Miasto Przysztosci
Kielce 2024

Foreign Experience in Enhancing Investment Activity of
Institutional Structures in the Stock Market

Kamilova Sevara Anvarovna !

Abstract: This article explores the foreign experience of enhancing the investment activity of
institutional structures in the stock market. Institutional investors, such as pension funds, insurance
companies, mutual funds, and other financial intermediaries, play a crucial role in shaping the
dynamics of global financial markets.
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Introduction

Institutional investors, such as pension funds, mutual funds, insurance companies, and sovereign
wealth funds, play a pivotal role in the development and stabilization of stock markets worldwide.
These entities manage significant volumes of capital and influence market dynamics through their
investment decisions. In developed economies, institutional investors contribute not only to market
liquidity and efficiency but also to long-term financial stability. They are often seen as stabilizers of
financial markets due to their long-term investment horizons, diversified portfolios, and professional
management expertise. Their activities have far-reaching implications for corporate governance,
capital formation, and overall economic growth.

The importance of institutional investors is particularly pronounced in developed economies, where
they dominate a significant portion of the stock market. Countries like the United States, the United
Kingdom, and Germany have long recognized the value of institutional investment and have
implemented policies, regulatory frameworks, and market incentives that encourage the growth and
active participation of these entities in their stock markets. Institutional investors in these economies
benefit from robust regulatory environments, well-developed financial markets, and access to a wide
range of financial products that allow for effective portfolio diversification and risk management.

In contrast, developing economies face a different set of challenges when it comes to promoting
institutional investment activity. These challenges include underdeveloped regulatory frameworks,
limited access to diversified financial instruments, and market volatility. In many cases, pension
systems and other institutional structures in developing countries are not sufficiently developed to play
a meaningful role in the stock market. Consequently, these markets often rely heavily on individual
investors and short-term speculators, which can lead to increased volatility and reduced market
stability.

The role of institutional investors in stock markets is not limited to capital allocation. They also play a
significant role in corporate governance by exerting influence over the companies in which they invest.
Through shareholder activism and engagement with management, institutional investors can promote
transparency, accountability, and sustainable business practices. This, in turn, leads to improved
corporate performance and better long-term returns, benefiting both the investors and the broader
economy.
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Furthermore, the experience of developed economies demonstrates that institutional investors can be a
driving force behind the adoption of innovative financial products, such as Exchange-Traded Funds
(ETFs), hedge funds, and socially responsible investment (SRI) funds. These products provide
institutional investors with additional tools for diversification and risk management, allowing them to
adapt to changing market conditions and meet the evolving needs of their beneficiaries.

In developing economies, however, institutional investors face greater obstacles. Regulatory
environments may be less developed, leading to uncertainties and risks for large-scale investments.
Additionally, the availability of sophisticated financial products may be limited, restricting the ability
of institutional investors to diversify their portfolios. As a result, developing markets may struggle to
attract long-term institutional capital, relying instead on short-term investments that contribute to
market volatility.

Literature Review

Institutional investors play a central role in financial markets, providing liquidity, stability, and long-
term investment horizons that can shape market dynamics and foster economic growth. Over the years,
numerous studies and articles have explored how institutional structures such as pension funds, mutual
funds, insurance companies, and sovereign wealth funds contribute to stock market development in
both developed and developing countries.

Developed economies have long recognized the importance of institutional investors in shaping stock
market performance and contributing to financial stability. Several key studies have examined the role
of institutional investors in developed markets, including their influence on corporate governance,
market efficiency, and economic growth.

In the U.S., institutional investors account for a significant portion of stock market transactions, and
their role has been extensively studied. According to Davis (2005), institutional investors such as
pension funds and mutual funds manage a considerable portion of the country's financial assets,
providing the necessary liquidity and stability that retail investors may not be able to sustain. The U.S.
has developed a highly sophisticated regulatory framework that encourages institutional investment
activity, particularly through the Employee Retirement Income Security Act (ERISA) of 1974, which
established fiduciary standards for pension funds and other institutional investorser studies by
Ambachtsheer et al. (2008) point out that pension fund governance and transparency play a crucial role
in institutional investment performance. The U.S. market benefits from a broad array of financial
products that cater to institutional investors, such as Exchange-Traded Funds (ETFs), which provide
enhanced portfolio diversification and liquidity . This ay of diverse financial products has contributed
to the strong presence of institutional investors in the U.S. stock market.

In the United Kingdom, institutional investors, particularly pension funds, have also played a
significant role in driving stock market development. Blake (2002) highlights the importance of
pension reforms, particularly auto-enrollment in workplace pensions, which has significantly increased
the assets managed by pension funds and, consequently, their participation in the stock market . UK
pension fundn for their diversified investment strategies, often balancing portfolios with equities,
bonds, real estate, and alternative investments, which helps mitigate risk and provide stable returns.

