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The JordanStrategyForum (JSF)s a not-for-profit organizationwhich representsa group of Jordanian
private sector companiesthat are activein corporate and socialresponsibility(CSRand in promoting

W2 NRécgh@niicgrowth. W{ @n@riibersare active private sector institutions, who demonstratea

genuinewill to be part of a dialogueon economicand socialissuegshat concernJordaniarcitizens.The
JordanStrategyForumpromotesa strongJordaniarprivate sectorthat is profitable, employsJordaniars,

paystaxesandsupportscomprehensiveeconomicgrowth in Jordan.

JSRalsooffers a rare opportunity and spacefor the private sectorto have evidencebaseddebate with
the public sectorand decisionmakerswith the aim to increaseawarenessstrengtheningthe future of
the Jordaniareconomyandapplyingbestpractices.

Formoreinformationaboutthe JordanStrategyForum,pleasevisitour websiteat www.jsf.orgor contact
usviaemailat info@jsf.orgPleasevisit our Faceboolpageat Facebook.com/JolanStrategyForumJ®iF
our Twitter account@JSFJorddor continuousupdatesaboutJordarStrategyForum.

Amman, Jordan
T: +962 6 566 647¢
F: +962 6 566 637¢
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EXECUTIVE SUMMARY

Stockmarketsprovideeconomieswvith anumber

of financial services which promote real

economicgrowth. Thisis why, the number of

stockexchangesroundthe world hasincreased
from around50in 1975to morethan 170bythe

endof 2016.

The Jordanian government called for the
establishmentof a stockexchangen 1975.The
Central Bank of Jordan (CBJ),n collaboration
with the International Finance Corporation
(WorldBankBranch) examinedthe idea,andon
the 1st of January1978the Amman Financial
Market (AFM)was established.

Sinceits establishment,the AFM witnesseda
numberof changesTheseinclude,for example,

the June2000implementationof the Electronic
Trading System,establishmentof the Amman
Stock Exchange(ASE)in 1999 as a non-profit
independent institution, and the 2017 ! { 9 Qa
registrationasa publicshareholdingcompany.

Duringits initial stages,the markethad modest
figures. For example,in 1978, the number of
listed firms, and the Y I NJ| &jit@lizationto
GDPratio were equalto 66 companiesand 36
percent respectively.By the end of 2016, the
ASEhas 224 listed firms, and 63.2 percent
market capitalizationto GDPratio.

During the past 10 years, the performance
of the market in terms of stockreturns has
beenrather disappointing. The behavior of
the priceindexduring the period 20002008
was highly volatile. What is more
disappointing, however, are the consistent
lossesrealizedsincethe year 2008. During
the period (20082016), the cumulative
percentagechangein the price index was
equalto -57.9 percent. Within this context,
it is also worth noting that in 2016, the
closing market prices of 102 listed
companieswere lessthan one Dinar (less
thantheir parvalue!). Tradingvolumein the
market hasalsobeendeteriorating.

112.5%

92.hu

75.0%

37.5%

0.0%

-32.6%
-75.0%

Figurel: Percentage Change in the Price IndASE (Weighted by
Capitalization)
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il

-12.6%

-5.6% -0.2%

-11.6%

-1.2% -2.3% -3.8%

Thereis no doubt that the reasonsbehind the
fall in stock prices are various. However,
irrespectiveof what they are, this policy paper
arguesthat one issuethat mustbe dealt with is
liquidity.

Liquid stock markets allow investorsto get
their orders executed as quickly
(immediacy),and ascheaplyaspossible.

AmmanStockExchangeTheWayForward| SEPTEMBER17 4



TheASEsuffersfrom illiquidity in terms of both
of its dimensions:

First,investorscannotget their ordersexecuted
anymomentthey chooseregardlesof what the
priceis.

Second,even when investors get their orders
executed they usuallydo so at a high cost (bid-
askspread).

Theimplicationsof illiquidity aretoo seriousto
ignore:

First, stock price changestend to be volatile
(risky)becausahey movebetweenwide bid and
askprices.

Secondthe internationalevidenceclearlyshows
that stockreturnsin illiquid marketstend to be
low.

Third, low stockreturns discouragdlisted firms
to issuestockson the primary marketto finance
their investments.Indeed, in illiquid markets,
the costof capitalisrelativelyhigh.

In this policy paper,the JordanStrategyForum
analyzesthe ASEin terms of its secondary
marketliquidity.

Basednthe analysisvhichcoversllyears.and
building on international best practices,
experience and evidence, five policy
recommendationsare suggestedto help move
the Market forward.

1. Reduce the & YA Yy A YiakeY from the
currentlyexistingmultiplesof onepiastreto,
say, half of one piastre The international
experienceshowsthat the cost of liquidity
becomedower following sucha change.

