etc.
Demirgüç-Kunt et al. (2011) and Hellmer (2008) suggest that the benefits of either of the system for a country depends on its level of economic and financial development. They note that as economies grow, “economic output tends to become less sensitive to changes in bank development but more so to changes in financial market development”. 
These views go hand in hand with the Rajan and Zingales (1998) and Naceur and Ghazouani (2007). Latter studied the effects of stock market and bank system of economic growth on a sample of 11 Arab countries and suggested that financial development could negatively influence the economic growth in countries with underdeveloped financial systems. The main argument of this hypothesis is that capital markets in developing countries, are generally less regulated and poorly organized in comparison to the capital markets of developed countries. 
However, as Rajan and Zingales (1998) argue “although countries with poor legal systems benefit from a bank-based system, better legal systems improve market-based systems, and as such the latter are preferable”.  Tadesse (2002) comes up with similar suggestions. By analysing industry level data from a panel of 36 countries, he finds that bank-based architecture suitably complements weak legal and institutional environments, as markets require stronger legal and institutional structure to flourish. 
As Tadesse (2002) suggests, information feedback is the main function of the markets. Equilibrium prices formed in the markets provide information for investors regarding the health of the businesses and provide a base for decisions at a corporate level. However, the severity of moral hazard and asymmetric information problems should be evaluated. In the countries, which are prone to moral hazard problems, the information feedback from markets are distorted and thus is not reliable. In such economies, bank-based financial architecture is favored. As a result he found that the structure of the financial system does matter for growth and argues that among financially underdeveloped economies, the countries with higher growth rates have bank-dominated financial systems, while among financially developed economies, the countries with the higher growth rates have market-dominated financial systems.
Additionally, Tadesse (2002) approaches the question from a slightly different perspective. He argues that bank-based financial architecture outperforms market-based systems across countries dominated by small firms such as Sri-Lanka, India, Indonesia, Peru and Jordan while market based architecture fares well across countries populated with larger firms (Germany, Finland, Austria, Canada and US). This is mainly due to different patterns of financing of small and large firms. As there are substantial fixed costs in issuing securities, as Tadesse (2002) notes, mainly large firms opt for securities markets for a funding. As a result, in countries where most firms are small, as in many emerging and transition economies, as Tadesse (2002) notes, there is more economic value in strengthening the banking sector. 
As Hellmer (2008) suggests, the establishment and development of capital markets in developing countries do not contribute positively to economic growth and even has negative effects, because these countries tend to have high rates of volatility on the price of securities. The main argument of this hypothesis is that capital markets in developing countries, are generally less regulated and poorly organized in comparison to the capital markets of developed countries. As he argues, these countries would do better if they use their human, institutional and material resources in order to improve more their banking system rather than promoting capital markets (Hellmer, 2008).
Same was noted by BIS (2014), which argues that in the earlier stage of development banks are more useful for countries as they assist in risk minimization and compensate for weaker institutions. As the country develops, “markets are better able to provide products tailored to specific users”. 
Minier (2003) in his research found a strong correlation of economic growth and bank-based structures in the developing economies, on the contrary market-led structures were found to have strong positive impact on the economic growth in developed ones. 
As theories suggest, there is no exact formula for deciding which route is best to follow and when is it appropriate to stimulate the development of the capital-markets. Countries differ from each other, thereby creating complexities for policy makers to decide on the best possible scenario. It is obvious that there is no optimal financial structure suitable for all countries at all times. As the lack of fit between country’s financial structure and its environment might pose negative consequences for an economy, the stimulation of either of the regime should be based on a comprehensive analysis of country’s specifications and its readiness to adopt a new system. 
To summarize, one point is worth mentioning: Despite the critiques of developing market-based systems especially in transitional and developing countries, it is quite obvious that any country needs to have developed financial system with efficiently operating capital markets. Without developing them, country loses plethora of opportunities for improvement of its economic performance and achievement of the full potential. Effective financial services and a legal infrastructure represent critical issues when developing capital markets. Although it is too early for Georgia to talk about shifting to market-based financial structure, next section will examine the relative advantages and disadvantages of developing market-based economies considering the characteristics of post-soviet Georgian economy. 
[bookmark: _Toc448697685]2.5 Prospects of Developing Capital Markets in Georgia
[bookmark: _Toc448697686]Capital markets play an important role in the financial system. The degree of development of stock market, the major part of capital markets, represents a significant indicator of economic growth in countries. Stock market, according to Gamolya (2006), is regarded as a “herald of economic forthcomings by investors and analysts and there is no way for a developing economy to meet high standards without developing efficiently operating stock market”. El-Wassal (2013) argues that in addition to plethora of opportunities that stock markets create for an economy, they improve accounting and tax standards as investors require better information to compare the performance of different companies. For the Georgian economy, the development of efficient capital markets and even shift to market-based economy could be expected to lead to higher economic growth rates, increased innovation, investment levels and corporate control.
2.5.1 Expected risks
In line with the advantages of the capital markets, it should be noted that the change in the financial structure does not evolve without risks. According to Nadibaidze (2008), although the development of capital markets results in lower costs of a capital, higher transparency and involvement of the population as well as increased international engagement of a country, market-led financial regimes increase the risks of volatility and attacks by speculative investors. Such risks are more probable considering population’s low levels of financial literacy and loosely defined laws and regulations, as it is the case in Georgia. 
Similarly, Tsiklauri (2015) relates the effect of capital market development to macroeconomic factors. He states, that with the development of capital markets, the country will significantly benefit from increase in foreign direct investment, however as he argues in case of economic shocks, investors will try to sell financial assets denominated in local currency thereby increasing the pressure on the economy. This issue seems quite important considering highly volatile economic situation in Georgia, which is mostly caused by political instability and even by frequent amendments in the legislation. 
As there has been a little evidence in the practice of shifting to market-based structure, there is a limited research available regarding the risks inherent with the change of a financial architecture. Therefore, it is not straightforward to define exactly which risks the country will face with the development of market-based financial structure. However, it can be generalised that with large capital markets economies are concerned with large inflows and outflows of money, therefore actions must be taken in managing economic liquidity and price volatility. Lack of investors’ financial literacy and sophistication might pose another threat which should be addressed. Similarly, excessive trading might lead to foreign exchange rate crises. In order to avoid disorganization, well-developed regulatory framework and institutional regulations must be adopted. 
Three broad recommendations for successful development and risk mitigation of capital markets in transitional economies were suggested by Moskow (2002):
· Clearly define legal system and protect property rights. The rights should be enforced by a competent, ethical, and politically independent judiciary. Bankruptcy law and efficient litigation systems were named highly critical in the process of developing financial infrastructure. Additionally, confidence in Judiciaries is a must in ensuring successful outcome of a new system. 
When organizing a legal system, the size of underground economy must be taken into consideration. As Moskow (2012) notes, in the countries with large shadow economies, legal system has a little effect as in this case enforcement mechanism is compromised. It is hard to imagine, that a country with large shadow economy develops successful capital markets. As Georgia is one of the top countries with high levels of shadow economy, development of legal system should done along with minimization of underground activities.
· Develop transparent accounting standards to foster market discipline and efficient pricing of financial assets. The main role of accounting standards in this case would be building of investor confidence. Without the latter, capital markets simply cannot flourish. 
· Regulation should be independent of the political process and should rely on market mechanisms and market incentives.  As Moscow (2012) argues policy affecting financial infrastructure considerably matters in ensuring economic growth and higher living standards, however he adds that legal, accounting and regulatory practices should reflect the differences between countries. Although proved successful, western-style reforms should be accommodated to the characteristics and specific conditions of each country. Blind copying would do more harm than good. As an example, Moscow (2012) brings Western legal code adopted in Russia after the fall of communism, which failed due to non-existing   judicial system to enforce the laws. 
To conclude, this chapter looked at the major theories analyzing the impact of financial system on the economy. The advantages and disadvantages of market-based economy were listed together with the expected risks of shifting to market-based financial architecture. As the results suggest, Georgian economy did not have the opportunity to develop effective capital markets due to its historical background, legal system and institutional arrangements. Currently, the country still needs to create an environment which would serve as a base for developing capital markets and adopting market-based financial structure. For now, the main barriers for capital market development are: high volume of underground activities, political uncertainty, frequently changing regulations and lack of investors’ confidence. By overcoming these barriers, country will create favorable environment for capital markets to flourish. 
The impact of increased activity in the capital markets on the economy would suggest the desirability of shifting to the market-based architecture. Chapter 4 will empirically evaluate how capital markets in Georgia contributed to economic growth so far. 
[bookmark: _Toc448697687]

