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Chapter 1 

Summary of the Regional Study 

1. Introduction 

Back in the early 1990s, economists and policymakers had high expectations 
about the prospects for domestic capital market development in emerging economies and, 
particularly, in Latin America. Unfortunately, they are now faced with disheartening 
results. Though many still hope for securities markets to develop, the reality is that 
equity and corporate bond markets are illiquid and segmented in many countries. Debt is 
concentrated in the short end of the maturity spectrum and denominated in foreign 
currency, exposing countries to maturity and currency risk. Moreover, government debt 
is crowding out corporate bond markets. 

The state of capital markets looks particularly poor when considering the many 
efforts already undertaken to improve the macroeconomic environment and to reform the 
institutions believed to help develop capital markets. In the case of Latin America, the 
results appear even more discouraging in light of the better evolution of capital markets 
in East Asia and the rapid growth in developed economies (especially in international 
financial centers). The disappointing performance has made the conventional 
recommendations for capital market development questionable, at best. Policymakers are 
left without clear guidance on how to revise the reform agenda, plus many of them do not 
envision a bright future for domestic capital markets. 1 

In this study, we analyze where we stand and where we are heading on capital 
market development. More specifically, this study has three main goals. First, we take 
stock of the state and evolution of Latin American capital markets and related reforms, 
over time and relative to other countries. Second, we analyze the factors driving the 
development of capital markets, with particular interest on measuring the impact of 
reforms. Third, in light of this analysis, we discuss the prospects for capital market 
development in Latin America and emerging economies in general, and the implications 
for the reform agenda going forward. 

An analysis of the performance of capital markets would nowadays be incomplete 
without taking into account the recent trends in financial globalization. Thus, we study 

1 This might have important consequences because financial development is linked to economic growth. 
For more than a century, this link has been emphasized. Hist01ically, the literature focused on the role of 
banks, beginning with the views of Bagehot (1873) and Schumpeter (191i). More recently, Levine and 
Zervos (1998), among several others, have documented the positive relation between financial development 
and growth. 
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not only the domestic market activity, but also the evolution of global capital markets and 
the participation of developing countries in those markets. Several factors make the 
inclusion of financial globalization in the analysis valuable. First, most of the studies that 
analyze the development of local capital markets disregard foreign market activity.2 We 
believe that this is a major drawback given the significant participation of emerging 
economies in international markets. Hence, without taking into account this 
participation, one misses a substantial part of the capital market activity. Second, the 
papers that analyze the participation in international markets do not study its effects on 
firms that do not internationalize.3 This is also a relevant weakness since there are 
contradictory arguments on the impact of globalization on domestic markets. Some 
claim that participation in international markets would have positive spillover effects on 
local markets, as going abroad, among other things, sends positive signals to investors, 
encouraging them to participate in domestic markets. For example, by raising capital in 
international markets, governments and firms choose to abide by stricter accounting and 
disclosure standards, making them less likely to expropriate investors.4 On the other 
hand, others argue that in a context of liquidity agglomeration, migration can shift local 
liquidity to international markets, generating negative spillover effects on local markets.5 

Third, by considering the major developments in financial markets across countries, one 
can analyze in perspective the trends in capital markets and the degrees of freedom 
available to authorities to change domestic trends. Fourth, despite possible temporary 
retrenchments, one can expect that financial globalization will deepen in the years to 
come, making it essential in any analysis. 

Our focus on Latin America is interesting in different dimensions. Two stand out. 
First, countries in Latin America have taken many steps to reform their institutions and to 
improve their macroeconomic management. Given all these changes, capital markets 
were expected to develop significantly. Second, many Latin American countries have 
actively participated in the globalization process. Therefore, one can test the etiects of 
that participation on local markets and derive predictions for countries that have not yet 
embraced that process to the same extent. 

To understand the state and future of capital markets in developing countries, the 
report consists of three additional chapters. Chapter 2 documents the main developments 
in international financial markets and the increasing globalization process. The chapter 
also describes the influence of these worldwide trends on Latin America, with particular 
attention to the effects on the policies and reforms adopted. Furthermore, Chapter 2 

2 See Levine (2004) for a review of the literature on the relation between domestic financial market 
development and macroeconomic variables, financial reform, and other country factors. 
3 An extensive literature analyzes the effects of internationalization on those firms that internationalize, 
focusing on their trading and liquidity (see, for example, Noronha, Sarin, and Saudagaran 1996, Smith and 
Sofianos 1997, and Pulatkonak and Sofianos 1999), the impact of internationalization on stock prices and 
the cost of capital (see, for example, Alexander, Eun, and Janakiramanan 1988, Foerster and Karolyi 1999, 
Miller 1999, and En"Unza and Miller 2000), and the effect of internationalization on asset size, growth, 
financing constraints, and financial structure (see, for example, Schmukler and Vesperoni 2001, Pagano, 
Roell, and Zechner 2002, and Lins, Strickland, and Zenner 2003). 
4 See, for example, Coffee (1999, 2002), Stulz (1999), and Reese and Weisbacn (2002). 
5 See, for example, Moel (2001) and the background paper for this study, Levine and Schmukler (2004). 
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documents the main developments in Latin American capital markets, both in terms of 
the evolution of different domestic securities markets as well as the participation in 
international capital markets, and compares them with other regions. Chapter 3 evaluates 
the factors behind the development (or lack of development) of capital markets. The 
chapter first studies how different macroeconomic and institutional variables affect the 
development of domestic stock and bond markets and their internationalization. The 
second part of Chapter 3 analyzes the effects of reforms on capital markets. The chapter 
finishes by examining whether the experience of Latin America is similar to that of other 
regions. Finally, Chapter 4 discusses the future of capital markets in developing 
countries, the policy implications, and the lessons for the reform agenda. 

Chapter 1 summarizes some of the main ideas and results from each of the other 
chapters. The rest of the chapter is organized as follows. Section 2 describes the main 
developments related to the globalization of capital markets. Section 3 summarizes the 
main developments in domestic capital markets. Section 4 describes the effects of 
fundamentals on capital market development. Section 5 presents very briefly some of the 
conclusions from this study. 

2. Evolution and Globalization of Capital Markets 

As mentioned above, the recent developments in domestic capital markets as well 
as their prospects would be difficult to understand without considering the trends in 
global capital markets. Studying how international capital markets have evolved helps 
not only to have a benchmark of the underlying structural changes around the world, but 
also to understand to what degree domestic markets are only part of the overall activity in 
international capital markets. To describe these trends, this section first outlines the main 
developments in international capital markets; second, it describes how Latin American 
countries responded to these worldwide developments. 

An important message from this section is that financial globalization has 
expanded to a degree that it became difficult to ignore. Moreover, many new 
developments have taken place in the last three decades, bringing about significant 
changes to the capital markets of both developed and developing nations. However, 
despite the perception of widespread financial globalization, the international financial 
system is far from being perfectly integrated. For example, there is evidence of persistent 
capital market segmentation both across and within countries. 

2.1. Main Developments in International Capital Markets 

Capital markets in developed countries have grown substantially in the last thirty 
years, experiencing a large boom in the 1990s. As part of this process, companies raised 
more capital in bond and equity markets, while both retail and institutional investors 
increased their participation in capital markets. As part of the boom, capital became 
available to newcomers, most notably to technological firms. Financial markets 
experienced such a development that by 2000 the combined bank credit, stock market 
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capitalization, and private bonds outstanding reached an average of about 250 percent of 
GDP for G-7 countries, compared to only 75 percent in 1970. 

The development of capital markets in rich countries has been accompanied by an 
increasing financial integration across nations. This globalization is not new. Capital 
flows have existed for a long time.6 In fact, according to some measures, the extent of 
capital mobility and capital flows a hundred years ago is comparable to today's level. At 
that time, however, only few countries and sectors participated in financial globalization. 
Capital flows tended to follow migration and were generally directed towards supporting 
trade flows. For the most part, capital flows took the form of bond flows and were of 
long-term nature. The international system was dominated by the gold standard, with 
gold backing national currencies. 