2. Thefact that the market price of so many
listed stocksare low (for many; priceis even
lower than one Dinar), any changein the
price (multiples of one piastre) tendsto be
large. Thisis why it is worth encouraging
firms to & NB @& INIEtHein stocks.Doing
this would increasestock pricesand hence
reduceliquidity cost.

3.
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It is worth lookinginto licensinginterested
companiesto provide liquidity by acting as
market-makers. As marketmakers,will be

obliged (by law) to continuouslyoffer their

bid and askprices,immediacyin trading will

be achievedThisrecommendaion neednot

be appliedto all listed companiesat once.
The market can start by selectinga list of

companies. Again, the international
evidenceshowsthat sucha move (change)
increases liquidity (trading volume) and
reducediquidity cost(bid-asksprea).

Once the market improves in its liquidity
dimension,short-selling can be introduced
to improveliquidity evenfurther. Againthe
international evidence shows that short
selling does reduce liquidity cost (bid-ask
spread)in liquid markets.

The government must seriously consider
G Ol A @He Gekofidhg/market for the

issuedtreasury bills and bondsand making

them liquid. Naturally,thisis a complextask
and needs some detailed analysis.Within

this context, it isalsoin the interest of listed
firms themselvego havea liquid corporate
bondsmarket. Sucha marketwould provide
them with an additionalsourceof financing
their capitalinvestments.

AmmanStockExchangeTheWayForward| SEPTEMBER17 5



INTRODUCTION

For solong, economistsaswell asothers, have
tried to understand what impacts economic
growth and development. Relyingon various
theories,andusingdifferent methodologiesthe
economics literature attempts to explain, in
particular, why some nations succeed in
achievingstrong and stable real growth, while
othersfail.

As expected, the cumulative, and on-going
researcheffort has placed particular emphasis
on awide arrayof factors.Thesefactorsinclude,
for exampleinvestment,humancapital,foreign
direct investment (FDI), political stability,
innovation and research and development,
opennessto trade, institutional framework,
demographidrends, monetaryandfiscalpolicy,
andmanyothers.

Recently there has been a growing interest in
how financial development(the establishment
and expansionof banksand stock exchanges)
may affect economicgrowth. It is argued that
financial systemscanmobilize savings,allocate
economic resources, facilitate the trading,
hedging, diversifying and pooling of risk, and
monitor managersand exert good corporate
governanceprinciples(World Bank).

Relativeto the functionsof financialsystemsit
is not surprising that the World Bank has
launched the online database on financial
developmentin 205 countries. This database
ranks O 2 dzy UfiNdhciaBsydtemsin terms of
financial depth, financial access, financial
servicezfficiency,andfinancialstability.

Financiablepth capturesthe sizeof the financid
sectorrelative to the economy.lt is the sizeof
banks, financial markets, and other financial
institutions. As far as financial markets are
concerred, the two proxy measureof financial
developmentin termsof depth are stockmarket
capitalizationto GDFratio andtradingvolumeto
marketcapitalization(turnoverratio).
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Based on the relationship between financial
developmentand growth, it is stated that ¢ I
large body of economicliterature supportsthe
premise that, in addition to many other
important factors, the performanceand long-
term economicgrowth and welfare of a country
are related to its degree of financial
RS@St 2 (WoddEdosomidorum).

Within the contextof the economicimportance
of stock markets, the research community
stresses the instrumental role of liquid
secondarymarkets.Liquid stock markets allow
investorsto get their ordersexecutedasquickly
(immediacy), and as cheaply as possible.
Liquidity refersto the easewith which buyers
and sellersof securitiespromptly transact with
minimal impacton the price.

For all stock markets, this concept (liquidity) is
extremelyimportant for two mainreasons:

Thefirst reason knownbythe leveleffect,isdue
to Levine(1991).Thefact that profitable capital
investment projects require longterm
commitments of funds, the presenceof liquid
secondarymarketsencouragessaversto invest
in the issuedsecuritiesbecausethey know that
they can quickly and cheaplysell them on the
secondanymarketwheneverthey want.

The second reason, known by the efficiency
effect, is due to Greenwood and Jovanovic
(1990). Liquid secondary markets provide
investorswith better or superiordiversification
benefits (maximizing returns and minimizing
risk) andthis leadsto a shift in their investment
portfolios from safewith low-return projectsto

riskier with high-return projects. Suchshifts in

the capital flows improve the efficiencyin the

capitalallocationprocess.

Thefact that stockmarketscanbe economically
beneficial the numberof countrieswith a stock
market since 1975 has actually more than
tripled, from about 50 to more than 170 by the
end of 2016.Within this context, the Jordanian

AmmanStockExchangeTheWayForward| SEPTEMBER17 6



governmentcalled for the establishmentof a
stock exchangein 1975. The Central Bank of
Jordan (CBJ), in collaboration with the
International FinanceCorporation(World Bank
Branch),examinedthe idea, and on the 1% of
January 1978 the Amman Financial Market
(AFM)wasestablished.