3. Methodology
This chapter is built around the discussion of chosen methodology and the reasons behind these choices. Adopted methodology reflects the characteristics of the research topic and of the resources that were obtainable by the researcher. It is believed that accurately chosen methods will directly affect the results and thus, are very important for deriving meaningful outcomes. 
Research is hugely concerned with the knowledge. Rugg and Petre (2007) define research as an exploration in the pursuit of knowledge. According to Saunders et al. (2009), the knowledge is only accomplished when the research is undertaken in a systematic way. They state that “systematic way” is ensured when the research is based on the logical relationships and not beliefs. For this purpose, Saunders et al. (2009) regard it vital to explain the methods used to collect and analyse the data.
That is the main goal of this chapter. Following sections are structured in order to explain and justify the nature of the methods chosen to acquire knowledge concerning this particular area and thus answer the research questions. The main framework used to build the chapter is a research onion (Saunders et al. 2009), which is the tool for analysis of the research methods and methodology.  
[bookmark: _Toc448697688]3.1 The research Rationale
The relationship between the financial architecture and economic growth has been a centre of attention among researchers since the last several decades. Although, it is assumed that the development of financial systems will positively affect economic outcomes, there has been a little evidence in support of either bank- or market-based economies in ensuring economic growth. Some issues that were outlined in the chapter two pose barriers in identifying the type of financial structure which is more beneficial for the economic growth. 
Currently, Georgia has an underdeveloped capital markets. Due to no initiatives in the past to develop such markets, country’s financial system is dominated by the intermediaries. Therefore, there exists a question: what if capital markets are better able to enhance economic growth. The research is aimed to analyse the effect of capital markets on economic development in Georgia and identify the benefits of market-based financial structure. Initial analysis of the effects of capital markets on the economy is imperative due to high costs involved during the development. This issue is especially critical for such resource restrained countries as Georgia.
The results should suggest if there are benefits over the costs in developing capital markets in the country. First of all, the degree of desirability of capital market development in Georgia will be outlined by analyzing the effect of capital markets on economic variables up to date. Based on this analysis, the research will provide recommendations for the government of Georgia for the future direction of funds. 
The main questions of the research are:
1. Is the market-based structure able to influence an economic growth? As the number of researchers mentioned in the previous chapter, in the developing economies banks are more effective in initiating economic growth, whereas markets are more helpful when an economic development reaches a certain level. The research will be aimed in identifying the effect of capital markets on the economic growth for Georgia. 
2. Is the relationship between the capital markets and economic growth unilateral? In addition to identifying the effect of capital markets on the economy, the research will try to find out the influence of GDP on the capital markets. The outcome could serve as one of the suggestions for the development of the capital markets.
3. What should be the future direction of the authorities regarding this issue? Although, the development of capital markets are advantageous for countries, their dominance might pose a threat for the economic stability for countries such as Georgia. As a post-soviet republic, Georgia has distinct characteristics which should be addressed when deciding on the type of financial structure.
[bookmark: _Toc448697689]3.2 Research Studies
According to Adams et al. (2014) there are three types of research studies that achieve different knowledge outcomes:
1. Descriptive research is aimed in describing the phenomena and is not particularly concerned with understanding why behavior is the way it is. It is regarded as the starting point of a research and normally is followed by the explanation. 
2. Explanatory research describes the phenomena and aims to explain the reasons behind the behavior. This type of the research study assists in identifying the nature of the research topic. According to Saunders et al. (2009) explanatory research analyses causal relationships between variables. 
3. Predictive research is an attempt to predict the future development of a particular phenomenon. This type of the research is very important in designing the policies for the governments. 
The type of research study totally depends on the nature of the research. There is no better or worse option and the choice should only depend on the requirements and characteristics of research questions. In this research, the author uses descriptive-explanatory research. Following the specifications of the research topic, the research is based on the analysis of the secondary data regarding the performance of Georgian capital markets and the theory reviewed in the chapter two. Therefore, the research is a mixture of both theoretical and statistical analysis. The research begins with the description of the literature available on the relationship between financial structure and economic growth. The second part of the paper analyses the link between these two phenomena in case of Georgia by adopting explanatory research. As the research does not aim to identify future development of this case, predictive study was not conducted. 
Detailed methodology of the research and justification of their preference in this research is analysed in the following sections through the research onion (Figure 2) developed by Saunders et al. (2009). According to University of Derby (2016):
‘The research onion model enables researchers to determine an appropriate research philosophy by working from an outer layers to the centre of the onion model’. 
[bookmark: _Toc448697690][image: ]Research onion serves as a guideline in logically defining research methodology. The main advantage of the model, which was the determinant of adopting it in this research, is that it can be accustomed to any type of research methodology and can be used in a variety of topics (Bryman, 2012). Following sections are organised according to the layers given in the research onion model and thus move from the research philosophy to the data collection and data analysis. 
[bookmark: _Toc448703938][bookmark: _Toc448704648]Figure 12. The research Onion

