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Abstract

This study identifies market maker activity where is the activity that is essentially
dependent to provide continuous prices for the purchase and sale of certain securities
for the purpose to increase the liquidity of this security, which the market maker
provides with this activity. Also, a market maker is the reverse party of the customer,
does not act as intermediary or a trustee, but performs the financial hedging of its

customer transactions.

There are three main models of market maker in the developed economies; they are
New York model, NASDAQ model, and the model of the "electronic market
measured by decentralized order”. The study analysed the three models and it
recommends imitating one of the most advanced models due to the lack of
experience. Finally, the study believes that the best model for the Egyptian stock
market is the electronic market measured by decentralized order.



Introduction:

It is well known that capital markets in developing countries are suffering from two
basic problems; the first is the shortage of capital supply, and the second is lack of
liquidity. Several research papers proved that developing countries can use the
implementation of market making activity in order to increase the overall level of
liquidity Venkataraman and Waisburd (2007). Moreover, market making activity
can be combined with other restructuring policies to raise market quality Majnoni
and Massa (2001).

From this perspective, it is investigated that the implementation of a market making
system will raise liquidity levels in the market, lowers transaction costs, reduces
volatility and improves daily turnover of listed securities Nimalendran and Petrella
(2003).

Consequently, it is important to make an assessment to the existed types of market
making systems in developed capital markets in order to specify the factors that

enable market makers to succeed in achieving these targets.

This study will examine the design of markets in the developed capital markets that
succeeded in using market makers to achieve the goals of increasing liquidity,

efficiency, and lowering transaction costs.

It is noted that the Egyptian Stock Market is not deep enough (Omran, 2003). One
of the main reasons causing this problem is the lack of liquidity in the Egyptian
Capital Markets Nimalendran and Petrella (2003). Several global stock markets use
market makers in order to provide more liquidity to their markets. From this
perspective, promoting market makers activities can be considered a solution to
provide additional liquidity to the Egyptian Stock Market. Moreover, recent

economic situation in Egypt and the crucial problems that the Egyptian Economy
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suffers from nowadays assure the need to add more market makers to the Egyptian
Capital Market. Despite the importance of market making activities, there is no
research papers dealing with this issue in Egypt. This research paper is considered
the first trial to examine and propose the best model of market making to the
Egyptian stock market. Moreover, the study will fill the gap in this literature in case

of Egypt.

The main objective for this study is to survey the literature of market makers in
global stock markets in order to investigate and evaluate the different market making
systems found in most developed capital markets and to provide guidance to
Egyptian regulators in order to implement an excellent system for market makers in
the Egyptian Stock Market. Also, the study will compare between models available
to market making in order to choose the best for Egypt. Moreover, the study will
determine the most important obligations and privileges of market makers in the

successful global stock markets
This study is asking the following questions:

= What are the main models to design market makers activities in the developed
stock markets?

= What are the most important obligations and privileges of market makers in
the successful global stock markets?

= What is the most suitable model of market makers activities for the Egyptian
Stock Market?

= What are the essential recommendations for the Egyptian regulators with

regard to market makers’ activities?



Literature Review:

Research on this topic started with a number of theoretical papers such as Garman
(1976), Amihud and Mendelson (1980), Kyle (1985), Glosten (1989) and Hasbrouck
(1991) that discussed the importance of market makers and the vital role that it plays

in the formulation of prices.

According to the most recent literature, there exist two different approaches to
analysis the effect of market makers. The first approach is a cross-sectional
comparison of market quality either in existence of market maker or in absence of
it. The other approach that tests the market quality changes after the introduction of

market makers activity.

Nimalendran and Petrella (2003) used the second approach and looked at the
introduction of the market making system in the Italian Stock Exchange equity
trading process. It investigated several market quality measures before and after the
implementation of the system, it found that the market has become more efficient.
In addition, with regard to the volume, spread and liquidity (depth of the market),
this study found that the introduction of market makers has substantially improved
liquidity, increased trading volume and lowered the bid-ask spread (cost of trading)
of each individual instrument. Evidence showed that this improvement is greater for

low trading (illiquid) stocks.

Also, there is Anand and Weaver (2006) that tested the introduction of the specialist
system for equity options on the Chicago Board of Options Exchange (CBOE). It
concluded that this new “specialist system” improved the spread (both quoted and
effective) and the depth of the market. Moreover, the CBOE was able to attract

market share from the other major competitor, the AMEX option exchange.