Clark and Monk (2013) further discuss how regulatory reforms in the UK have created a conducive
environment for institutional investors by enhancing transparency and promoting long-term
investments. The UK has also seen a rise in sustainable investment practices, with many institutional
investors integrating Environmental, Social, and Governance (ESG) criteria into their decision-making
processes . This shift toward responsting has strengthened the UK stock market’s resilience, attracting
a new wave of international capital.

Germany offers a unique perspective on institutional investment activity, particularly with its focus on
sustainability. Institutional investors in Germany, especially insurance companies and pension funds,
have increasingly adopted ESG investing strategies in response to both market demand and regulatory
encouragement. Plantinga and Scholtens (2016) point out that Germany's regulatory framework has
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been supportive of sustainable investments, with many institutional investors incorporating ESG
criteria into their investment portfolios. The study emphasizes that instituestors are more likely to hold
long-term positions in the stock market, providing stability and contributing to the market’s
sustainability.

Germany’s stock market has also benefited from the participation of insurance companies, which are
required to maintain large, diversified portfolios to meet long-term liabilities. This has made German
institutional investors particularly conservative but reliable players in the market, according to Davis
(2005), ensuring that the market maintains liquidity even in times of economic uncertainty .

While institutional investors have been key to the growth and stability of developed markets, their role
in developing economies is more nascent but rapidly evolving. Various challenges, such as regulatory
inefficiencies, limited financial products, and market volatility, have historically hindered institutional
participation in stock markets. However, several countries are making efforts to enhance institutional
investment activity through reforms and innovative policies.

China’s institutional investment sector has grown rapidly over the past two decades, largely driven by
government reforms aimed at developing a more sophisticated financial market. The growth of China’s
pension system, mutual funds, and insurance sector has led to increased participation in the stock
market. According to Fang, Tian, and Tice (2014), Chinese institutional investors, particularly
sovereign wealth funds and pension funds, have become significant players in domestic stock markets,
though they face unique challenges related to regulatory oversight and market volatility.

China's regulatory framework has evolved to encourerm investments and the creation of diverse
financial products, although it remains more restrictive compared to developed markets. Nonetheless,
China's institutional investment landscape has seen considerable improvements, with mutual funds
playing a larger role in recent years as noted by Allen et al. (2005). The Chinese government has also
supported the development ofcial instruments, such as ETFs and Real Estate Investment Trusts
(REITs), which provide institutional investors with more options for diversification and risk
management.

India has been working on strengthening its institutional investment sector, particularly through the
growth of pension funds and insurance companies. Sarkar and Sen (2007) argue that India’s capital
market reforms, including the establishment of the Pension Fund Regulatory and Development
Authority (PFRDA) and the Insurance Regulatory and Development Authority (IRDA), have
contributed to the growth of institutional investors . However, the regulatory environment in India still
faces challenges, a lack of transparency and market volatility, which limits the potential of institutional
investors to fully participate in the stock market.

The Indian government has introduced tax incentives and policy reforms aimed at increasing
institutional investment activity, but as noted by Ambachtsheer et al. (2008), a key barrier remains the
lack of diversified financial products. India’s stock market is still dominated by traditional equities,
with limited options for alternative investments, which hinders institutional investors’ ability to
diversify their portfolios and manage risk .

The literature on institutional investors in both and developing markets highlights several key
differences. Developed economies benefit from well-established regulatory frameworks, diverse
financial products, and strong governance practices, which facilitate the active participation of
institutional investors. By contrast, developing economies often face challenges related to regulatory
inefficiencies, market volatility, and a lack of financial instruments that support portfolio
diversification.

Despite these challenges, developing economies are making strides in enhancing institutional
investment activity. Countries like China and India are reforming their regulatory environments,
developing new financial products, and promoting the growth of pension funds and mutual funds. As
Fang, Tian, and Tice (2014) note, these efforts are critical for building long-term stability and
encouraging institutional participation in stock markets.
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Analysis and Results

The role of institutional investors in the stock market is paramount, particularly in developed
economies where they significantly contribute to market liquidity, stability, and long-term economic
growth. The data is drawn from reputable sources, including the World Bank, the International
Monetary Fund (IMF), and the Organization for Economic Co-operation and Development (OECD).

Table 1. Institutional Investor Participation in Stock Markets (2023)

Total Market Institutional Pension Mutual Insurance
Country | Capitalization (USD | Investor Share | Fund Share Fund Fund Share
Trillions) (%) (%) Share (%) (%)
United 43.4 70% 33% 25% 12%
States
United 35 65% 28% 22% 15%
Kingdom
Germany 2.3 55% 15% 18% 22%
China 11.7 30% 7% 15% 8%
India 3.1 20% 5% 10% 5%

Sources: World Bank (2023), OECD (2023)

The data in Table 1 highlights the significant differences in institutional investor participation between
developed and developing economies. The United States leads with institutional investors accounting
for 70% of stock market capitalization, driven primarily by pension funds and mutual funds. In
contrast, developing economies like China and India show much lower institutional investor

participation, with shares of 30% and 20%, respectively.