The advent of the First World War represented the first blow to this wave of 
financial globalization, which was followed by a period of instability and crises 
ultimately leading to the Great Depression and the Second World War. After these 
events, governments reversed financial globalization, imposing capital controls to regain 
monetary policy autonomy. This depressed capital flows, reaching a very low level 
during the 1950s and 1960s. The international system was then dominated by the Bretton 
Woods arrangement of fixed but adjustable exchange rates, limited capital mobility, and 
autonomous monetary policies. The 1970s witnessed the beginning of a new era in the 
international financial system. As a result of the oil shock and the breakup of the Bretton 
Woods system, a new wave of globalization began. With the disintegration of the 
Bretton Woods arrangement of fixed exchange rates, countries were able to open up to 
greater capital mobility while keeping the autonomy of their monetary policies. 

While globalization at the beginning of the twentieth century mainly entailed 
flows from rich countries (mostly the United Kingdom) to emerging economies, most of 
the action in the more recent globalization phase has taken place among developed 
economies. In this phase, capital flows across developed countries increased sharply. At 
the same time, capital market activity has concentrated in few large international 
financial centers, mainly in Frankfurt, London, New York, and Tokyo. 

Different forces have fostered the recent wave of capital market development and 
financial globalization. These forces can be grouped into three categories: government 
policies, technological and financial innovations, and demand and supply side factors. 

First, governments have helped markets to develop by liberalizing the financial 
sector. This liberalization process entailed many measures. The typical policies adopted 
include the liberalization of domestic interest rates, stock markets, and the capital account 
of the balance of payments. These measures were intended to enable market forces to 
operate, make the financial sector more efficient, promote the emergence and use of 
securities markets, and allow cross-country diversification. 

6 Eichengreen and Sussman (2000) offer a millennium perspective. 
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Second, technological advances have facilitated the use of capital markets, 
allowing trading at lower cost and making clearing and settlement activities more 
efficient. Also, financial innovation has helped in the development of new instruments 
that enable investors to diversify and hedge risk. Another part of the financial innovation 
process has been the securitization of assets, most notably of mortgage and consumer 
loans, which fosters capital market development. This process of technological and 
financial innovation has been aided by the emergence of large international financial 
conglomerates, operating worldwide and offering a wide range of financial services. 

Third, changes in the demand side have also provided an important boost to 
capital markets. Investors have discovered new ways to diversify their portfolios by 
holding securities instead of bank deposits. The emergence of mutual and pension funds 
has enabled investors to purchase securities at low cost and, at the same time, diversify 
their investments in an. array of assets and across countries. This has allowed workers to 
save (for example, for retirement and their children's education) through investing in 
securities markets. 

2.2. Developing Countries and the Globalization Process 

While most of the capital market development and globalization portrayed above 
have taken place in financial centers and in developed economies, developing countries 
have also been affected by the same underlying trends and were able to participate to 
some degree in these processes. The global trends affected developing countries in at 
least two ways. First, new capital became available in the international financial markets, 
with developing countries trying to attract part of it to their domestic markets. Second, 
developing countries tried to emulate the increasing use of capital markets that 
characterized developed economies by instituting a series of reforms. 

The efforts to attract international capital to developing countries were in part a 
product of the availability of liquidity over the last thirty years, which led to booms in 
capital flows. New capital became available following the oil shock of 1973, which 
provided international banks with fresh funds to invest in developing countries. These 
funds were used mainly to finance public debt in the form of syndicated loans. The 
capital flows of the 1970s and early 1980s led to the debt crisis that started in Mexico in 
1982. To solve this crisis, Brady Bonds were created, leading to the subsequent 
development of sovereign bond markets in emerging economies. 

The 1990s wave of capital flows can be characterized, first, by the new nature of 
flows to emerging economies and, second, by the increasing use of international financial 
intermediaries. Net capital flows to emerging economies peaked in 1997, reaching 306 
billion U.S. dollars. In the 1990s, the composition of capital flows to developing 
countries changed significantly relative to the 1970s. The importance of official flows 
more than halved, with private capital flows becoming the major source of capital for a 
large number of countries. The nature of private capital flows also changed markedly. 
Foreign direct investment (FDI) grew continuously throughout the last decade. Mergers 
and acquisitions (M&As) were the most important source of this-increase, especially the 
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ones resulting from the privatization of public companies. Portfolio flows also became 
important. 

The second characteristic of the recent capital flows is that they were 
accompanied by an internationalization of financial services (i.e., the use of international 
financial intermediaries by issuers and investors from developing countries). This 
internationalization has been achieved through two main channels. The first channel is 
an increased presence of international financial intermediaries in local markets. Along 
with the capital flows, international financial institutions went to operate in developing 
countries. The second channel involves the use of international financial intermediaries 
and markets, located outside the country, by local issuers and investors. One example of 
the latter channel is the trading of local shares in major world stock exchanges, mostly in 
the form of depositary receipts. 

Developing countries have tried in different ways to attract the new capital 
available in international markets. One way to attract this new capital was by liberalizing 
the financial system, which mostly took place in the early 1990s in developing countries, 
some years after developed countries liberalized their own financial systems. As part of 
the liberalization process, governments and firms have actively raised capital in 
international financial markets and foreigners were allowed to invest in domestic 
markets. The liberalization of financial systems also implied that international financial 
institutions moved to developing countries, purchasing local banks and establishing 
themselves as local branches or subsidiaries. Another way to attract foreign capital was 
through the privatization process, initiated in Chile and the U.K. and then followed in 
most countries. The privatization proceeds were substantial; in developing countries, 
they climbed from 2.6 billion U.S. dollars in 1988 to 25.4 billion dollars in 1996. 
Furthermore, as several privatizations were conducted through public offerings on the 
local stock exchange, the process also had a direct impact on domestic stock market 
capitalization.. The boom in equity flows and FDI is to a large extent explained by cross
border acquisitions of former public enterprises. Finally, developing countries tried to 
improve the climate for capital to flow in by pursuing macroeconomic stabilization, 
better business environments, and stronger economic fundamentals. 

Besides these efforts to attract foreign capital, developing countries also tried to 
emulate the performance of capital markets in developed economies by implementing a 
series of reforms, thought to foster domestic securities markets development. These 
reforms had their own logic and are easy to understand in the context of globalization. 

At the early stages, the reforms had primarily a development focus. The main 
idea was that capital markets would provide relatively cheap financing, mobilizing 
savings efficiently to their most productive use and providing investors with attractive 
investment opportunities. The intention of fostering capital markets squared well with 
the more global trend of moving toward a market-oriented system and emulating the 
functioning of capital markets in developed economies. Among other things, capital 
markets would exert competition on the banking systems, which in many developing 
countries charged high intermediation spreads. After the East Asian ~crisis of 1997-98, 
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some regarded the development of capital markets as a way to make the financial systems 
of developing countries more stable.7 The rationale was that financial markets, especially 
bond markets, could be the "spare tire" of the system, sustaining finance when the "main 
tire" (banks) is flattened by a crisis. Moreover, changes in asset prices could help to 
absorb shocks. Additionally, more instruments in local currency and of long duration and 
more derivatives could aid in reducing systemic risk. 

The idea of reforming the financial system led to a barrage of reforms, contrary to 
the view that there was a shortage of reforms. Reforms can be grouped into first and 
second generation ones. First generation reforms focused on building a solid foundation 
for capital market development; second generation reforms have tried to increase market 
activity and liquidity, broaden investor participation, and expand the universe of 
instruments traded. 

Apart from the liberalization and privatization efforts mentioned above, reforms 
were complemented in a number of cases by comprehensive pension system reforms, 
from public and defined benefit systems to private and defined contribution ones. 
Among other things, the new system was expected to boost the availability of long-term 
finance for the private sector through the emergence of pension funds. While Chile was 
the first among developing countries to adopt this system in the 1980s, many others have 
been making this transition.8 

Enticed by their potential benefits, governments also pushed and passed new 
legislation aimed at creating the proper market infrastructure and institutions for capital 
markets to flourish . . In particular, countries created domestic securities and exchange 
commissions, developed considerably the regulatory and supervisory framework, and 
took important strides towards establishing and improving the basic environment for 
market operations. The latter included new policies related to centralized exchanges, 
securities clearance and settlement systems, custody arrangements; and varying degrees 
of improvements in accounting and disclosure standards. More recently, new laws and 
regulations, intended to protect the rights of investors, have enhanced this basic 
infrastructure. This includes improvements in the law and order framework, minority 
shareholders rights, and deterrence of insider trading. 