Methodology:

This study assumes that a suitable model of market making has a positive impact on

the liquidity and performance of the stock market in Egypt.

This study will use a descriptive methodology in order to survey the literature of
market makers in global stock markets. The study will hold a comparison between
the most advanced models of market making applied in developed economies and

the model applied in Egypt so far.

Therefore, the study will analyse the advantages and disadvantages of every system
of market making. In addition, the analysis will be extended to include the
determinants and constraints that are related to such systems. Also, the analysis will
cover the factors that explain the differences appeared in these systems of market
making. The paper will concentrate on the market design of every system since it is
considered one of the most important factors that formulate foreign investors’

decisions to invest at any market.

Finally, all findings of this analysis will be used altogether to determine the optimal

model of market making to be applied in Egypt.

Definition of Market Maker:

Market making is the activity that is essentially dependent to provide continuous
prices for the purchase and sale of certain securities for the purpose to increase the
liquidity of this security, which the market maker provides with this activity. Also,
a market maker is the reverse party of the customer, does not act as intermediary or
a trustee, but performs the financial hedging of its customer transactions. Its policy
includes balancing client transactions and hedging by providing liquidity and capital,
according to the relationship between the market maker and customers is based
mainly on the supply and demand forces. The market maker shall be a bank, financial

5



Institution or group of banks Institutions and governors with huge financial potential.
It enables it to maintain balance in the markets by intervening in the purchase Stock
prices have fallen to unjustified levels, or sold in case prices have reached excessive

price levels.

The importance of market makers lies in maintaining balance in financial market,
especially on selected stocks that has a direct impact on the prices and indicators of
financial markets. Market making leads to non-vulnerability to financial crises,
especially those arising from the intensity of speculations Rumours and
manipulation of stock prices, and the most important channels Tanker, which
increases the likelihood of price volatility between The decline and rise without real
justification, especially during the absence of justice in Pricing, and the imbalance
of the relationship between corporate stock prices and the level Performance. This
situation underlines the need for market makers to create a manufacturer inside the
market that is always keeping a balance between Supply and demand to narrow the

gap between the selling and buying prices.

These market makers achieve the most important function: the ability to liquidate
Stock quickly and easily, finding a constant balance between Supply and demand,
limiting price fluctuations up or down which leads to stability and proximity to the
fair price. Also, ensuring the continuity of the market in carrying out its duties and
achieving its objectives. Fluctuations in the Arab stock markets raised many
guestions regarding the impact of the lack to a market maker. A lot of trading in the
Arab capital markets is focused on speculation on very limited number of stocks,
which confirms that speculations dominate the performance of Arab stock markets.
Because of this volatility in prices, individual investors are exposed to Great losses.

Consequently, the need is urgent to market maker, not necessarily be formal or



government. The need to market makers should be sensed by Arab securities bodies

and should be accelerated through Enacting laws and regulations.

Establishing Market Makers:

Most market makers are established in global and regional markets through either:

e A public shareholding company whose shareholders are all Brokerage
companies, investment banks and joint stock companies that are listed for
trading in the financial market.

e Establishment of an investment fund that works only as a mutual fund that
makes a market for selected shares or approved as a financial intermediator in
the global financial markets. Market makers are licensed from financial

markets regulator.

Market Makers in International Stock Markets:

According to (Westerholm et al., 2003; Jain, 2003), market maker systems can be
divided into four categories based on market makers’ characteristics and trading

design.

1. New York Stock Market Model:

This system is characterized by the centralized market maker with its broad powers
of access to sales and purchase orders. In this type, the market maker is largely
decide information regarding sales and purchase orders issued by investors and
should be shown to the public. A clear advantage of this model is the satisfaction of
institutional investors because they are convinced by the expertise and skills of the
hall's mediators and their abilities in exchanging information faster and thus getting
prices Good. There is a hall in the market for middlemen. They give their orders in
the language of common signs, and then send orders to the market makers - and their

number is seven - who in turn will sell and buy if the need arises based on these
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information, as well as information received electronically. They are keen to
maintain liquidity in circulation. Fixes the maker according to this system is the
opening price of the share which is not necessarily the previous day's closing price
as mentioned above, and the market maker is duty-free when he trades for his
benefit.