Sinceits establishment,the AFM witnesseda
numberof changes.Theseinclude,for example,
the June2000implementationof the Electronic
Trading System, establishmentof the Amman
Stock Exchange(ASE)in 1999 as a non-profit

independent institution, and the 2017 ! { 9
registration as a public shareholdingcompany
with the following objectives(ASE):

1. &/ NX lad atsadive, safe, competitive,
transparent and credible investment
SYGANRYYSYyi(¢o

2. 05S @St prhdksges, methods, and
systemsfor trading securitiesin the stock
market accordingto the latestinternational
ail yRINRa¢ o

3. a5 S @S tagdldrliyedhg an outstanding
serviceto therelatedLJr NI A S & ¢ &
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4. @ 5 A & & S Ywading iinfargidion to the
largest possible number of traders and
interestedLJr NI A S& ¢ @

5. a9y K I tifeO Rublic awareness of all
segmentf society,while devotingespecial

attentionto tradersof & S OdzNA (1 A S& ¢ @

6. a L y O Nid dapthyarii the transparency
of the ASEand diversifying the financial

instrumentsavailableto A y @S a (i 2 NE £ @

7. @ 9y K I fhéchopé&ationwith the Arab,
regional and international exchanges,

organizationand¥T SRSNI A2y aé o

Thispolicy paper evduatesthe performanceof
the ASEin terms of its secondary market
liquidity. Basedon the analysis,a number of
policy recommendationsare put forward. In
section2, we briefly discusghe conceptof stock
marketliquidity andits benefits.In section3, we
provide some general observationsabout the
performanceof the ASEOuranalysisf liquidity
is presentedand discussedn section4. Finally,
section 5 is left for a summary of the main
findings and a number of policy
recommendations.

| SEPTEMBER17
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THE CONCEPT OF LIQUIDITY

Fromthe beginning,it must be stated that the

decisionto list on a stockexchangempliesthat

managementis willing to run the company
transparently. By getting listed, companies
become obliged to inform the public of all

undertakenactivitieson a regularbasis,and to

provide shareholderswith a fair view of their

financialposition/ performance.

Listedcompaniesas well asinvestors,realizea
numberof advantagedrom listingtheir financial
securities.

First, companieshave easier means to raise
additionalcapitalasthey becomewell-knownto
potentialinvestors.

Second,listing provides companieswith wide
publicity astheir activitiesand performancesare
coveredin stock market reports, newspapers,
magazinesandevenin televisionchannels.

Third, investorscanconverttheir securitiesinto
cashby sellingthem asandwhenthey require.

Fourth, all transadions are executed in a
transparent and well-defined manner. This
assuresall investorsof fair dealings.

Finally,listedsecuritiesenableinvestorsto apply
for loansby providingthem ascollateralsecurity.

A liquid stock market allows investorsto get
their orders executedas quickly (immediacy),
and ascheaplyaspossible.

In additionto the abovementionedbenefits,the
importance of liquidity can be appreciatedby
considering its impact on various market
stakeholdergWyman,2016):

1. & C 2anMéstors, more liquid markets are
associatedwith lower costs of trading, an
ability to move more easilyin and out of
assetslower price volatility, and improved
priceF 2 NY I GA2y ¢

2. &L aa ars Miffracted to more liquid
markets,as they reducethe cost of raising

capital and produce more accurate share
price@l f dzr A2y € ®

3. & { ( 2efxhanges value the increased
attractivenessto issuersand investors, as
this translates into greater use of the
market, greater confidence,greater ability
to attract new stakeholders, and greater
ability to do businesswhichdrivesrevenues
both directly (through trading fees) and
indirectly (through extendingtheir product
offering,for SE YLI S0 ¢ @

4. @ 9 O2 y 2aé AaSwihole benefit, with
companies able to access capital at a
reasonable cost, subsequently increasing
investment in their businessand driving
increased employment and their overall
contributiontotheS 02y 2 Y& ¢ @

Theconceptof liquidity hasmultiple dimensions
andtheseare:

Breadth: The cost of reversinga position (buy
and then sell) over a short period. This
dimension is measured by the difference
between the highest available price of a buy
order (bid)andthe lowestavailablepriceof asell
order (ask).Thisdifferenceis calledthe bid-ask
spread.Naturally, stock markets should aim at
tighter bid-askspreadqrisktendsto be lower).

ASK PRICE $10.0

HIGH
VOLATILITY

BID PRICE  58.5

Depth: In deep markets, a large number of
orders(buyandsell)on both sidesof the bid-ask
spreadexist. If this is the case,the impact of
orderson pricestendsto be limited.