3.3 Research philosophy
According to Saunders et al. (2016), research philosophy refers to a system of beliefs and assumptions about the development of knowledge. They list five main paradigms of the social research (Positivism, Critical Realism, Interpretivism, Post modernism and Pragmatism) and suggest that the choice of a philosophy should depend on the personal preferences of a researcher. 
Two main types of social research, as noted by Denscombe (2014), are the positivist and the interpretivist paradigms. As he notes, in the positivist paradigm social world is treated as a physical reality that exists independently with properties that can be studied scientifically. Saunders and Tosey (2013) describe positivism as:
‘A scientific method to propose and test theories with data which are highly structured and usually measurable and in which the research is not influenced by the researcher’s values’. 
With such approach, the researchers are allowed to objectively analyse facts and figures relating to the research topic. Due to these characteristics, the research adopting positivist approach is generally undertaken with quantitative data and statistics.  
On the other hand, the interpretivist paradigm suggests that social reality is subjectively constructed by people’s thoughts and actions. Researchers adopting interpretivist approach assume that they cannot be totally objective and their interpretations of the social phenomena will be shaped by their experiences and identities as the members of social world (Denscombe, 2014). Therefore, the research adopting interpretivist approach is mainly associated with the qualitative data. 
As this research is concerned with the observable reality, it deals with the positivist philosophy. It is based on a mere data and statistics of capital markets in Georgia together with the facts of the policies adopted by the government. This information is analysed through the statistical package, therefore there are no grounds for subjective interpretation by the researcher and the approach taken is simply positivist. Other approaches were neglected as they are regarded as a value laden (Kulatunga et al., 2007) and thus favor personal experiences, interpretations and actions rather than observable reality, which is the case of this research.  Furthermore, positivist approach was an obvious choice after considering and agreeing with the following facts noted by Saunders, et al. (2016):
· Positivist researcher focuses on strictly scientific empiricist method designed to yield pure data and facts uninfluenced by human interpretation or bias
· Such researcher sees the social entities as real physical objects and focuses on discovering observable and measurable facts and regularities 
· Researcher remains neutral and detached from the data in order to avoid influencing the findings
[bookmark: _Toc448697691]3.4 Research approach
There are two main research approaches that are classified either as inductive or deductive approaches. Inductive reasoning, according to Adams et al. (2014), is the logical process of establishing a general proposition on the basis of observation of a particular data.  The research applying such approach operates from specific to general, so that the results are generalized based on the observation. 
Deductive approach, on the other hand, is the logical process of deriving a conclusion from a known premise or something known to be true. With this approach, by observing a particular phenomenon, researchers test known universal laws. As Saunders et al. (2012) argue, in the case of deductive approach the development of a theory is followed by a rigorous test, through the series of propositions.
As there is no definite answer available for the relative advantages of market-based financial structures over the bank-based ones in ensuring economic growth, this research will try to examine this relationship in the case of Georgia and generalize it. Therefore, by operating from specific to general, the research adopts inductivist approach.  
Both deductivist and inductivist approaches have some weaknesses which should be noted. According to Adams et al. (2014), the main disadvantage of inductivist approach is the principle of regularity – i.e. conformity to enforced rules and laws. As the authors note, one cannot say that all the things will remain the same. For that reason the critiques of inductivist approach believe that universal statement cannot be derived logically with certainty. Thus, this particular disadvantage of inductivist approach could be regarded as one of the limitations of this research. 
[bookmark: _Toc448697692]3.5 Methodological choice 
One way towards achieving research objectives or testing hypothesis is to decide on the combination of methods that would effectively reflect the characteristics of the research topic. Generally there are two broad methodological choices observed in the literature, viz., quantitative approach and qualitative approach.
According to Adams et al. (2014), the quantitative research is based on the methodological principles of positivism and neo-positivism and adheres to the standards of a strict research design developed prior to the actual research. For such method, usually statistical data is used and as Kothari (2004) notes, data is analysed in a formal and rigid fashion. 
On the other hand, as Adams et al. (2014) state, qualitative research uses a number of methodological approaches based on diverse theoretical principles. This type of methodological choice is concerned with subjective assessment of attitudes, opinions and behaviour (Kothari, 2014).  
The choice of quantitative method in the research was a logical step considering the characteristics of research questions.  Quantitative analysis allows an unbiased and in-depth analysis based on the facts rather than opinions or attitudes. However, the importance of fair and careful judgement in interpreting the data is high and it must be analysed objectively and in a logical manner.
[bookmark: _Toc448697693]3.6 Research Strategy 
One of the most important parts of the research design in defining the research strategy. Again there is no superior or inferior strategy, the choice of a strategy should reflect the objectives of the research and answer research questions. Among the several possible strategies available in the literature, as the research aims to analyse the benefits and drawbacks of market-led financial regime in relation to Georgia, a case study was chosen as it directly meets the requirements of the research. According to Robson (2002), case study is a strategy for doing research which involves empirical investigation of a particular contemporary phenomenon within its real life context using multiple sources of evidence. 
This type of the research strategy was chosen primarily because, as Bryman (2012) notes, a case study is distinguished by the fact that the researcher is concerned to elucidate the unique features of the case. As a post - communist republic, Georgia has distinct characteristics that needs to be addressed when analysing the features of market-based financial systems.  
Secondly, case study research strategy is beneficial if there is a need of complex analysis and therefore it is often used in exploratory and explanatory research studies. According to Saunders and Tosey (2013), a well-constructed case study strategy can enable the researcher to challenge the theory and provide a source to new research questions.  Therefore, it is expected that with such approach detailed analysis of the research topic and positive influence on the reliability of the results will be achieved. 
[bookmark: _Toc448697694]3.7 Time-horizon
Time horizon of the research is simply longitudinal. Saunders and Tosey (2013) suggest 
“Where answering the question or addressing the problem necessitates data being collected for an extended period of time, the research is longitudinal”. 
The relationship between financial structures and economic outcomes could not be studied without the analysis of the trend in the major variables, therefore the research will be assessing the performance of the capital markets during the period 2001-2012, thereby adopting longitudinal time-horizon. 
[bookmark: _Toc434577177][bookmark: _Toc448697695]3.8 Analysis Technique
As the research aims to analyse the desirability of market-led financial structure in Georgia, the data concerning the development of Georgian stock market throughout its existence as well as economic performance indicators of the country were collected. The data was obtained from the World Bank’s World Development Indicators and Global Financial Development databases. Databases were used in order to obtain data sets concerning the development of capital markets and the performance of Georgian economy for the period 2000-2012 as well as inflation levels in order to compute real values of the variables. 
First section of the data analysis generally describes and interprets statistical data for a period, whereas second section analyses the relationship between financial architecture and economic development by running a time series regression model. 
Regression analysis was conducted by the majority of researchers working on similar topics. Arestis et.al (2001) performed cross-country growth regression analysis by analyzing the impact of five developed countries’ (Germany, the United States, Japan, the United Kingdom and France) capital markets on economic growth and found that stock markets are more powerful than banks in promoting economic growth.  Same methodology was adopted by BIS (2014), which found a positive correlation between stock markets and economic growth based on the observations of 41 advance and emerging economies. Although cross-country analysis give results that are more reliable to generalize, Arestis et.al (2001) note that such analysis only provides a broad-brush picture of the relationship between stock markets and growth and the details may be expected to very across countries, depending on institutional characteristics and circumstances. 
Brasoveanu et.al (2008) performed multiple regression analysis based only on outputs of Romanian capital markets and found a positive correlation between the capital markets and economic growth. This study was followed by Ikikii (2013), who found similar relationship in case of Kenya. 
This particular research adopts the same strategy as Brasoveanu (2008) and Ikikii (2013) for identifying the relationship between the financial structure and economic development and performs linear regression based only on the outputs of Georgian financial system. In order to identify the effect of capital markets on the country’s economy and the strength of the relationship, obtained data is analysed through the statistical package STATA. There is no doubt in reliability and validity of used data, however special care must be taken during the interpretation stage. As noted earlier, it is highly important to accurately and logically interpret the results of the data analysis. Furthermore, the limitations outlined in the following section must be considered when generalizing the outcomes.  
[bookmark: _Toc448697696]3.9 Limitations
Case study strategy was adopted with the aim to gain a deep insight into the problem and to provide recommendations based on the characteristics of Georgian economy. For this purpose, cross-country regression analysis was eliminated and the research was based only on the output of Georgian markets. Although such strategy is more relevant for deriving the recommendations for the future direction of Georgian financial system, the main problem is the number of observations that could question the validity and reliability of the results. 
[bookmark: _Toc448697697]3.10 Reliability, Validity and Ethical Considerations 
As noted above, the research is based on the secondary data, which is referred to the data that has already been collected for some other purposes. When deciding to use the secondary data as suggested by Kothari (2004), several factors listed below were considered. These factors cover the issues of reliability and validity concerning the research.
1. Reliability of the data: Due to their authority, World Bank Database can be regarded as a reliable provider and authentic source of the data and there is no doubt that the data available in the database is of a high quality. The only point, mentioned by the World Bank concerns the reliability of GDP in the countries with high informal economies. Georgia is one of the countries with highest levels of shadow economy, therefore GDP levels might be slightly distorted and should be counted as a limitation of the study.
2. Suitability of data: Generally it is difficult to find a secondary data which is suitable for another research. However, statistical data available on the abovementioned website was perfectly suitable to identify the effect of capital markets on the Georgian economy. A single issue with the data was unavailability of outcomes since 2012. However, as there were not any significant changes in the country since 2012 that would affect the results of the research, this problem was ignored. 
3. Adequacy of data: To be adequate, the data should be accurate and relate to the area which the researcher is examining. Again, the accuracy of the data is readily assumed due to the authority and experience of the World Bank. Furthermore, the data taken for an analysis directly refers to the phenomena being investigated.  
As the analysis is based on the secondary data, there are no expected ethical issues to be considered during the research process. However, the researcher recognizes her obligation to behave professionally at all times, to ensure that all paperwork is to the highest possible standard and that there is nothing that might influence the good name of the University.
[bookmark: _Toc448697698]4 Data Analysis & Results
Following the literature review around the topic, this chapter is aimed to establish an empirical link between the financial structure and economic growth.
In order to fully analyse the development of capital markets in Georgia, the chapter is divided into two parts. First section will look at the financial development outcomes of Georgia, whereas second part will try to identify the significance of the relationship between the capital markets and economic development of Georgia by conducting regression analysis and thus refer to the first two research questions. Third research question will be answered in the section 5. 
[bookmark: _Toc448697699]4.1 An Analysis of Georgian Capital Markets 2000-2012
In the majority of post-communist economies, the development of financial sector has been marked with the dominance of commercial banking. Weak legal enforcement mechanisms, lack of awareness of financial instruments among the population and a severe need to avoid moral hazard problems created favorable environment for the development of the banking sector. 
[image: ]Although the banking sector dominance was noticeable, due to low levels of financial development, even 25 years after the collapse of Soviet Union, its former member countries have not formed themselves as a purely bank- or market-based economies. 
Capital markets represent a minor part of the economy. Georgia’s stock market is in its early stages of development and is relatively unimportant for the economy. Its capitalization rate relative to GDP represents only 5.5% (latest estimate of 2012 available on World Bank Database), which is quite unfavorable result, compared to 107% in market-based USA, 31% in Poland and 41% even in post-communist Russia (data from World Bank Database, 2016). However it is worth noting that the underdevelopment of capital markets is common in the region, except for Russia, other post-soviet and central European countries experience very low stock market activity. [bookmark: _Toc448704671]Table 1 Main indicators of stock market development