3. Main Developments in Domestic Capital Markets 

Now we tum to the main developments in domestic capital markets. This account 
is intended to portray how capital markets have performed recently, where they stand in 
Latin America and other regions, and how they differ across countries. 

While capital markets in many developed countries have witnessed a boom in the 
last decades, the picture is more mixed when focusing on developing countries, with wide 

7 See, for example, Greenspan (1999), Hen-ing and Chatusripitak (2001), IFC (2000), and Batten and Kim 
(2001). 
8 The evidence from Chile suggests that pension reform can indeed hav~ a _significant impact on capital 
market development and growth. See Corbo and Schmidt-Hebbel (2003). 
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heterogeneity across nations.9 Some countries experienced growth of domestic capital 
markets, but this growth was not as dramatic as the one witnessed by the most advanced 
nations. Other countries experienced an actual deterioration of their domestic capital 
markets. Noticeable differences arise when comparing the development of domestic 
capital markets across regions, i.e. across East Asia, Eastern Europe, and Latin America. 10 

Among emerging economies, capital markets in East Asia have developed relatively well. 
On the other hand, markets in Latin America have lagged behind, characterized by high 
dollarization, short-termism, and illiquidity. 

Domestic bond markets have grown significantly since the mid 1990s. The rise in 
debt issuance was especially pronounced in East Asia, where governments and firms 
have increasingly switched to bond financing after the 1997 crisis. While Latin America 
also witnessed a substantial growth in domestic bond markets, those markets tend to be 
dominated by public sector debt. Regional bond markets also differ along other 
dimensions. Compared to East Asian and Eastern European bond markets, Latin 
American domestic bonds are of more short-term nature, with many floating-rate bonds. 
Despite the recent efforts to lengthen debt maturities to reduce rollover risk in times of 
crises, short-term debt remains relatively high. One way to extend the bond duration has 
been to issue debt in international bond markets, but that debt tends to be denominated in 
foreign currency. 11 The evidence suggests that the short-maturity structure can be 
explained by capital market factors that make long-term borrowing expensive, 
particularly during crisis times. 12 Efforts to develop corporate bond markets in Latin 
America have, so far, not been very fruitful, perhaps with the exception of Chile. 

The performance of stock markets in many emerging economies has also been 
disappointing. While stock market capitalization increased in most countries, this rise 
has differed substantially across nations. Within emerging economies, market 
capitalization in Latin America has increased at a slower pace, with markets being much 
smaller than those in East Asia. For example, stock market capitalization relative to GDP 
was only 28 percent in Latin America at the end of 2002, compared to 72 percent in G-7 
countries and 95 percent in East Asia. A similar phenomenon can be observed in the 
liquidity measures. For example, value traded relative to GDP in Latin American stock 
markets was only 3.4 percent at the end of 2002. On the other hand, the value traded at 
Asian and G-7 stock exchanges reached 86 and 99 percent of GDP, respectively. 
Another feature of the poor development of stock markets in many countries is the high 
concentration of trading in just a few firms. This lagging development has also extended 
to de-listing of firms and migration of large companies to major international stock 
exchanges, as described below. These trends have been more pronounced in Latin 
America and Eastern Europe; on the other hand, various East Asian countries have seen 
an increase in the number of companies participating in their stock markets. 

9 Note that this heterogeneity also extends to developed countries. 
10 We exclude from the analysis the poorest countries and regions, since their capital markets are extremely 
thin. However, some exceptions exist, one example is South Africa. 
11 See De la Tone and Schmukler (2004). ~ 
12 See the background paper for this study, Broner, Lorenzoni, and Schmukler (2004). 
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Two other markets have attracted some attention in recent years; these are the 
derivatives and repo (repurchase agreements) markets. Despite the rapid growth of 
derivatives markets over the last decades, derivatives markets in emerging economies are 
generally underdeveloped, illiquid, and limited to certain instruments, especially when 
compared with developed countries. For example, emerging market derivatives account 
for only one percent of total outstanding notional derivatives in global markets. 
Notwithstanding the small size, derivatives markets have started to appear in some 
countries like Argentina, Brazil, Chile, and Mexico. These markets have gained some 
momentum not only domestically, but also internationally. For example, the non
deliverable forward (NDF) market has allowed international investors to hedge various 
currency risks. Unlike derivatives markets, repo markets in emerging economies are 
much more liquid and typically used for liquidity management. In several instances, repo 
transactions exceed the trading volume of the underlying bonds. Even in Brazil, with one 
of the largest securities markets in Latin America, the repo market for government debt is 
the most liquid market. 

Another major development in domestic capital markets has been the emergence 
of institutional investors; the most important ones are pension funds and mutual funds. 
Pension funds in particular are large and will continue to play a dominant role as a 
consequence of the pension reforms mentioned above. Though these funds were 
promoted as a way to help develop capital markets, an ex-post review of their holdings 
reveals that Latin American pension funds invest mostly in government bonds. This has 
helped governments to finance the transition to the privately funded pension scheme. 
Furthermore, the size, nature, and regulation of pension funds have prompted them to 
follow buy and hold strategies, contributing to the illiquidity of secondary markets. 

The large number of policy initiatives and reforms and the dismal performance of 
capital markets lead to several questions. Is there a lack of relation between economic 
fundamentals and capital market development? To what degree have capital markets 
responded to reforms? Were the reforms misconceived? Were expectations too 
optimistic? Is more time needed to see the fruits of reforms? These are difficult 
questions to answer, but the analysis in the rest of this chapter and in the next chapters 
will help to shed light on these issues. 

4. The Effects of Fundamentals on Market Development 

Next, we analyze which are the factors behind the process of capital market 
development. First, we study the role of macroeconomic and institutional factors, such as 
monetary stability, overall economic development, economic size, and rule of law, on the 
development of capital markets. This analysis is based on and summarizes the 
background papers for this study Claessens, Klingebiel, and Schmukler (2004a,b) and 
Levine and Schmukler (2004). Second, we study how capital markets have responded to 
the wide array of reforms that governments undertook during the past two decades. In 
other words, we ask whether capital markets have responded as expected to the reform 
process. These reforms are basically improvements in the institutional and 
macroeconomic conditions. Finally, we analyze whether Latin American countries have 
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responded differently to economic fundamentals and reforms. Namely, we study if the 
underdevelopment of Latin American capital markets can be explained by poor 
fundamentals. 

To carry out the analysis, we focus on certain types of securities and markets. For 
equity, we study both the domestic market activity and the activity of each country in the 
international financial markets. We do so by analyzing three indicators: market 
capitalization, value traded, and capital raising. For bonds, we study the size of both 
domestic currency and foreign currency government debt relative to GDP. Several 
reasons explain our choice of these two bond variables. First, the data sets available to 
analyze bond markets across countries and over time are much more limited than those 
existing to study equity markets. Second, sovereign bond markets are much larger than 
corporate ones, with data on corporate bonds not being available for many economies, 
undermining any cross-country analysis. That is why we concentrate on sovereign bonds 
and not on corporate bonds. Third, there are many papers that discuss which factors 
affect the debt currency composition, so the theoretical discussion can guide our 
empirical analysis. Fourth, for many countries the correlation between currency 
denomination and place of issuance is high, i.e. most countries issue domestic currency 
bonds in domestic markets and foreign currency bonds in foreign markets. Another 
aspect of the bond markets that would be interesting to analyze is the maturity structure. 
Given the limitations to construct spread curves and to obtain a wide set of bonds 
outstanding at different maturities for many countries, it is difficult to study the effects of 
fundamentals on the term structure. 13 

4.1. Methodology and Results 

The empirical strategy to test the effects of macroeconomic and institutional 
factors on equity and bond markets is guided by the literature summarized in the 
Appendix, at the end of this chapter. We follow two different methodological 
approaches. First, we estimate panel regressions using cross-country and time series 
data. Second, we complement the panel estimates with event studies. The panel 
regressions use as dependent variables the different measures of equity and bond market 
development mentioned above. The independent variables are the institutional and 
macroeconomic factors described below. 

