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Cyclical portfolio equity flows to the stock markets of developed and

emerging countries

Cyclical portfolio equity flows to the stock markets of developed and emerging countries mean
alternating periods of increased purchases of shares on markets of one type, e.g. emerging
markets, and then on the other, i.e. developed markets, and vice versa. Portfolio equity includes
net inflows from equity securities other than those recorded as direct investment and including
shares, stocks, depository receipts (American or global), and direct purchases of shares in local
stock markets by foreign investors. These flows are reflected in countries’ balance of payments
(portfolio investment — liabilities: equity securities) and include purchase and sale transactions
of shares made by residents of other countries.

The main cognitive goal of the dissertation was to empirically prove the occurrence of
cyclicality of portfolio equity flows to the stock markets of emerging and developed countries.
The second goal was to prove that there are alternating periods of higher dynamics of stock
price increases expressed in the main stock exchange indices of emerging and developed
countries. The third goal was to determine the relationship between the increases in the main
stock exchange indices and portfolio equity flows.

In accordance with the set goals, the main thesis was formulated, as follows: Portfolio
equity flows on the stock market of emerging and developed countries are cyclical and are
associated with periods of higher growth dynamics of the main stock indices of these countries.

The empirical research plan included three stages. In the first stage, based on the main
indices of individual countries and market capitalization, two indices were constructed — the
index of emerging countries and the index of developed countries. They were used to calculate
the relative strength of the index of emerging markets in relation to developed markets and to
determine periods of greater relative strength of these markets. Then, the time series of the
obtained relative strength was decomposed using X-13-ARIMA-SEATS and the cyclical
component was extracted using the Hodrik-Prescott filter. Next, turning points were determined
using the Bry-Boschan procedure and the Pagan-Sossounov algorithm. After determining the
turning points, the rates of return in each period were calculated. In the second stage, the
portfolio equity net inflows to developed and emerging countries were analyzed. Their values

and percentage changes in subsequent periods were analyzed, as well as their comparison
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between markets. In the third stage, it was checked whether there is correlation and cross-
correlation between the rates of return of the constructed indices and the percentage changes in
the cumulative capital flows to the stock markets of the studied countries.

The paper analyses long-term trends and cycles in the dynamics of stock price growth
and portfolio equity flows to stock exchanges in developed and emerging countries. The study
covered the period from 1975 to 2022 for capital flows and until the end of 2023 for stock
indices. The long research period allowed for the identification of three full cycles in the
conducted research, which seems crucial in determining the cyclicality occurring in financial
markets.

The results of the conducted research provide original conclusions regarding
international flows of portfolio capital on the stock market and extend knowledge in the studied
area of science. The most important conclusions are presented below:

e The relative strength of the emerging market equity index in relation to the developed
market equity index changes cyclically over time intervals ranging from 4 to 11 years.

e Periods of higher dynamics of share price increases expressed in stock market indices
occur alternately on the stock exchanges of developed and emerging countries. The
stock markets of emerging countries showed higher dynamics of growth in periods when
the stock exchanges of developed countries recorded lower dynamics of growth of the
main indices. In the same way, when higher growth occurred on the markets of
developed countries, these processes were weaker on the stock exchanges of emerging
countries.

o Portfolio equity flows to stock markets indicate alternating periods of increased values
of flows to emerging and developed countries. However, these flows occurred in trends
from several to a dozen or so years and were interrupted by individual years when this
phenomenon did not occur or was limited.

e Increased portfolio equity flows to emerging and developed markets coincide with
periods of higher dynamics of stock price increases in emerging and developed
countries.

e There is a positive relationship between the rates of return for the developed and
emerging market index and the percentage increases in the cumulative values of
portfolio equity flows to the stock markets of these countries. The relationship between
capital flows and rates of return on the indices was not the same in all periods. The

increasing value of the correlation when shortening the historical data for emerging
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markets indicates that the stock markets of these countries are highly dependent on
international capital flows.

e The time series forecast of the relative strength of the index of emerging markets to
developed markets was made using the seasonal ARIMA model.

e It was found that periods of greater relative strength of developed markets, as well as
increased flows to these countries, occurred during periods of increases in the value of
the U.S. Dollar Index. In contrast, periods of greater relative strength of emerging
countries occurred during periods of increases in the prices of natural resources.
Cyclical portfolio equity flows to the stock markets of developed and emerging

countries are long-term relationships. Over the years, these transfers have become more visible,

allowing these relationships to be reliably confirmed.
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