Table 1 displays main indicators of stock market development from the World Bank Database. The latest data for the majority of Post-Soviet countries is available for the year 2012. As there have not been significant changes since 2012 in the region in terms of capital market development, latest estimate of 2012 could be effectively used for current analysis of capital markets. For comparison purposes, stock market outcomes of developed economies were chosen along with the countries similar to Georgia in terms of historical background and/or size of the economy. Best performing former Soviet Union country so far in terms of capital market development is Russia, with the rates higher even than some West European countries.
Generally, type of a country’s financial structure is identified with two variables: stock market capitalization to GDP and bank credit to private/corporate sector to GDP. Higher value of first variable indicates the dominance of capital markets in the economy, whereas higher value of the latter would characterize financial structure as a bank-based. Among financially developed economies, the values of both indicators are quite high and reach and sometimes exceed 100%, however in the developing economies the results are normally lower. According to BIS (2014), the countries in Eastern Europe have not distinguished themselves as either bank- or market-based economies and therefore they have smaller sizes of both sectors compared to EU member states. However, the higher value of either indicator would still indicate the belonging to the particular system.
Figure 1 depicts the structure of Georgian financial system and displays the performance of both banking sector and capital markets over the period 2001-2012. It is obvious that the banking sector dominates Georgian financial system and the difference between the sectors has been increasing throughout the observed period. The growth in the difference is more noticeable since 2007. It looks as the banks flourished during the period, whereas the size of stock markets only slightly increased. 