The explanatory variables used in the stock market panel estimations include 
several factors found to be important in the literature on stock market development. First, 
since more developed countries tend to have deeper markets, GDP per capita is used as a 
measure of countries' overall economic development. Moreover, as the legal and 
institutional environments have been found to matter for financial development, a law 
and order index and an index of the strength of shareholders rights are included. The 
regressions also use two indicators of macroeconomic soundness, the inflation rate over 
the year and the level of government deficit over GDP, given that a better 
macroeconomic environment is thought to have a positive effect on financial markets. 
Finally, the estimations control for the extent of financial openness and liberalization as 

13 For a detailed study of the maturity structure, see Broner, Lorenzoni, and Schmukler (2004). 
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that has been found to affect local stock market development. Furthermore, an open 
capital account is a prerequisite for firms to access international markets and for 
international investors to access local markets. Thus, the regressions use measures of 
capital account and stock market liberalization, and the relative size of capital flows as 
proxies for openness and liberalization. 

For the estimations on bond markets, the explanatory factors included in the 
estimations can be classified into different groups: size, demand, policy stance, political 
development, and exchange rate regime. For size, total GDP in nominal U.S. dollars is 
used as a proxy for the size of the economy and the potential scope for developing a 
(liquid) local government bond market. For the domestic demand for government bonds, 
the regressions include the ratio of the total deposit base in the banking system to 
nominal GDP. As a proxy for the foreign demand for government bonds, the ratio of 
international claims on the country to GDP is used. For the country's macroeconomic 
policy stance, three variables are used. One is an "inflation policy" index. The second 
variable is the index "fiscal burden of government." The third variable is the level of 
foreign currency reserves over GDP. For the overall political framework, the regressions 
include a measure called "institutionalized democracy." The last set of variables relates 
to the exchange rate regime and analyzes the link between the flexibility of the exchange 
regime and the size of the domestic and foreign currency debt markets. 

The results on equity markets can be summarized as follows. The estimations 
suggest that, in general, internationalization is affected in the same direction and by the 
same economic fundamentals that drive the development of stock markets. Higher 
income levels (per capita and in absolute terms), greater macroeconomic stability with 
lower fiscal deficit, stronger legal systems, and more financial openness increase both 
domestic stock market development and internationalization relative to GDP. In other 
words, better economic fundamentals help to develop local markets, . but also increase the 
internationalization of stock exchange services. The evidence also indicates that 
internationalization accelerates as fundamentals improve. 

These findings are at odds with the hypothesis that countries with worse 
fundamentals are the ones that see more stock exchange activities in international 
markets. Rather, these findings support the view that better fundamentals facilitate the 
access to foreign markets, with firms tapping new investor bases as their countries 
become more attractive. The role of foreign investment is highlighted by the fact that, 
after controlling for the level of development, institutions, and macroeconomic 
indicators, equity flows are always positively and significantly correlated with all the 
indicators of stock market internationalization. 

What is the impact of internationalization on the trading activity and liquidity of 
domestic firms, those that rely only on domestic market financing? How does migration 
of firms to developed country stock markets affect the emerging stock markets they leave 
behind? The data indicate that as more firms become international (obtain financing in 
international markets), this lowers the turnover of domestic firms, hurting those firms. 
This effect operates through various channels. There is evidence of migration: as the 
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fraction of international firms rises, the trading of international firms shifts from domestic 
markets to international markets. Furthermore, there are spillovers: the domestic trading 
of international firms is strongly, positively related to the turnover of domestic firms. 
Hence, as the turnover of international firms in the domestic market dries up because of 
migration, the turnover of domestic firms diminishes because of spillovers. The 
migration and spillovers channel, however, is not the only mechanism linking 
internationalization and the turnover of domestic firms. The data also suggest that as 
firms internationalize, the domestic market intensifies its trading of those international 
shares, while trading of firms that do not internationalize wanes, that is there is trade 
di version. The trade di version channel is consistent with theories that emphasize that 
when a firm internationalizes this enhances its reputation, transparency, and shareholder 
base in ways that make it more attractive relative to domestic firms . 

The results on bond markets are along the same lines of those on equity markets. 
Institutional and macroeconomic factors do affect bond markets, with these factors being 
significant for both the size and currency composition of bond markets. A number of 
institutional and macroeconomic factors (such as inflation and fiscal burden) affect both 
domestic currency and foreign currency bond markets in similar ways, although the stock 
of foreign currency bonds is more sensitive than the stock of domestic currency bonds to 
these fundamental factors. At the same time, some institutional variables affect domestic 
currency bonds differently from foreign currency bonds. Specifically, economies that are 
larger and have more developed domestic investor bases tend to have relatively larger 
amounts of bond financing in domestic currency, while smaller economies have larger 
amounts of bond financing in foreign currency, and larger foreign demand is associated 
with more foreign currency bonds. Important for the recent debate on limiting financial 
crises, countries with less flexible exchange rate regimes have relatively more foreign 
currency finance. This relation may be because of incentives in place, such as moral 
hazard considerations arising from an international bailout, or because governments try to 
signal a commitment to their own policies. · 

Though the cross-country and time series analysis already shown is very 
informative, it also presents some shortcomings that can be important for developing 
countries. The relevant question for many countries is how an improvement in their 
macroeconomic and institutional environment will affect capital markets. The cross
country analysis may not help them, since a poor country cannot easily replicate the 
environment existent in rich countries. Moreover, a time series analysis would be 
meaningless if there is little time variation in the macroeconomic and institutional 
environment, either because governments did not try to change their environment or 
because significant changes are difficult to achieve. Also, it is possible that the panel 
results are driven by cross-country differences and not by the evolution of the variables 
over time. Finally, the institutional data available across countries might be too general 
and not very relevant for capital market development. 

To overcome some of the possible shortcomings of the panel estimations, we 
complement the analysis above with event study estimates, which measure the effects of 
changes in the macroeconomic and institutional environment. Moreover, this analysis 
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allows us to examine new variables that are not included in the panel estimations due to 
limitations in data coverage. On the other hand, one of the limitations of event studies is 
that they assume that no other changes take place during the period under consideration 
and that any reaction of the dependent variable can be attributed to the specific variable 
of interest. To try to address this problem, we control for other factors known to be 
relevant. 

Similarly to the panel regressions, the variables under analysis in the event studies 
are related to both the development of domestic stock markets and the process of 
internationalization of stock market activity. The main questions we address are the 
following. (i) Do reforms contribute to the development of local stock markets? (ii) 
How do these reforms influence stock market internationalization? We concentrate this 
analysis on stock markets because the bond market data are more limited. 

To conduct the event study analysis, we collect data on the reforms that might 
contribute to the development of stock markets. We do so for the largest possible set of 
developed and developing countries. In particular, we gather information on financial 
liberalization (using data on when countries either open the capital account or lift 
restrictions on stock markets), market infrastructure reforms (including reforms related to 
the custody of securities, those aimed at enhancing the trading environment, and reforms 
associated with clearing and settlement processes), institutional reforms (captured by 
changes in the value of the law and order and corruption indexes), enforcement of insider 
trading laws, pension reforms, and privatizations. 

The evidence from the event studies suggests that reforms are positively associated 
with the development of domestic stock markets. Stock market capitalization, value 
traded domestically, and capital raised in domestic markets all increase as a percentage of 
GDP following the introduction of reforms. But not only domestic µieasures respond to 
reforms, the evidence suggests that reforms also have a positive impact on the 
internationalization of stock market activities. Furthermore, consistent with the evidence 
displayed in the panel estimations, the data suggest that reforms accelerate 
internationalization. Most reforms are associated with higher ratios of market 
capitalization of international firms to total market capitalization and value traded abroad 
to value traded domestically. The results for capital raised abroad over capital raised 
domestically are less significant. This might be explained by the high volatility of this 
ratio from year to year, due to the lumpy nature of capital raising. Alternatively, the fact 
that some reforms are not significant may indicate that they have similar impacts on 
capital raisings abroad and in the domestic market. 

To end the empirical analysis, we investigate where Latin America stands in capital 
market development and internationalization. Why have Latin American capital markets 
grown less than expected? Is the poor performance of domestic markets in Latin 
America the result of poor fundamentals and lack of reforms? Or is there a shortfall 
between the extent of reform in Latin countries and the actual outcomes? To understand 
the performance of Latin American markets, we evaluate: (i) whether stock markets in 
Latin America have developed as predicted by economic fundamentals in panel 
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estimations, and (ii) whether the impact of reforms on the development and 
internationalization of stock markets in Latin America is similar to other countries. 