Immediacy:In liquid markets,investorscan get
their orders executed in a speedy manner
(immediacy)at a givencost.

AmmanStockExchangeTheWayForward| SEPTEMBER17 8
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To summarize Hgure 2 (adapted from Wyman, 2016) highlights the benefits of higher liquidity to

companiesand nationaleconomies.

Figure2: Benefitsof Market Liquidity

/) MORE RAISED CAPITAL &
SN MORE PRODUCTIVE/ RISKIER CAPITAL
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IMPROVED RISK-ADJUSTED RETURNS ATTRACT INVESTMENT GREATER CAPITAL INVESTORS & CAPITAL
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& GREATER RETURN
ON CAPITAL

02
HIGHER RETURN
ON INVESTED

Relativeto the establisymentandimportanceof
stock markets in their primary and secondary
aspectspne shouldnot forget the importanceof
developinggovernment(and corporate) bonds
markets.Indeed,bondmarketshavelongbeena
stableandreliablesourceof longterm financing
for both governmentsand corporatesin the
world. Bond markets constitute an alternative
sourceof fundingto equity andbankfinancing.

The establishmentof liquid governmentbond
marketinvolvesother benefits(USAID2010):

1. & Lpiovides a risk-free benchmark yield

curvethat other financialmarketscanuseas
a reference for pricing financial assets,
therebyimpartingliquidity to suchmarkets.
An efficient GSMmust exist if a corporate
bondmarketisto develop.Thisensureghat

savings are allocaed to their most

productive useswhile private investmentis

SYKI yOSR¢ @

2. & L (facilitates the monetary policy
G 0 NI y & YYASSGBKAF 2yyfhidugle  the
existenceof the yield curveandby actingas
achannelof integrationof varioussegments

4.

5.

of the financialmarket. T-bill andbondyields
provide an efficient alternative for
regulating domestic money and credit
conditionsthan changingbankliquidity and
reserverequirements,or issuingdirectives
to banksregardinglending practices,all of
which are relatively blunt instrumentsin a
liberalizedS 02y 2Yeéé¢ o

& Lpibvidesgreater flexibility to CBsin the
conductof monetarypolicy by usingmarket
based instruments such as open market
operations, including repurchase
agreementd NB L2 40 ¢ ©

& lreflucesafinanciala & & (i depe@nce
on the banking sector and contributes to
budgetary discipline by exposing the
government to financial discipline. For
example,in the event of lax fiscal policies,
market participants can increase the
32 @S Ny ¥ostybii findling by seeking
higheryields(i.e.,to lowerthe priceof D{ 0 € ®

If a wide and deep GSMdoes not exist to
financethe 3 2 @ S NJ/ budggtdef:d, the
government might have to raise taxes to

AmmanStockExchangeTheWayForward| SEPTEMBER17 9



generaterevenue.In addition to allowinga
smoothexecutionof the budgetdeficit with
no need to resort to cashrationing as a
budgetarydevice avibrant GSMcontributes
to tax stability and, therefore, to overall
efficiencyof the economy.

In addition to the abovementioned benefits, it

A = LA M
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require largegovernmentexpenditures suchas
bankingcrisesor natural disasters,necessitate
the rapid issuanceof governmentpaperto the

private sectorif the governmentwantsto avoid

inflationary monetization. Rapid financing is

facilitated by government security markets
sufficientlyliquid to absorblarge new issuesat

relativelylow O 2 IME).

AmmanStockExchangeTheWayForward| SEPTEMBER17 10
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THE JORDANIAN CAPITAL MARKET:
SOME BASIC INFORMATION

TheASEconstitutesamajorpart of the Jordanian Manufacturing,Arab PharmaceuticalCompany,
financialsystemand private sector.Indeed,the andJordanElectricPower.

marketlistsmostof the largestfirmsin terms of

assetsand employmentlevelsin the economy. Initially, the ASEeflectedsomemodestfigures.

Thesefirms include, for example, all licensed Bythe end of 1978,the markethadatotal of 66

Jordanianbanks,Arab Potash,JordanTelecom, listed companies(Fgure 3). While this number

Jordan Phosphate Mines, Jordan Cement peakedat 277in 2010,sincethen, it decreased

consistentlyto reach224in 2016.