2. NASDAQO Model:

All forms of trades, in this model, are electronic. The number of market makers for
each company is not concentrated on only one as in the model NYSE. Each listed
company has many makers in the market who are competing which has a positive
Impact in increasing the market efficiency and liquidity. Investors are not trading
Ordinary in this type of stock exchanges directly among themselves. But through the
market makers who are registered in the NASDAQ market, they are around 500

market makers.

3. The model of the ""electronic market measured by decentralized order”:

This system is available in Euronext, Italy and the Greek Stock Exchange. There can
be more than only one market maker for one company and they are competing with
each other. Also, they are competing with ordinary investors without a monopoly of

information as the case in the New York Stock Exchange.

The main task of the market maker in this model is to increase liquidity available for
trading transactions which is done through an agreement between the market maker
and the company that issued the listed share. The market maker makes their market

for a certain fee, within mechanisms and conditions of the stock market.

Possible Options for Creating a Market Maker in Eqypt:




In fact, talking about the best model For the Egyptian Stock Exchange in the
absence of a real system of market making puts policy makers in a critical

situation. The governing bodies have two main options;

¢ Imitating and selecting one of the leading global models and adopting them
after standing the advantages and disadvantages of the trade-offs between
them, which is the most likely option; or

e while the second option is represented in the formulation of a new model for
the market maker which is a difficult option due to the lack to experience in
this field.

The Most Optimal Model for Eqypt:

In general, there are deep discussions among experts in developed markets about the
advantages and disadvantages of each system of market maker. Of course, some of
the controversial elements in this regard include; liquidity, transparency and non-
monopoly of the information, the difference between the bid prices and the ask
prices, factors of integrity and distance from manipulations powers. On the other
hand, the Egyptian stock markets are characterized by high volatility, tight liquidity,
and a lack of systems needed to operate Markets with efficient and sophisticated
transactions accompanied with weak implementation In addition, many
manipulations, contradictions, and the weakness in investment awareness, lack of
specialized calibres, weak institutional investment and shy progress in corporate

governance.

For the above reasons, the study believes that the best model for the Egyptian stock
market is the electronic market measured by decentralized order. At the current
primary stage, there will not be a sudden coup in the market to a centralized system

or system depends on the prices set by the market maker. However the trading
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systems will remain in its general form as it is with some modifications that require
the market maker to increase liquidity and comply with trading regulations defined
by markets and regulators. It is assumed that markets are considering adopting other
models if this stage is successful and the feeling that adopting another model may
be appropriate at the time. In this model, the market makers will compete with other
market makers for the same the listed company agrees with them, as well as will
compete with the market of ordinary investors including institutional investors. For
some risk, the market maker takes risks such as a total or partial exemption from the
trading fees that the market imposes on the listed company's shares, and fees it gets
for its own benefit from the listed company by making its own market, and it may

also be given certain privileges such as short selling and margin trading.

The company is expected to be a market maker in the Egyptian stock market for this
model and doing its best because it can generate guaranteed income from the listed
company concerned and for their revenues or losses as a result of trading. They are
assumed to depend on experienced people who are able to manage trading matters

to their companies with high professionalism.

Features of the Proposed Model of Market Making in Egyptian Stock Market:

The proposed model to operate in the Egyptian Stock Market requires the
participation of financial institutions, banks, and joint stock companies or companies
and investment funds called "market makers". Licensing and monitoring are done
through the Egyptian Financial Supervisory Authority, the latter can also grant
licenses to flirt an industry career. In all cases, the licensees are required to satisfy a
set of conditions determined by the Securities Commission to perform their duties.
After obtaining the license, the market makers compete in pricing to reach the best
selling and buying prices. It should be noted that the implementation of orders to

buy and sell investors through only intermediaries who have direct contact with the
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system of trading, with the need to coordination between intermediaries and market

makers.

Conclusion:

From the previous explanation, the study concluded some results that are evident
from which the importance of a market maker in the Egyptian stock market appears.
The market maker can be a bank, financial institution or group of banks Institutions
and investment funds with huge financial potential. It enables to maintain balance in
the stock market through intervening with the purchase of stocks when prices have
fallen to unjustified levels, or sell in case prices have reached excessive price levels.
The volatility of the performance of the Egyptian stock markets, the limited role of
the institutional investor in trading operations and leadership in the market increases
the urgency to the establishment of the market maker activity. Finally, the study
believes that the best model for the Egyptian stock market is the electronic market

measured by decentralized order.
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