We first study the residuals of the panel regressions discussed above, which 
estimate the impact of economic fundamentals on stock market development and 
internationalization. These regressions show that as fundamentals improve, market 
capitalization, trading, and capital raisings increase in both the domestic and international 
markets, with the degree of internationalization also increasing. By analyzing the 
residuals -the difference between the observed and predicted values of the dependent 
variable- we can show whether domestic and international stock market indicators for 
Latin America are smaller or larger than predicted by economic fundamentals. 14 

We estimate the relation between the regression residuals and a Latin America 
dummy variable. For the domestic variables, we find that the residuals of the regressions 
on market capitalization, value traded domestically, and capital raised domestically are 
negatively and significantly associated with the Latin America dummy. In other words, 
the results show that domestic stock markets in Latin America are less developed than 
predicted by macroeconomic and institutional factors in the panel estimations. 

The results on stock market internationalization are opposite to those on domestic 
market development. For the international variables, the estimations show a positive and 
statistically significant relation between residuals and the Latin America dummy variable 
for two of the three estimations. Latin American countries have more trading and capital 
raisings abroad than predicted by economic fundamentals. Furthermore, we find a 
strong, positive relation between the residuals of the ratio of international to domestic 
activity and the Latin America dummy. Market capitalization of international firms over 
total market capitalization, value traded abroad over value traded domestically, and 
capital raised abroad over capital raised domestically for Latin American countries are 
larger than what macroeconomic and institutional factors predict. Put differently, the 
degree of internationalization in Latin America is larger than in other countries, even 
after controlling for fundamentals. 15 

We perform similar tests to assess whether the development of government bond 
markets in Latin American countries is what we would expect given their economic 
fundamentals. We study the residuals of the panel regressions that analyze how 
institutional factors affect the size and currency composition of government bonds. 
These regressions show that bigger countries with larger domestic investor bases and 
more flexible exchange rate regimes have relatively larger domestic currency and smaller 
foreign currency bond markets. We regress the residuals of these estimations on a Latin 

14 Positive residuals correspond to observations for which stock market variables are larger than predicted 
by economic fundamentals. Negative residuals, conversely, show that stock market variables are smaller 
than predicted. 
15 Note that the results from regressions using the residuals from other regressions as dependent variables 
might be biased, since the residuals are generated variables. As a robustne~s test, we re-estimate the 
regressions on stock market development and internationalization including a dull}lily for Latin American 
countiies, obtaining similar results. 
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America dummy variable to examine whether the size of domestic and foreign currency 
government bond markets in the region is as predicted by these factors. 16 

For the estimations on the amount outstanding of domestic currency government 
bonds over GDP, we find that residuals are statistically significant and negatively related 
to the Latin America dummy in most specifications. Domestic currency government 
bond markets in Latin America are underdeveloped relative to institutional factors. For 
the estimations on the amount outstanding of foreign currency government bonds over 
GDP and foreign currency government bonds over total government bonds, the Latin 
America dummy is not significant in most of the specifications. 

We complement this analysis by studying the impact of reforms on stock markets 
in Latin America vis-a-vis other countries. In order to find whether the impact of reforms 
in the region has differed from that in other countries, we re-estimate the event-study 
regressions including the interaction between the reform dummies and a Latin America 
dummy. This interaction term captures the difference between the average impact of 
reforms across all countries and the impact of those same reforms in Latin America. A 
negative coefficient implies that reforms have a lower impact in Latin America relative to 
other countries, while a positive one means that reforms have a higher impact in the 
region. 

The evidence suggests that while all reforms have a positive impact on domestic 
market indicators, the impact of reforms on market capitalization and value traded is 
generally smaller in Latin America. In particular, infrastructure reform, the enforcement 
of insider trading laws, pension reform, and privatization have a significantly lower 
impact on stock market capitalization in Latin countries, relative to other economies. 
Similarly, for all the reforms we analyze, the increase in domestic trading is lower in 
Latin America. 

The results for internationalization variables are more mixed, with some reforms 
having a higher impact in Latin American countries, while others have a lower impact. 
On the other hand, the results for the share of international activity are consistent across 
reforms and show that reforms tend to have a higher impact on the degree of 
internationalization in Latin America than in other regions. These results suggest that the 
process of internationalization has been more sensitive to fundamentals and reforms in 
Latin American countries. 

5. Conclusions 

Our study yields many conclusions and policy implications regarding the future of 
capital markets in emerging economies. Three main messages stand out from the 
analysis. 

16 As a robustness test, we re-estimate the regressions on the size and cuITency~composition of government 
bonds including a dummy for Latin Amedcan counu·ies, obtaining similar results. 
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First, it is very difficult to understand where domestic capital markets stand today 
without analyzing them in the context of globalization. For many countries, an important 
part of the capital market activity takes place abroad. Therefore, any evaluation of capital 
markets that just focuses on domestic markets might have severe limitations. This is 
important because the internationalization of capital markets is related to the evolution of 
domestic markets. 

The use of international markets is generating both positive and negative effects 
on domestic capital markets. Some of the positive effects are the following. The 
financing obtained by firms and governments in international capital markets tends to be 
of longer-term nature than in domestic markets. Also, when firms go to international 
capital markets, they become more transparent, providing domestic investors with better 
investment opportunities. As more governments and firms obtain foreign financing, there 
is a potential for a "crowding in" effect, increasing the domestic financing for other types 
of firms. Aside from the several positive effects of internationalization on domestic 
markets, there are also many negative ones. For example, when big firms start using 
international markets, there can be negative liquidity effects as trading migrates abroad. 
Moreover, financing in international markets is volatile, with the risk premium increasing 
substantially during crisis times. Foreign bond financing tends to be in foreign currency, 
deepening any existent mismatch. These factors have led many to link financial 
globalization with crises. 

One important aspect of the current internationalization trend is that it is 
characterized by segmentation across countries and firms. This is relevant because if 
countries and companies benefit from foreign capital, only a small group of countries and 
agents are the ones receiving most of those benefits. For example, while net private 
capital flows to developing countries increased in recent years, private capital does not 
flow to all countries equally. Some countries tend to receive large amounts of inflows, 
while other countries receive little foreign capital. And within those developing countries 
that do receive capital flows, not all agents are equally able to reap, at least directly, the 
benefits of financial globalization. The evidence suggests that the largest companies are 
the ones able to tap the international financial markets. This segmentation might increase 
the gap between the countries and sectors able to internationalize and the rest, sometimes 
exacerbating the problems of asymmetric information. This segmentation also prevents 
several countries and firms from reaching global markets, even if they wanted to. 

The second big message from the study is that expectations about the reform 
process and policy options need to be revisited. This view contrasts with the other 
explanations (described in Chapter 4) as to why capital market reforms did not work as 
expected. Those explanations argue either that reforms need more time to have the 
expected effects or that the sequencing of reforms was incorrect. Here, we claim that the 
reform process did not take into consideration important aspects related to the nature of 
globalization and emerging economies. 

According to our view, capital market reforms and improvements in fundamentals 
indeed have had a positive impact on domestic capital markets. But ~this process has also 
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helped countries to obtain financing in international capital markets, sometimes at the 
expense of domestic market development. Barring attempts to isolate countries from the 
international financial system, future policies will need to take into account the effects of 
globalization on capital markets. Future policies might also need to try to integrate the 
rest of the economy to the international system. To the extent that full integration is not 
possible, future policies might need to consider ways in which globalization can have 
positive spillover effects to all sectors of the economy, including those that are not 
directly linked to the international financial system. 

Our view also claims that new policies would need to take into account the 
intrinsic characteristics of developing countries (such as small size, illiquid markets, lack 
of risk diversification, presence of weak currencies, and prevalence of systemic risk), and 
how these features limit the scope for deep domestic capital markets. These limitations 
are difficult to overcome by the reform process. In other words, even if countries carry 
out all the necessary reforms, they might not obtain the domestic capital market 
development that many have predicted. 