* : : ,
~//‘ Figure3: Number of Listed Companies on ASE
300 \\:' 245 262 272 277

192 201 ...........
200 150 161 158 161
103 106 g ...q-- "
100 66 71 |I- Il II I|
olIII

197819801984 198819982001 200220032004 20052006 2007 2008 2009 20102011 201220132014 20152016

4

Thesizeof the marketrelativeto the nationaleconomywasalsomodest. Themarketvalueof all listed
stocksto GDPratio wasequalto 36 percentin 1978 However,sincethen, three sub-periodsare worth
noting (FigurestA,4B,and4C)

. o *
Figure4A: ASE Capitalization to GDP Ratl® 781990 \//‘
’0
80.0% \
57.6% 59.0% 57.7%
60.0% 46.0% 47.0% 40.6%
40.0% 62.7% '
0 0,
20.0% 36,09 42 5% 47.7% 30.8% 47.0% 46.8%
0.0%
1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
. o *,
Figure4B: ASE Capitalization to GDP Rati991-2000 \Z,
oy
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——/\ 74.1% 75.2% 71.6% \‘
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50.0% . 78.2% 70.5% 2a1% 0
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During the first sub-period (19781990), the
market reflected a modest increase in its
capitalizationto GDPratio from 36 percent to
46.8percent.

The secondsub-period (1991-2000) witnessed
no growth in market capitalization. While
capitalizationto GDPratio increasedfrom 57.7
percent in 1991 to 89.2 percent in 1993, it
decreasedand reached58.5 percentby the end
of 2000(Figure2B).

¥
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The third subperiod (2001-2016) reflects a
different experience(Figure2C).TheY' | NJ S Qa
value suddenlyincreasedfrom 70.3 percentin

2001 to 298.8 percent of GDPin 2005. Since
then,the Y I NJ sselh&stallenconsistentlyTo
appreciatethis collgpse,it isworth notingthat in
2007and 2016, the capitalizationof the market

was equal to JD29.2billion and JD16.3billion
respectively.

350.0%
298.8%

Figure4C: ASE Capitalization to GDP Rafl6(1-2016) V)
162.'{9'%

300.0%
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As expected,the ¢collapsé in the Y I NJ &jitQizationto GDPratio (20062016)is reflected in the
behaviorof the priceindex. Thiscanbe seenin Figure5 wherein 2005the percentagechangein the price
indexwasequalto 92.9percent,and during20082016,this indexwasconsistentlynegative.

100.0%

-1.6%
-20.0%

-40.0% -32.6%

Figure5: Change in ASE Price Index (Weighted) Q
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Thevolatility of the marketin terms of its capitalizationto GDPratio is alsoreflectedin the secondary
markettradingactivity. Theturnoverratio of the market(tradingvolumeto marketcapitalizationyeflects
some large changesduring the period 19782016 (Figure6). However,what is disappointingis the
consistentdecreasedn this ratio sinceits peakvaluein 2008.

100.0% e
80.0% \‘.
80.0%
60.0%
38.6%
40.0% :

) 15.9% g.... A B .. 13.4%
200% II 9.4% I RO B
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0.0% --Illll.lll I II.III'II IIII I
VOO dANMITLWLONOVWDO A NMITLON~ND0VDDOAANMNMITLLONDODDOANMS LW ©
I~ N~ 00 00 00 W W WOWOaWOMWMOWMOH DD OOOOOOODO0OO0O0O O o d o d o oo
[Nl N NoNoNo oo NeoNoNoNoNoNoNoNoNoNoNoNoNeNeoNeolNololololololololololNollo ool
e ] ] e A AN AN NN NN NN NNANNNNNNN

Thecollapsein the sizeof the ASEN terms of capitalizationand trading volume notwithstanding, it is
usefulto note that the market has alwaysbeen highly concentrated.For example,in 2016the top 10
companiesaccountedfor 65.2percentof the capitalizatiorand42.9 percentof the tradingvolume of the
whole market(Figure7).

Figure7: Top Ten Companies in ASE *y/
65.20% ]
)
2016 - __________________________________________________________________________________________| 71.30%
2012 - __________________________________________________________________________________________ | 69.50%

0.00% 10.00% 20.00% 30.00% 40.00% 50.00% 60.00% 70.00% 80.00%

Trading Volume m Market Capitalization

Asfar asthe new primary marketissuesare concernedthe recordis not encouragingThe privatization
programled to significantstockissuesin 2005 and 2006. However,since2010,the value of new stock
issuego GDPratio hasbeenconsistetly belowone percent(Figures).

*
N

¢
(N

Figure8: ASE Primary Market Stock Issues to GDP Ratio

"3
%9
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10.0% 5 gy (> s
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1978-2004

Relativeto the corporate stockissuesthe governmenthasbeen an active issuerof treasury bills and
treasurybonds. Since2002, these issueshave been growing at a fast rate (Figure9). However,these
securitiesare largelybought by licensedbanks.In other words, there is no secondarymarket for these

AmmanStockExchangeTheWayForward| SEPTEMBER17 13
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issuesCurrently,and on average these securitiesaccountfor about 22 percentof total bankingassets.
Within this context, it isalso discouragindo note that tradingin corporatebondsis almostnon-existent.