Figure 1 Structure of Georgian financial system (2001-2012)
Following three reasons are listed in the literature for such development of Georgian financial structure:
· World financial crisis which had a negative effect on the overall economy
· 5-day war with Russia in 2008, which was believed to be the main contributor of decreased economic and financial variables of the country. However, it should be noted that soon after the shock those variables returned to their previous levels and continued growth
· Frequent amendments of the regulations and lack of regulatory support for the stock market development. The largest destructing factor for the stock markets were the changes in regulations in 2007, which allowed trading outside the organized market. Additionally, as Svanadze (2014) notes, restrictions were imposed to all financial institutions except banks thereby favoring the development of the banking sector.
From Figure 1, it is obvious that abovementioned issues especially negatively impacted stock markets. After the crises, stock markets only slightly recovered in subsequent years, whereas banks significantly improved their positions. Such state of the financial systems make it obvious that amendment in the stock market regulations in 2007 had a negative effect on the markets. By creating conditions for banking sector dominance, there was no room left for the stock market development.
If we look at the processes on the stock market (Figure 2), we can notice significant difference between the stocks traded and market capitalization of listed companies. This difference even worsens the poor performance of stock markets as it is evident that compared to capitalization only few trades are actually performed. Therefore, the activity on the market can be regarded as a very low. Although, stock market capitalization increases throughout the period, value of traded stocks remains almost unchanged. Again, this situation could be explained by the changes in the regulations. As according to new rules, the trading can occur outside the stock market, it is natural for the companies not to trade to avoid excess transaction fees imposed by the stock markets.

Figure 2 Market capitalisation compared to Stocks traded
 After the analysis of statistical data characterizing the performance of Georgian financial system, it can be summarized that during the observable period dominance of banks in the economy has increased. Along with the development, economy created conditions for banks to flourish, however capital markets remained almost unchanged. It is evident that the government did not take any actions in order to promote capital markets so far. Next section of the dissertation is aimed to identify whether or not it is advantageous for Georgian economy to develop marked-based economy. Data analysis is conducted with the aim to establish a link between the capital markets and economic development of Georgia and answer first two objectives of the research. Therefore, next section will assist in identifying if:
· Georgian capital markets are able to influence the economic growth which is the first research question. For this purpose, linear regression analysis will be conducted. 
· The relationship between the capital markets and economic development is unilateral.  Again, linear regression analysis will demonstrate the effect of growing economy on capital markets and will refer to the second research question.
In order to answer third research question, the regression analysis and reviewed literature will be summarized and therefore recommendations for the future direction of Georgian financial structure will be given. 