The third big message from this study is that domestic capital markets in Latin 
America have performed, in general, worse than those of other developing countries, 
particularly when compared to East Asia. Two phenomena occur simultaneously. First, 
domestic capital markets are in a poorer state of development in Latin America than 
economic fundamentals and reforms would predict. Second, the internationalization 
process has been more pronounced in Latin America than in the other regions. Although 
there are different explanations as to why Latin America has performed differently, it is 
difficult to reach a 'definite answer with the available evidence. Future work will 
probably shed more light on this issue. 

Based on the evidence discussed in this study, one can now be more certain about 
the state of capital markets in developing countries and particularly in Latin America. 
However, the conclusions from this study do not lead to simple policy recommendations. 
On the contrary, the evidence from our work opens a new array of questions that might 
prompt future policy discussions. In this sense, the contribution of our study is to raise 
new issues that cannot be easily ignored when designing new policies. A more detailed 
description of the conclusions and a framework to think about future policies on capital 
markets are discussed in the last chapter. 
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Appendix: Literature Review 

This appendix summarizes the literature relevant for our empirical analysis. This 
review presents the different explanations of how economic fundamentals may affect 
domestic capital markets and internationalization. One important message from this 
review is that the expected effects are not straightforward. Another important message is 
that the empirical analysis is key to assess the validity of the different explanations. 

As explained in Claessens et al. (2004a), there is already a large literature that 
studies the effects of macroeconomic and institutional factors on equity markets. At least 
two possible views exist on how economic fundamentals may influence domestic stock 
market development and internationalization. One view is that better institutional and 
macroeconomic environments spur more developed domestic stock markets, and 
therefore reduce the need and desire to use international markets. The first part of this 
view is uncontroversial, as much evidence exists on the positive link between 
fundamentals and financial market development. 17 The second part is behind a number of 
recent papers on internationalization, but has longer been an international finance 
research topic. According to this view, poor domestic environments prompt firms and 
investors to use international markets more intensively. A poor domestic environment 
has long been considered one of the main reasons for capital flight and greater use by 
domestic residents of all types of financial services offered internationally. 18 It also 
applies to the services offered by stock markets, where firms may want to escape a poor 
domestic system with weak institutions. A specific set of recent papers investigates the 
"bonding" argument, where international markets are considered more attractive to firms 
from poor institutional environments since they offer better protection to investors. 19 As 
a consequence, according to this view, poor domestic environments lead to worse 
domestic market development, but greater use of international markets. Conversely, 
improvements in fundamentals help develop domestic markets, but reduce activity 
abroad. Implicit in this view is the assumption that firms, even from poor domestic 
environments, can choose to go international and will want to internationalize, especially 

17 The foundations of financial markets and the relation of financial market development with 
macroeconomic variables, financial reform, and other country factors have been extensively documented 
(see Levine 1997 for an earlier review; Levine 2004 updates and extends). The general finding is that 
financial markets tend to develop as income per capita grows, financial reform progresses, and institutional 
environment improves. 
18 The literature on the determinants of capital flight (for example, Collier, Hoeffler, and Pattillo 1999, 
Schineller 1997, and Sheets 1996) has found that residents decide to invest their wealth abroad due to an 
adverse domestic investment climate, including macroeconomic instability and weak institutions. 
19 The literature on bonding has expanded in recent years (see Benos and Weisbach 2004 for a review). 
Perhaps, one of the first articles in this literature is Coffee (1999), which argues that cross-listing in an 
exchange with better investor protection is a form of bonding, creating a credible and binding commitment 
by the issuer to protect the interests of minority shareholders. Reese and Weisbach (2002) find that after 
cross listing in the U.S., firms that come from countries with a weaker corporate governance framework are 
more likely to issue consecutively equity at home, since cross-listing improves investor protection for all 
shareholders, including those outside the U.S. There are, however, skeptics of the bonding view. For 
example, Licht (2003) and Siegel (2004) argue that the host regulators typically provide only limited 
protection against minority rights abuses by controlling shareholders in the firtn' s home country, and thus 
that the value from bonding is limited. More generally, many argue that th""e scope for "functional 
convergence" of corporate governance across countries is limited. 
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if they are located in a country with a poor institutional environment and weak capital 
markets. 

A second view is based on the fact that a better domestic environment increases the 
attractiveness of assets to investors. Markets in general will offer larger amounts of 
external financing, higher liquidity, and lower cost of capital when a firm's host country 
fundamentals improve. U oder this view, macroeconomic and institutional factors 
determine the relative willingness of domestic and international investors to supply 
financing to firms. 20 Investors in international markets may, however, reward a better 
environment more so than investors in domestic markets do.21 Provided that there is 
access to international markets, better fundamentals will, under this view, lead to more 
(not less) use of international capital markets. Furthermore, with liquidity agglomerating 
in one market, a process of improved fundamentals and increased internationalization 
may have negative spillover effects on domestic markets, giving international markets an 
even greater advantage. This view is therefore different from the first view. Under the 
first view, any firm regardless of its domestic institutional environment can choose to go 
abroad and in doing so can escape the poor domestic environment. Under the second 
view, firms from good institutional environments have the ability to go abroad as the 
suppliers of capital grant them access to international markets at attractive terms. 

There are thus arguments for both a positive and negative impact on 
internationalization of an improvement in those fundamentals that help develop local 
markets. Empirical tests can help disentangle which view is best supported by the data. 
Doing so requires a formal analysis of the determinants of both stock market 
development and internationalization. 

As discussed in Levine and Schmukler (2004), a related literature has also 
emerged, trying to understand the effects of internationalization at _the firm level. This 
literature studies how the process of accessing international equity markets affects both 
the firms that access foreign markets (the "international" firms) and those that do not (the 
"domestic" firms). In general, the literature has argued that internationalization has 
positive effects on international firms. 22 However, theory provides conflicting predictions 

20 There are many papers that claim that the supply side of funds, exogenous to each firm, is important to 
understand access to external financing. For example, Ritter (1984) draws attention to the "hot and cold" 
initial public offerings markets. Henderson, Jegadeesh, and Weisbach (2004) highlight the timing of 
domestic as well as international equity issuance with respect to stock markets returns. The international 
finance literature has also emphasized the important role of supply. Calvo, Leiderrnan, and Reinhart (1993, 
1994) and Fernandez-Arias (1996) draw attention to the role of international interest rates in affecting the 
supply of financing to emerging markets. Edison and Warnock (2003) also argue that global factors are 
imp011ant for capital flows to emerging markets. More recently, numerous papers on "sudden stops" (for 
example, Calvo, 2003) have argued that the supply of international capital is largely exogenous at the 
country level. 
21 For a review of reasons why international markets may offer specific advantages, see Pagano, Roell, and 
Zechner (2002). For example, international markets may offer the ability to tap into new investor bases. 
Indeed, Miller (1999) and Foerster and Karolyi (1999) find that broadening investor bases can motivate 
foreign stock listings in the U.S. 
22 The empirical literature has found that internationalization reduces the cost ~of capital (see, for example, 
Foerster and Karolyi 1999, Errunza and Miller 2000, and Sarkissian and Schill 2004b), improves liquidity 
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about the impact of internationalization on the domestic firms (those that do not 
internationalize). Consider first the "migration and spillovers" argument. According to 
the migration view, internationalization will induce a shift in the trading of international 
firms out of the domestic market and into international markets. This may occur because 
foreign markets have lower transaction costs (Chowdhry and Nanda 1991). Spillovers 
mean that a drop in the domestic trading of international firms hurts the trading and 
liquidity of domestic firms. Indeed, using data from the United States, Chordia, Roll, and 
Subrahmanyam (2000) find that liquidity is not simply an asset specific attribute; rather, 
individual asset liquidity tends to co-move with aggregate market liquidity. Spillovers 
could occur because of fixed costs associated with operating a market, running brokerage 
firms, clearing and settling transactions, etc. Thus, a drop in the domestic trading of 
international stocks could increase the per trade cost of domestic stock transactions. 
Spillovers could also occur if investors shift their trading to international markets. For 
example, investors may seek to diversify country-specific risk. Therefore, when some 
firms cross-list or issue depositary receipts in international markets, investors may attain 
country-specific diversification through these liquid international markets and therefore 
reduce their trading in domestic markets.23 This involves a shift out of trading on 
domestic exchanges and into trading internationalized stocks on international exchanges. 
Combined, migration and spillovers imply that internationalization reduces the trading 
activity and liquidity of domestic firms. 