Figure9: Treasury Bills & Bond Issues to GDP Ra2ia0(-2016) ~/,‘

50.0% 33.9% N
. (]
29.9%6 39. 290\
40.0% 21.2%
30.1%
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20.0% 2.3% 11.7% gl
10.0% 45% 5, O 0% 3. 9043 .........
0.0% [ ] - . ...... i ...... -t [
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Finally,and to put the ASHDn its international perspective Figures10 and 11 report the mean market
capitalizationto GDPratio andthe turnoverratio for a numberof countries.Thereported figuresreveal
that the AFMisrelativelylargein termsof capitalizatiorto GDPratio. However,n termsof tradingactivity
on the secondarymarket, its turnover ratio which is equalto 12.0 percentis higherthan thosein only
MoroccoandOman.

FigurelO: Mean Market Capitalization to GDP Ratid¥{22016)
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THE JORDANIAN STOCK EXCHANGE:
THE LIQUIDITY ISSUE

& a I Nbjig8idity: is the ability of the marketto transactbuy and sell order immediately and at the
right LINXA OS & ¢

All stockmarketshaveonethingin commonand
that is to bring buyersand sellersof securities
together. In the ASE, the market-making
mechanismis order-driven. Under this system

strict price and time priority rulesare followed.
For example, for any two or more buy (sell)
orders, the one with the highest(lowest) price
has the priority in execution. If two or more
orders of the sametype are noted, the order
whichwasnhoted first hasthe executionpriority.

Thetrading mechanisnof the ASEsuffersfrom

onedisadvantageindthat is lackof immediacy.
Thisproblem canbe highlighted usingonly four

simplescenarios:

First Scenario:Someonecould come into the
marketto buy 1000sharesat JD10.Gach.What
happensif no counter sell order is forthcoming
(TableA)?

TABLEA: ORDERIVENMARKET

BuyOrders SellOrders

Shares | Price

Shares |  Price

1000 JD10.0

SecondScenarioSomeonecouldcomeinto the
marketto sell1000sharesat JD10.Ceach.What
happensif no counterbuy order is forthcoming
(TableB)?

TABLEB:ORDEPRIVENMARKET

BuyOrders SellOrders ‘

Shares Price ‘

Shares Price

1000 JD10.0

Shares = Price

Third Scenario:Someonecould come into the
marketto sell1000sharesat JD10.Geach.What
happensif the existingcounter buy order is at
JD9.gTableC)y?

TABLEC:ORDERIVENMARKET

BuyOrders SellOrders

Shares Price

1000 JD9.8 1000 JD10.0

Shares Price

Fourth Scenario:A cdespeéNJ- (irivestor, even
for liquidity purposescomesinto the marketto
sell1000sharesat JD10.Gach.

The absenceof counter buy order makeshim
reducethe sellingprice to JD9.8,JD9.6,and to
evenJD9.4If acounterbuyordercomesinto the
market at JD9.4,a transactionwould occur at
JD9.4((TableD). Thequestionthenis: What is
the reason behind the é& dzR R &eyréasein
pricefrom JD10.Qo JD9.2

If the sameddesperate investorwantedto buy,
would the price increass reflect the same
proportions? Are increases and decreases
symmetricalin magnitude?

TABLED: ORDERRIVENMARKET

BuyOrders SellOrders

Shares | Price

1000 JD9.4 1000 JD10.0

1000 JD9.8

1000 JD9.6

1000 JD9.4

AmmanStockExchangeTheWayForward]| SEPTEMBER17 15



Basedon the abovementioned four scenarios,
one can understandwhy the turnover ratio in
the market is relatively low. Also,why the top
ten companiesaccountfor a large proportion
(eachyear) of the trading volume. In addition,
because successive sell orders (desperate
investors) are likely to result in a larger
percentage change (decrease)in price than
successivebuy orders would, this problem
(illiquidity) tendsto discouragepriceincreases.

Toanalyzethe ASHiquidity issue,it is usefulto
note that at the closeof eachtrading day, the
market publishes the highest bid price and
lowest askprice. Thefact that these ordersare
not executed the differencebetweenthem can
be usedasa measureof liquidity cost.Naturally,
it would have been better if the market
publishedthe highestbid and lowest askprices
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continuouslyduring trading days However,the
fact that the arrivaltimes of the closingbestbid
and best ask pricesare random in nature, the
differenceis a goodmeasureof liquidity cost.

Basedon the daily closing bid and ask prices
during the years 20022016, we calculate for
eachyearthe dailyspreadfor all listed stocks:

Spread=[(Ask ¢Bid) / (Bid +Ask/ 2)]*100

where Spreadrefersto the percentagebid-ask
spreadof stocki at the end of the trading dayt,

Askisthe askpriceandBid isthe bid priceat the

end of dayt.

We also estimate the impact of stock price,
tradingvolume,andriskon liquidity cost(Box1).