[bookmark: _Toc448697700]4.2 Empirical analysis
As IMF (2016) suggests, regression analysis is used to quantify the relationship between one variable and the other variables that are thought to explain it. Regressions can also identify how close and well determined the relationship is. As the research aims to identify the nature of the relationship between two variables, this type of analysis is believed to directly refer to the research questions. 
The data used during the analysis was obtained from the World Bank’s Global Financial Development and World Development Indicators Databases. In order to analyse Georgian capital markets, the outcomes of Georgian stock market (GSE) were applied. Similarly to Compton’s (1997) research who was analyzing the development of Baltic Capital Markets, as the capital market of the country is mainly comprised of the activities on the stock markets, the latter was selected as the major representative of Georgian Capital Markets. Data is available only from 2000 as GSE was founded in 1999. The latest estimates of stock market activities available in the World Bank Database is of 2012. Therefore, considering the lags performed regression analysis includes 12 observations in total, analyzing the period of 2001-2012. 
The research follows the studies conducted by Brasoveanu et al. (2008) and Ikikii & Nzomoi (2013). Brasoveanu et al. (2008) analysed the impact of capital markets on the Economy in case of Romania during the period 2000-2006 and found positive correlation between those two phenomena. Furthermore, they found that the relationship is bi-directional and the effect of economic growth on the capital markets is significant. To derive the results, they used regression analysis and vector autoregressive methods. Similarly, Ikikii & Nzomoi (2013) conducted the research using regression analysis in case of Kenya and came up with identical conclusions.
As the main objectives of the research were to analyse the effect of capital markets on the economic development and if the relationship between those two is unilateral, from the available data following variables were chosen which characterize both capital markets and health of an economy: 
Annual Gross Domestic Product at market’s prices (GDP) – is the sum of gross value added by all resident producers in the economy plus any product taxes and minus any subsidies not included in the value of the products. (World Bank, 2016). This variable was chosen simply because, GDP reflects the health of the economy and was assumed to assist in identifying the benefits of the capital markets for the overall economy. Presented data are in current U.S. dollars. Dollar figures for GDP are converted from domestic currency using single year official exchange rate.
Stock Market Capitalisation of listed domestic companies (MC) - is the share price times the number of shares outstanding (including their several classes) for listed domestic companies (World Bank, 2016). Data are end of year values converted to U.S. dollars using corresponding year-end foreign exchange rates. Market capitalisation effectively represents the size of the stock market and is often used to compare the level of development of stock markets.
The variables were computed in order to eliminate the inflation effect, therefore market capitalization and gross domestic product were deflated by the inflation as measured by the consumer price index. Again, inflation variables were obtained from the World Bank Database. 
Before performing the regression, optimal lag numbers of exogenous variables were determined by using lag order selection tests (FPE, AIC, HQIC, SBIC). All of them (Table 2, Table 3) suggested same number of lags: one lag was recommended for the first regression, whereas for the second one, no lags were suggested by the tests. 
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[bookmark: _Toc448704673]Table 3. Lag Order Selection. Regression 2

Based on the results of the tests, following two regressions were selected to answer the research questions:
(R1) log (GDPRt) = a + b·log(MCRt-1)+εt
(R2) log (MCRt) = a+b·log (GDPRt) + εt
First regression is aimed to answer the first objective of the research i.e. identify the nature of an influence of stock markets on economic development, whereas the second one will deal with the effect of Gross Domestic Product on the capital markets, which is the case of the second objective. GDPR denotes Real Gross Domestic Product and MCR is a Real Market Capitalisation.
In order to ensure the reliability of results, series of statistical tests were performed with the available data. Durbin-Watson and skewness and kurtosis (variation of Jarque - Bera probability) tests were run in order to ensure that there is no autocorrelation in the residuals and that the data had a skewness and kurtosis of a normal distribution. 
Both regressions resulted in a higher than the Durbin-Watson test’s threshold of one, indicating the negative autocorrelation of residuals. Durbin-Watson result for the first regression was 1.65, for the second one 2.50. For the skewness and kurtosis test, joint p value of regressions (0.3547 and 0.5472 respectively) is significantly higher than standard significant threshold of 0.05 thereby there is no evidence to reject a null hypothesis that the residuals of these regressions are normally distributed (Table 4, Table 5).  
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[bookmark: _Toc448704674]Table 4. Skewness and Kurtosis tests for normality. Regression 1
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[bookmark: _Toc448704675]Table 5. Skewness and Kurtosis tests for normality. Regression 2

The significance of the results was further demonstrated by the normal probability and residual plots which are presented in Appendix A. The outcomes of the regressions are illustrated below followed by the interpretations. 
[bookmark: _Toc448697701]4.3 Empirical Results and Interpretation 
[bookmark: _Toc448697702]4.3.1 The Effect of Capital Markets on the Economy
First regression illustrates the effect of stock market capitalization measured by log (MCR) on economic growth, log (GDPR) in Georgia. The results confirm that the effect is significant and the relationship between variables is positive. B coefficient is significantly different from zero and suggests that 1% increase in market capitalization results in 8. 78% increase in GDP. Furthermore, coefficient of determination or R squared of 0.676 indicates a strong positive correlation between the variables.  The meaningfulness of results is proved by p-value, which tests the null hypothesis that the coefficient is equal to zero and that there is no effect associated with the changes in predictor variable on the response variable. Low p value (less than 0.05) rejects the null hypothesis and indicates that the effect exists and therefore the relationship is statistically significant.  
These results are consistent with the work performed by Brasoevanu et al. (2012) in case of Romania, however in this particular case the coefficient of determination is lower than the one for Romania which was equal to 0.82. This could be explained by the current condition of Georgian stock markets. When the markets will be more developed, the stronger influence on economy could be expected. 
	Regression Statistics

	Multiple R
	0.822

	R Square
	0.676

	Adjusted R Square
	0.644

	Standard Error
	2538708841

	Observations
	12





	ANOVA
	
	
	
	
	

	 
	df
	SS
	MS
	F
	Significance F

	Regression
	1
	1.34689E+20
	1.34689E+20
	20.898
	0.001

	Residual
	10
	6.44504E+19
	6.44504E+18
	
	

	Total
	11
	1.9914E+20
	 
	 
	 



	 
	Coefficients
	Standard Error
	t Stat
	P-value
	Lower 95%
	Upper 95%
	Lower 95.0%
	Upper 95.0%

	Intercept
	4252338159
	1152315609
	3.690
	0.004
	1684818980
	6819857337
	1684818980
	6819857337