Some disagree with the migration and spillovers view and instead argue that 
internationalization improves the domestic market. In contrast to the migration view, 
Hargis (2000) argues that cross-listing can transform a segmented equity market with low 
liquidity into an integrated market with high trading activity and liquidity. Similarly, 
Alexander, Eun, and Janakiramanan (1987) and Domowitz, Glen, and Madhavan (1998) 
hold that internationalization may actually stimulate domestic trading of international 
firms due to the increased integration of markets.24 Indeed, Hansch and Hatheway (2001) 
find that the listing and trading of options on multiple exchanges in the United States has 
reduced transactions costs.25 Also, if internationalization increases transparency, this 
could increase the domestic trading of international firms with positive spillover effects 
for the rest of the domestic market (Hargis and Ramanlal 1998). Other skeptics of the 
migration-spillovers view could question the existence of spillovers, or doubt the 
economic importance of the impact of aggregate trading on the liquidity of domestic 
firms. Thus, it is an empirical question whether internationalization induces migration 

and trading (see, for example, Tinic and West 1974, Werner and Kleidon 1996, Smith and Sofianos 1997, 
and Domowitz, Glen, and Madhavan 1998), and increases investor recognition (Baker, Nofsinger, and 
Weaver 2002, and Lang, Lins, and Miller 2003). 
23 Aheame, Griever, and Warnock (2004) and Edison and Warnock (2004) show that U.S. investors focus 
on firms that have internationalized. From another perspective, Sarkissian and Schill (2004a) show that 
market proximity and other familiarity factors play dominant roles in the choice of overseas listing venue. 
24 Fernandes (2003) uses the first ADR issuance for 27 counnies to date the beginning of international 
financial liberalization and then shows that this date is a useful indicator of integration. Specifically, 
domestic stock exposure to world factors increases and there is a drop in expected returns of domestic 
shares after the first ADR issuance. 
25 Battalio, Hatch, and Jennings (2001), however, also find that there are significant price movements and 
transactions costs across the different options exchanges in the U.S. 
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and spillovers, or whether internationalization boosts the trading activity and liquidity of 
domestic firms. 

Second, consider the "domestic trade di version" view, which argues that 
internationalization induces a compositional shift in domestic market trading. Firms that 
internationalize may become more attractive to traders in the domestic market if 
internationalization induces improvements in reputation, disclosure standards, analyst 
coverage, and the shareholder base. 26 Thus, traders in the domestic market may shift their 
trading out of domestic firms and into the domestic trading of international firms. All else 
equal, this domestic trade di version implies less trading of domestic firms and greater 
trading of international firms in the domestic market. 

Some theories, however, conflict with the trade diversion view and instead argue 
that internationalization may enhance integration and thereby boost liquidity of domestic 
firms (e.g., Alexander, Eun, and Janakiramanan 1987, Domowitz, Glen, and Madhavan 
1998, Hargis 2000). This could occur because integration increases the liquidity of all 
firms in the local markets. Moreover, integration may induce a compositional shift in 
domestic trading toward domestic firms as the trading of international firms migrates 
abroad. Again, theory provides conflicting predictions about the impact of 
internationalization on domestic firms, which in tum motivates empirical exploration. 

Regarding bond markets, Claessens et al. (2004b) argue that the literature has also 
studied the elements needed to develop them, particularly as bonds have become an 
important form of government financing and bond markets are now a large fraction of 
capital markets in many countries.27 This literature highlights some of the institutional 
determinants of government and corporate bond markets, using experiences based mostly 
on developed countries. Among other factors, this literature discusses the importance of 
demand and the size of markets, with these factors affecting d9mestic currency and 
foreign currency bonds different! y. This literature also stresses the importance of proper 
debt management and other institutional requirements, including proper public 
governance. 

The currency composition of government bonds has received much attention 
lately, with a number of dimensions being considered. For some countries, particularly 
emerging markets, foreign currency debt can be less expensive than domestic currency 
debt (or at least appear to be so), prompting governments to borrow in foreign currency. 
But foreign currency debt exposes governments to exchange rate risk, as government 
revenues are typically in domestic currency values. This mismatch increases the 
likelihood of financial crises and makes self-fulfilling runs possible (Jeanne 2000). 

26 See, Baker, Nofsinger, and Weaver (2002), Coffee (1999), Lang, Lins, and Miller (2003), Me1ton (1987), 
Portes and Rey (1999), and Reese and Weisbach (2002). 
27 See HeITing and Chatus1ipitak (2001), Turner (2002), and Burger and Warnock (2004), among others. 
See also Asian Development Bank (ADB 2001), World Bank and International Monetary Fund (2001), 
Bank for International Settlements (BIS 2002), and International Organization of Securities Commissions 
(IOSCO 2002) for institutional reports. 
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An important institutional factor that relates to the currency denomination of debt 
is the exchange rate regime. Analytically, at least two, opposite arguments can be made 
in this respect. A strong domestic currency, derived from a peg to a hard currency, can 
provide credibility and lead to more financial intermediation in domestic currency, 
thereby allowing countries to issue more domestic currency-denominated debt in the 
medium term. On the other hand, a fixed exchange rate can increase the incentives of 
both the government and the private sector to issue more foreign currency debt in the 
short-run, adding to the degree of "liability dollarization." Fixed exchange rates can, for 
example, generate moral hazard in the presence of (implicit) guarantees provided by 
international reserves or bailout guarantees offered by other governments and/or 
international organizations (McKinnon and Pill 1998, Dooley 2000, Burnside, 
Eichenbaum, and Rebelo 2001, and Schneider and Tornell 2004,).28 Also, to show their 
commitment, governments can have incentives to borrow (more) in foreign currency 
when having a fixed currency regime (Calvo 1996, Jeanne 2003, and De la Torre, Levy 
Yeyati, and Schmukler 2003). 

A separate literature has emerged that analyzes specifically the currency choice of 
government debt. It centers the phenomenon of the "original sin," defined as the inability 
of emerging markets to issue long-term domestic currency debt abroad (Eichengreen and 
Hausmann 1999 and 2003, Hausmann, Panizza, and Stein 2001, Chamon and Hausmann 
2002, and Eichengreen, Hausmann, and Panizza 2003). This literature, discussed in more 
detail in Chapter 3, argues that it is difficult to pinpoint the causes behind the original sin, 
concluding that specific institutional and macroeconomic factors cannot (fully) explain 
this phenomenon. Instead, it highlights a path dependency in foreign exchange 
borrowing; in this view, past policy mistakes-high inflation, sharp currency 
devaluations, defaults on domestic currency debt-can limit countries' ability to borrow 
in foreign currency for a long period. 

28 A related argument points to the idea that fixed exchange rate regimes might induce agents to 
underestimate the possibility of futw·e cunency changes, leading to excessive foreign exchange borrowing 
(Eichengreen 1994). See Frankel et al. (2001) for an exposition of the different arguments. 
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Chapter 2 

Developments in Capital Markets 

1. Introduction 

The world's financial landscape underwent significant changes during the last three 
decades. The global financial system grew substantially since the early 1970s and 
boomed in particular during the 1990s. Financial intermediation through both financial 
institutions and securities markets expanded at a remarkable rate and the spectrum of 
financial services and instruments reached new dimensions. 

Latin America was not immune to these global developments and what happened in 
domestic capital markets was to a large extent a reaction to global forces linked to 
financial globalization and innovation. Nevertheless, capital markets in Latin America 
today are not simply a smaller scale replica of securities markets in developed countries. 
In fact, domestic capital market developments in Latin America have differed in some 
major aspects from developments not only in industrialized countries, but also in other 
emerging markets, notably East Asia. 

For a better understanding of the current state of Latin American domestic markets, 
this chapter first documents the developments in international financial markets and the 
increasing globalization process. Then, the chapter describes how developing countries, 
and in particular Latin America, responded to these worldwide changes. We describe the 
extensive reform agenda that policymakers pursued in an effort to match developments in 
international markets and to turn their domestic capital markets into an attractive 
destination for international capital flows. 