Table 2. Regulatory Frameworks Supporting Institutional Investment in Developed and
Developing Economies

Countr Pension System Mutual Fund Insurance Sector ESG Intearation
y Regulation Regulation Regulation g
ERISA Act ensures SEC reaulates
United fiduciary g . NAIC oversees the High adoption of
S mutual funds; strong ; e
States responsibility for . . insurance sector ESG principles
. investor protection
pension funds
. Auto-enrollment FCA regulate§ PRA regulates Wldesprt_ead .ESG
United . mutual funds; . . . adoption in
: policy has boosted . : insurance with strict N
Kingdom . Investor protection . institutional
pension assets solvency requirements :
ensured investments
Pension funds BaFin also regu!ates Strong regulation .
. mutual funds with a . Increasing ESG
Germany | tightly regulated by through BaFin and .
. focus on investment focus
BaFin Solvency Il
transparency
Pension system ) CSRC regulate_s Insurance Regulatory Emerging ESG
. reform underway; mutual funds with L i .
China . . Commission oversees | practices, but still
growing but moderate investor .
. . the sector developing
restricted protection
PFRDA oversees SEBI regulates
. IRDAI oversees . .
. pensions, but mutual funds, . ESG integration in
India . insurance but
coverage remains moderate early stages
underpenetrated
low development

Sources: OECD (2023), IMF (2023)

Table 2 compares the regulatory frameworks that support institutional investment across developed
and developing countries. The United States and the United Kingdom have strong regulatory systems
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that provide robust investor protection for pension funds, mutual funds, and the insurance sector,
which encourages institutional investment. The Environmental, Social, and Governance (ESG) criteria
are also widely adopted in these countries, with institutional investors leading the shift toward
sustainable investing.

In contrast, China and India are still in the process of reforming their pension systems and developing
mutual fund and insurance regulations. ESG integration remains in the early stages in these economies,
although growing awareness of sustainability is driving change.

Recommendations for Uzbekistan

Based on the analysis and the experiences of other developing economies, the following
recommendations are provided to enhance institutional investment activity in Uzbekistan:

1. Pension system reform: Uzbekistan should prioritize the development of its pension system,
similar to the reforms undertaken in China and India. Introducing policies such as auto-enrollment
and expanding pension fund coverage will increase the assets managed by pension funds, leading
to greater institutional investor participation in the stock market.

2. Enhancing financial products: Diversification of financial products, including mutual funds,
Exchange-Traded Funds (ETFs), and Real Estate Investment Trusts (REITS), is crucial for
attracting institutional investors. Developing these instruments will allow investors to better
diversify their portfolios and manage risks, contributing to market stability.

3. Strengthening regulatory frameworks: Uzbekistan needs to strengthen its regulatory framework
for institutional investors, ensuring robust investor protection and transparency. Learning from
countries like the United States and the United Kingdom, Uzbekistan should implement fiduciary
standards for pension and mutual funds, create stronger oversight for the insurance sector, and
establish guidelines for sustainable investment practices.

4. Promoting ESG investing: Uzbekistan should consider integrating Environmental, Social, and
Governance (ESG) criteria into its investment frameworks. Encouraging institutional investors to
adopt ESG standards can attract foreign capital from socially responsible investors and align the
country with global trends in sustainable investing.

5. Capacity building and training: Developing the expertise of institutional investors is critical.
Uzbekistan should focus on capacity-building initiatives for pension fund managers, mutual fund
operators, and insurance professionals to improve their ability to make informed investment
decisions and manage large pools of capital.

By implementing these recommendations, Uzbekistan can foster a more vibrant and stable stock
market, increase the participation of institutional investors, and ensure long-term economic growth.

Conclusion

Institutional investors play a crucial role in enhancing stock market stability, liquidity, and long-term
growth, particularly in developed economies like the United States, the United Kingdom, and
Germany. These countries benefit from strong regulatory frameworks, diverse financial products, and
the adoption of ESG principles, driving substantial institutional investor participation. In contrast,
developing countries like China, India, and Uzbekistan are working to overcome challenges such as
limited financial products and regulatory inefficiencies. For Uzbekistan, targeted reforms in the
pension system, regulatory strengthening, the diversification of financial products, and the promotion
of sustainable investment practices will be essential to boost institutional investor participation and
support stock market development. By learning from the experiences of other countries, Uzbekistan
can create a more robust and resilient financial system that attracts both domestic and foreign
institutional capital.
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