BOX1
SPREAD=N+h4In(PRICE +"2In(VOLUME) + " 3(Risk)+4i

where SPREAIR the bid-askspread(asdefinedabove)in dayt; PRICEs the natural logarithm of the
daily closingstock price; VOLUMESs natural logarithm of trading volume defined as the daily trading
volume (in Dinars);and Riskis the difference between the highestand lowest price divided by the

openingprice.

In Figurel2, we report the overallmeanliquidity
costs for a number of years A look at the
reported spread values, one conclude that
liquidity cost that prevails in the Jordanian
capitalmarketis relative high. Themean spread
valuesthat range between a minimum of 2.2
percentin 2002and 2006anda maximumof 3.1
percent are much higher than the 0.18 percent
andthe 0.37 percentthat existin the NYSEnd
NASDAQnarkets respectively. These costsare
also higher than those which existin European

markets (0.331 percent), Canada (0.213
percent),andin China(0.217percent).

As far as government bond markets are
concerned, the international evidence shows
that their liquidity costisalsolow (0.149 percent
during recessions and 0.101 during non-
recessiorperiods).Also,for treasurybills (short
term bonds), liquidity cost is equal to 0.049
percentin recessiongnd 0.002percentin non-
recessiorperiods.

2002 2004 2006 2008 2010

. o *
Figurel2: Liquidity Cost on ASE ~//4
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Figure 13: Liquidity Cost in Different Stock Markets f\/,‘
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Relativeto the high liquidity costin ASE,it is
usefu to note that the international experience
provides us with some useful insights. For
example,many markets encouragelisted firms
to carryout & NB gSddagq Jt i ordet to - _ _
increaseheir stockpricesand hencereducethe Secor_ld the, c_oef_flcu_ent O_f trading vqumg IS
bid-ask spread. Similarly, some markets have negatlve.Thls_flndlng impliesthat stockswhich
reduced what is called the ¢ Y A Y A & 8201 é are more actively traded tend to have lower
(multiples of currencyunit by which pricesare liquidity cost.

allowedto change}o reduceliquidity cost.More
importantly, experience shows that the
introduction of market-makersresultsin lower
liquidity costs, easier security trading, and

stronger liquidity. Even more interesting, and TableE Impactof Price, TradingVolume,and
within the contextof the OsloStockExchangeit Riskon Bid-askSpread

is stated that & Frecent innovation in equity
markets is the introduction of market maker Years PRICE VOLUME  RISK
services paid for by the listed companies

First, the coefficientof stockprice is negative.
Thisimplies that higher-priced stockstend to
have,on average,lower liquidity cost.

Finally,the impact of risk s positive indicating
that stockswhoserisk is higher tend to suffer
from higherliquidity cost.

i K SY & SWe@l$o&ind significantreductions 2010 -0.094 | -0.394 0.218
in liquidity risk and cost of capitalfor firms that

hire a marketmaker.Firmsthat prior to hiring a 2011 0:199 -0.388 0.270
market makerhavea highloadingon a liquidity 2012 -0.295 -0.357 0.316
risk factor, reducetheir liquidity risk downto a

levelsimilarto that of the largerandmore liquid 2013 -0.300 -0.344 0.222
stocksonthe S E OK .y’ 35 ¢ 2014 | -0223 | -0381 | 0.204
We report the results of the impact of stock 2015 -0.280 -0.336 0.162
price,trading volume,andrisk on the estimated

liquidity costs. These results are reported in 2016 -0.352 -0.322 0.197

TableE Theseresultsare asexpected.

GThe international experienceshows that the introduction of market-makers results in lower
liquidity costs,easiersecuritytrading, and strongerliquidity.€

The Market-Maker is obligedby law to provideinvestorswith liquidity by continuouslyquoting his
bid and askprices.In addition, the Market-Maker is responsibleio maintain an orderly and stable
market.
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SUMMARY OF FINDINGS AND
RECOMMENDATIONS

At abroadlevel,a T A Y lkdeyalbprhehtcanbe
defined as improvementsin the quality of five
key financial functions: (a) producing and
processing information about possible
investments and allocating captal based on
these assessments(b) monitoring individuals
and firms and exerting corporate govenance
after allocating capital; (c) facilitating the
trading,diversificationand managemenbf risk;
(d) mobilizingandpoolingsavingsand(e) easing
the exchangeof goods, services,and financial

Ay 4 i NHAWSIgEamkE

Within the context of financial development,
one should not underestimatethe importance
the serviceswhich stock markets provide to

listed companies, investors, and to national

economies.Indeed, this is why the number of

stockexchangesiroundthe world hasincreased
from around50in 1975to morethan 170bythe

endof 2016.

Therecent performanceof the ASEnN terms of

stockreturnshasbeenrather disappointing For
example, the performance of the price index
duringthe period 2000-2008washighlyvolatile.