	MCR
	8.780
	1.921
	4.571
	0.001
	4.501
	13.060
	4.501
	13.060


[bookmark: _Toc448704676]Table 6 Output of First Regression
	 
	Coefficients
	Standard Error
	t Stat
	P-value
	Lower 95%
	Upper 95%
	Lower 95.0%
	Upper 95.0%

	Intercept
	4252338159
	1152315609
	3.690
	0.004
	1684818980
	6819857337
	1684818980
	6819857337

	MCR
	8.780
	1.921
	4.571
	0.001
	4.501
	13.060
	4.501
	13.060




(R1) log (GDPRt) = 4252338159 + 8.78·log (MCRt-1) 
[bookmark: _Toc448697703]4.3.2 The Effect of Economic Development on Capital Markets
Second regression analyses the effect of economic development on the market capitalization and suggests that the relationship between whose two variables is bi-directional. Although, the result of R square is slightly lower than that for the first regression model, strong positive correlation does exist and as the results suggest, 51.9% of growth of stock market capitalization can be explained by the economic growth. Again B coefficient is higher than zero, implying that with the 1% change in the predictor, 0.067% change would be expected in the response variable or market capitalisation in this case. Similar to the first regression model, low p value (0.008) of the exogenous variable rejects the null hypothesis that the effect of independent variable on dependent one is zero and reflects the significance of the regression. 
	Regression Statistics

	Multiple R
	0.720

	R Square
	0.519

	Adjusted R Square
	0.471

	Standard Error
	287826775.5

	Observations
	12






	ANOVA
	
	

	
	
	

	 
	df
	SS
	MS
	F
	Significance F

	Regression
	1
	8.9296E+17
	8.9296E+17
	10.779
	0.008

	Residual
	10
	8.28443E+17
	8.28443E+16
	
	

	Total
	11
	1.7214E+18
	 
	 
	 







	 
	Coefficients
	Standard Error
	t Stat
	P-value
	Lower 95%
	Upper 95%
	Lower 95.0%
	Upper 95.0%

	Intercept
	-16541617.27
	188900085.3
	-0.088
	0.932
	-437437236.6
	404354002
	-437437236.6
	404354002

	GDPR
	0.067
	0.020
	3.283
	0.008
	0.021517447
	0.112409187
	0.021517447
	0.112


[bookmark: _Toc448704677]Table 7 Output of Second Regression
[bookmark: _Toc448697704](R2) log (MCRt) = - 16541617.27 + 0.067·log (GDPRt) 
4.4 Summary of Results

To summarise the findings, first section of the data analysis looked at the performance of Georgian financial system since 2000. Statistical data for the period 2000-2012 demonstrated the dominance of the banks throughout the existence of capital markets. Such dominance was even steadily increasing during the observable period. Additionally, although the economy has been developing, volume of trading on the stock markets remained similar to the one at the beginning of a century. The main reason of such development is believed to be the regulations of the financial system imposed by the government in 2007, which favored the development of banks.
The findings of the regression analysis provided in the second section of data analysis suggest that the relationship between the stock market size and economic growth is positive, highly correlated and bi-directional. Two regressions were run in order to refer to research question 1 and 2 and therefore, to identify the strength of the relationship between the capital markets and economic development and the causality of those variables. First regression suggested that the market capitalisation influences GDP growth with one lag and is a good predictor of an economic development. At the same time, second regression model demonstrated that GDP growth positively influences the development of stock markets. These results directly referred to the research questions and confirmed the importance of developing stock markets for the benefit of the overall economy. On the other hand, as the regression models reveal stock market development follows the GDP growth, meaning that even without active interference of the government, slight increase in the capital market development could be expected. However, low B coefficient suggests that the scale of increase would be significantly higher with the active support from the government. 
It can be concluded that even with the poor performance of capital markets, they are able to positively influence the economy. The effect would increase together with the development of the markets. As the benefits of capital markets on the economy are clear, next section deals with the third research question and by summing up previous chapters, will outline the main recommendations for the government in terms of capital market development. 


[bookmark: _Toc448697705]5 Discussion, Conclusions & Recommendations
5.1 Discussion of the results
This chapter is aimed to summarise the outcomes of the literature review and the results of data analysis. It is structured in a way to refer to research questions. Finally, in order to refer to the research question three, based on the previous chapters the recommendations for the future direction for the government in terms of capital markets are provided. 
Literature review revealed conflicting views regarding the superiority of either type of financial structure. As the researchers differed in their views regarding the topic their views were grouped into five main classes. Some researchers regard bank-based financial structure superior in positively influencing the economic growth, whereas others emphasize the advantages of market-based systems in this regard. There are researchers, who suggest that financial structure does not matter for economic growth and the quality of financial arrangements and generally the development of financial structures affect economic growth rates. Others regard the efficiency of legal systems most important for ensuring higher economic development. Finally, the last view suggests that the success of either financial structure depends on a country’s characteristics including its economic and financial development, structure of participating firms, technological characteristics and even historical background. 
Such contrasting views make it difficult to decide which type of a financial structure is most appropriate for a particular country. It is almost impossible to generalise the theory and apply it to any country without considering its individual characteristics, political and economic background. Even among developed economies, different financial regimes work successfully. Therefore, before deciding which regime is more advantageous for a country, the effect of both structures on the country’s economy should be evaluated.  
Georgia is at a transitional stage of its economic development. Country made a shift from a command economy to a market economy at the end of last century. The whole period of existence of Georgian Stock Exchange can be sectioned into two periods:
1999-2007 - Period of increased activity. With the USAID support Georgian stock exchange was founded and run. After 2003 Rose Revolution in Georgia, economic and financial variables started to increase. So were both the volume of stock trading and market capitalisation.
2007-Up today - Since 2007 the variables started to decline, especially volume of trading. As literature review revealed, mainly world economic crisis, frequent changes of regulations and later war with Russia in 2008 contributed to such dramatic decline. Although stock market capitalisation quickly recovered, volume of trading decreased during the crises, never recovered and is currently similar to the results of the beginning of a century. 
Currently, the country is steadily developing, it has undergone the stage of the development when capital markets simply would not exist because of tense political situation, frequent changes of the government, civil wars and severe economic crises. First attempt to develop the markets were unsuccessful due to economic and political crises which were severely undermining the ability of the economy to function efficiently.   All these contributed to lack of trust in financial instruments among the population. 
As the current situation is significantly stable, it is time to think about the ways to achieve higher economic growth rates. The development of capital markets could serve as one of the recipes for the growth of Georgian economy. The research was conducted in order to identify the effect that capital markets could bring to the economy and even the possibility of shifting to market-based financial structure. As the latter would require significant time, financial resources and careful planning, initial analysis of the real benefits is crucial. 
Literature review revealed that although there are conflicting views among researchers, all agree on the importance of developing sound services, regulations and legal system. In order to gain investor confidence, the government should promote transparent accounting standards, decrease corruption and protect property rights. Positive investor climate and stable political processes would create a basis for the capital market development.
Data analysis was conducted in order to answer two research questions 
1. Is the market-based structure able to influence an economic growth? Research findings revealed that the relationship between the stock market capitalisation rate and Gross Domestic Product has a significant positive effect in Georgia. Such relationship indicates on the importance of developing capital markets. Similar studies conducted by Brasoveanu (2008) in Romania and Ikikii (2013) in Kenya derived same results. Lower significance rate revealed in Georgian case can be explained by low levels of development of Georgian capital markets and their currently unimportant role for the economy. Based on the results of the first regression, it can be concluded that with the development of capital markets positive effect on the economic development should be expected. 
2. Is the relationship between the capital markets and economic growth unilateral? Regression analysis revealed a bi-directional relationship between those two variables. It means that even without the interference of the government, slight improvement in the capital markets can be expected. However, low B coefficient suggested that such effect will be minimal and with the external support, the effect of capital markets on the economy will be significantly higher. 
[bookmark: _Toc448697706]3. What should be the future direction of the authorities regarding this issue? By summarizing the results of literature review and data analysis, the recommendations for the future direction of the government in terms of capital market development are provided in the next section. 
5.2 Recommendations

Economy cannot function efficiently without capital markets – as the literature review revealed, there is no developed economy without efficiently functioning capital markets. Markets are necessary prerequisites to achieving high economic growth. Therefore, their existence is crucial for developing a strong economy. Government should be concerned with the creation of an environment that will facilitate the development of stock markets.
Generally, in developing countries development of capital markets start with the development of banking sector. As the economy develops, capital markets arise. Such pattern occurred in many East Asian countries (IMF, 2008). Georgia and other post-Soviet countries are no exception. As El-Wassal (2013) argues stock markets are the last financial institutions to develop as they are riskier and more costly for the economy. Therefore, development of capital markets is a lengthy process and requires careful planning and analysis. 
Following broad recommendations can be outlined based on literature review and the analysis of secondary data. 
1. Create Stable and Politically Independent Regulatory Environment – As data analysis revealed, frequent changes in regulations negatively affect capital markets, therefore it is vital for the economy to ensure stability and avoid periodic amendments of the regulations. Stability will increase the investor confidence and will make Georgian capital markets more attractive for investment purposes. 
2. Promote the Importance of Transparent Accounting Standards – transparent accounting standards ensure the reliability of information that companies provide for the public. 
3. Decrease the Informal Economy – Shadow economy is the main enemy for the capital markets. Georgia is one of the countries with large portion of shadow economy and it is vital for the government to take steps to decrease its size. Decreased underground activities will make the outcomes of enterprises transparent, government control more efficient and will result in higher investor confidence.
4. Raise the Awareness of Capital Markets – One of the main reasons of low activity on stock market is a lack of financial literacy and lack of trust in capital markets among the public. To mitigate this problem, the benefits of capital markets should be promoted and the trust should be built. 
[bookmark: _Toc448697707]5.3 Contribution of the paper & Opportunities for future research
Chief contribution of this paper has been to identify an impact of capital markets on the economy in Georgia. As similar studies have not been yet performed, the results provide an interesting insight in the Georgian capital markets and could serve as the basis for the future research. 
Results are even more interesting, as the research was focused only on Georgia, therefore the distortions that exist in the cross-country analysis has been eliminated. 
Although, data analysis found strong positive and bi-directional relationship between the capital markets and economic development, the results should be taken with some caution due to number of observations. The recommendations provided are general, therefore more specific works has to be done in order to identify most efficient policies for ensuring successful development of capital markets. 
Further research is important as there is a potential for Georgian economy to achieve higher growth rates through capital markets and this opportunity should be grasped. As capital markets are not developed in the region, it was noted by several analysts, that there exists a perspective for Georgian capital markets to create a regional financial hub. 
To summarize, although it is too early to talk about shifting to Anglo-Saxon model, the importance of developing capital markets is obvious as they could bring significant benefits for the economy. There are risks attached with the development of markets, however they can be mitigated by well-established institutions and independent judiciaries.  Therefore, by developing the politically independent regulations, ensuring rule of law and transparent accounting standards, the government will make one step forward to the better economy. 
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Country

Stock market 

capitalization to 

GDP (%) in 2012

Stock market total 

value traded to 

GDP (%) in 2012

Stock market 

turnover ratio (%) 

in 2012

Georgia 5.54 0.01 0.25

Armenia 1.30 0.01 0.79

Lithunia 9.20 0.47 4.37

Latvia 3.73 0.14 3.04

Estonia 8.50 0.90 9.40

Kazakhstan 16.40 0.50 3.30

Kyrgyzstan 2.40 0.10 3.40

Ukraine 13.10 1.63 5.21

Russia 40.53 45.66 89.55

Poland 30.73 15.70 44.10

Czech Republic 17.55 5.93 28.13

Hungary 15.10 11.40 56.70

United Kingdom 112.11 103.43 84.89

United States 106.97 162.90 123.63

France 60.97 46.43 68.78

Germany 36.50 40.50 94.90

Austria 22.30 10.20 51.90

Italy 21.10 38.00 172.00

Spain 71.60 87.90 111.00
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