More disappointinghowever,arethe consistent
lossegealizedsincethe year2008.

I na N utSh e | I y,thereisnodoubtthat

the reasonsbehindthe recent(since2008) fall in

stockpricesarevarious However,irrespectiveof

what thesereasonsare, this paper arguedthat

one issuethat must be dealt with is liquidity.

Liquidstockmarketsallow investorsto get their

orders executedas quickly (immediacy),and as
cheaplyas possible.It is arguedthat the ASE
suffers from illiquidity in terms of both of A {
dimensions:

First,investorscannotget their ordersexecuted
anymomentthey chooseregardlessf what the
priceis.

Second, even when investors can get their
orders executed, the difference between the
priceof the highestavailablebuy order (bid) and

aqQ
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the lowest availablesell order (ask)is relatively
large.TheJSkestimationsshowthat, on average,
liquidity cost (bid-ask spread) has never been

lessthan 2 percentandthis is muchhigherthan

the 0.18 percentand 0.37 percentthat existin

advancednarkets.

In addition, and asexpected, JSHound that the
impactof stockprice andtradingvolumeon the
estimated bid-ask spreads is negative. The
higher the stock price and trading volume the
lower the bid-askspread.

Thecomparativelyhigh liquidity costin the ASE
is too important to ignore. Indeed, it has a
numberof negativeimplications.

First, stock price changestend to be volatile
(risky)becausdghey movebetweenwide bid and
askprices.

Secondthe internationalevidenceclearlyshows
that stockreturnsin illiquid marketstend to be
low.

Third, low stockreturns discouragdlisted firms
to issuestockson the primary marketto finance
their investments.Indeed, in illiquid markets,
the costof capitalisrelativelyhigh.

Relative to these implications, it is good to
rememberthat duringthe period20032007 the
I { 9c@pdalizationto GDPratios were equalto
107 percent, 161 percent, 298 percent, 197
percent, and 240 percent respectiely. These
ratios indicate that the market grew in size. It
wasalsovolatile. Moreover,no one doubtsthat
the increasein capitalizationwas due to the
privatization program, large increase in the
number of listed companies,and the rising
a 02 y T AiRtBeyn@rket. However the issue
of Y I NJ Biguity was also an influencing
factor.
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Basedon the analysisand findings, the JSF
recommendsa numberof policyoptionsto help
revive the financialmarket. Theseare outlined
below:

1. Minimum tick: JSFecommenddookinginto
reducing the & Y A y A W dz@fford the
currentlyexistingmultiplesof one piasterto,
say, half of one piastre The international
experience shows that liquidity cost
becomedower following sucha change.

2. Reversesplit: Thefact that the marketprices
of so many listed stocksare low (for some
even lower than one Dinar), any minimum
changein the price (multiple of one piastre
tendto belarge.Thisiswhy JSFecommends
encouragingfirms to & NB @ & NIktieii ¢
stocks. Doing this would increase stock
pricesand hencereduceliquidity cost.

3. Market makers JSFrecommendslooking
into licensing interested companies to
provide liquidity by acting as market
makers.As marketmakers,are obliged (by
law) to continuouslyoffer their bid and ask
prices, liquidity would improve. This
recommendationneed not be appliedto all
listed companiesat once. The market can
start by selectinga list of companies Again,
the internationalevidenceshowsthat sucha
move (change)increasesliquidity (trading
volume), reduces liquidity cost (bid-ask
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spread), and reduces volatility (improves
price stability). Here, it is worth
remembering that Abu Dhabi Securities
Exchangeand the Dubai FinancialMarket
introduced marketmakersin 2015.Indeed,
this experienceshould be valuableto the
I { c&sa.

Shortselling Oncethe marketimprovesin
its liquidity dimension, JSFrecommends
introducingshort-sellingto improveliquidity
even further. Again, the international
evidence shows that short selling does
reduce liquidity cost (bid-ask spread) in
liquid markets.In addition, it isworth noting
that shortselling is allowed in the Saudi
StockExchangeand a numberof other Gulf
marketsare about to introduce this facility.
Again,we canlearnfrom theseexperiences.

Secondarymarket for Governmenttreasury
bills: The government must seriously
considera | O A #he sedoytargmarket
for the issuedtreasury bills and making it

liquid. Naturally, this is a complextask and
needs some detailed analysis.Within this

context, it is also in the interest of listed
firms themselveso havea liquid corporate
bondsmarket.Indeed,sucha marketwould
provide them with an additional source of

financingtheir capitalinvestments.

Liquidity Cost in the Amman Stock Exchange % ekl saiio

Liquidity: The ability to trade immediately and at the right prices (without significantly impacting price)

Date: September 2017
Source: JSF Study “Amman Stock Exchange: The Way Forward™

Prices
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