In an effort to see what distinguishes Latin America from other regions, this 
chapter documents market developments over time, comparing Latin America with other 
regions, especially East Asia and developed countries. As capital markets across Latin 
America show a high degree of heterogeneity, we also highlight country differences and 
provide a closer look at Chile and Mexico, which are often perceived as regional success 
stories in terms of domestic securities markets development. 

This chapter does not attempt to quantify the impact of specific policy choices or 
market trends on capital market development, it neither provides an explanation of why 
domestic securities markets developed the way they did and what needs to be done to 
further improve the situation. This is left to later chapters of the report. 

The rest of this chapter is organized as follows. Section 2 documents developments 
in international financial markets. Section 3 describes Latin America's policy response 
to financial globalization and revisits Latin America's reform agenda tied to capital 
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market development. Section 4 documents c;levelopments in Latin American securities 
markets and describes the main features of securities markets in the region. Section 5 
analyzes the participation of Latin American firms and governments in international 
markets. Section 6 concludes. 

2. The Global Context 

International financial markets changed substantially over the last three decades. 
The extent of financial development in the largest developed economies started to 
increase sharply in the early 1970s and boomed during the 1990s. Financial 
intermediation through both financial institutions and securities markets expanded at a 
remarkable rate. The spectrum of financial services and instruments widened 
substantially. The sum of bank credit, stock market capitalization, and private bonds 
outstanding reached on average approximately 250 percent of GDP for G-7 countries in 
2000, compared to only 75 percent in 1970 (see Figure 1). 

What explains the rapid growth of securities markets? The main factors behind the 
strong increase of securities markets in the world's main financial centers during the last 
three decades can be bundled into three major driving forces: financial liberalization and 
deregulation; path-breaking technological and financial innovations; and a growing 
dedicated investor base. 

In the aftermath of the Second World War, policy makers recognized that the free 
movement of capital around the globe had destabilized national economies and set in 
motion the competitive devaluations of national currencies that proved so harmful to 
international trade and ultimately contributed to the Great Depression in the 1930s. In an 
effort to promote stable exchange rates and free trade, policy makers agreed to restrict 
free capital mobility under the post-war Bretton Woods exchange rate system. 

Capital controls under the Bretton Woods system, however, were not water tight 
and small cracks soon had to yield to the growing pressure of international capital flows, 
which eventually contributed to the demise of the whole system. The emergence of the 
Eurodollar market, a market free of government control and regulation, played a central 
role. The market originated when the British government, in order to protect the value of 
the British pound and to avert a currency crisis, restricted capital mobility in 1957. 
British banks, fearful of losing their stake in the international lending market, 
circumvented the restrictions by using their dollar deposits to provide loans in U.S. 
dollars. The Eurodollar market further grew during the Cuban crisis when Russian banks 
shifted their dollar reserves from American accounts to London. The biggest growth 
impulse for the Eurodollar market came however when in the late 1960s the U.S. 
administration imposed capital controls in an effort to reduce its growing balance of 
payments deficit and to restore the gold backing of the dollar required under the original 
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Bretton Woods system.1 Like British banks before, U.S. financial interests turned 
increasingly to the Eurodollar market to circumvent the actions of their own government. 

British and U.S. authorities had an ambivalent attitude toward the Eurodollar 
market. While eroding government control, the existence of the Eurodollar market 
implied that both the United States, with the dollar as the main transaction currency, and 
the UK, as a location, would retain their dominant positions as centers of international 
finance, allowing their financial sectors to intermediate the bulk of international capital 
flows. 

In 1971, the Bretton Woods system collapsed as the U.S. removed the gold backing 
from the U.S. dollar and ended its commitment to restrict capital movements. "With the 
largest economy of the world [the U.S.] not willing to control capital flows and with 
substantial activity already taking place across their borders with the Euro market, 
countries had little choice but to open themselves up. By the late 1980s, much of the 
developed world was open to cross-border capital flows." Rajan and Zingales (2003, p. 
263). 

Increased capital mobility following the demise of the Bretton Woods system 
raised the pressure on countries to liberalize and deregulate their domestic financial 
sectors. Financial deregulation itself stimulated the growth of securities markets, in 
particularly by opening the way to financial innovation. 

Financial markets have been transformed by various waves of financial innovation 
over the last two decades. The fast pace of financial innovation enabled international 
securities markets to dynamically transform themselves. Merton (1992) coined the term 
"financial innovation spirar' to describe how innovative financial products satisfy 
previously unmet market demand and generate calls for further. innovation and new 
markets.2 

Important technological advances that further reinforced the expansion of 
international secunties markets assisted financial innovation. Advances in 
communication technologies brought more efficient and faster transmission of financial 
information across the globe. This reduced information gaps and rendered geographic 
distance less relevant for investors. Technological innovations further influenced trading 

1 The gold backing entailed the commitment to exchange dollars to gold at a rate of 35 U.S. dollars per 
ounce. 
2 New financial instrument allowed investors to benefit from portfolio diversification (Markowitz Capital 
Asset Pricing Model) and risk management through advanced hedging practices involving derivatives 
(Black and Scholes Option Pricing Model). Asset securitization is another financial innovation that 
boosted securities markets. Asset securitization essentially consists on the repackaging of illiquid on
balance sheet claims of financial institutions, such as mortgage or consumer loans, into tradable securities. 
The upsurge in mortgage and consumer lending in many industrialized nations during the 1990s is an 
example of how asset securitization can lead to vibrant markets for mortgage and other asset-backed 
securities. 
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(e.g. shifts from floor to electronic trading systems, online brokerage services, etc.), 
custody, clearing, and settlement (e.g. real time gross settlement systems). This lowered 
transaction costs, improved liquidity on many securities markets, and provided the tools 
for around-the-globe and around-the-clock trading. 

Clearly, financial and technologically innovations would not have occurred at the 
same pace if market demand had not kept up. Demand side factors, therefore, also played 
a crucial role in the securities markets boom in developed countries over the last decades. 
Greater individual financial wealth and good economic prospects brought about changes 
in the saving and investment habits and risk-taking behavior of households. Search for 
higher returns encouraged a major shift from bank deposits to securities investment. 
Pension reform and the emergence of privately managed pension funds further stimulated 
securities demand. In addition, a growing mutual funds industry enabled a broad base of 
retail investors to partake in the expansion of international securities markets. 

All these forces described above have contributed to a rapid transformation of 
capital markets over the last three decades. These developments were most pronounced 
for industrialized countries, which attract the largest share of international capital flows. 3 

The volume of gross capital flows to industrialized countries has increased sharply since 
the 1970s and reached a peak in the 1990s. Financial globalization brought an 
internationalization of financial services and turned large developed countries' securities 
markets into highly integrated global markets. Increasingly, international financial 
conglomerates started to emerge and operate via a global network of international 
branches and subsidiaries, serving both multinational and local clients. Investors also 
looked increasingly for foreign securities. Foreign holdings of U.S. securities increased 
sharply and according to recent IMF statistics more than 30, 20, and 10 percent of U.S. 
Treasury, corporate bonds, and stocks, respectively, are now foreign owned.4 

Stock market capitalization more than doubled during the 1990s in G-7 countries 
and reached a peak at the end of 1999 (see Figure 2), which was marked by the fallout 
from the 1998 global economic shock induced by the Russian crisis and the burst of the 
high-tech bubble in early 2000. In most industrialized countries, the stock market boom 
of the 1990s was accompanied by a strong increase in corporate bond issuance, both 
domestically and abroad (see Figure 3). With equity issuance on the decline since the 
late 1990s, corporates in industrial countries have increasingly shifted to bond issuance as 
an alternative source of financing. At the end of 2002, the amount of private bonds 
outstanding in G-7 countries represented, on average, about 52 percent of GDP. 

3 While globalization at the beginning of the twentieth century mainly entailed flows from rich countries 
(mostly the United Kingdom) to emerging economies, most of the action in the more recent globalization 
phase has taken place among developed economies. In this phase, capital flows among developed countries 
increased sharply, though capital market activity has concentrated in few large international financial 
centers. 
4 International investors seem, nevertheless, not to be taking full advantage of the risk diversification 
opportunities offered by cross-border secmities investment yet. A certain preference for local shares and 
bonds persists. Information asymmetries and transaction costs could be possible· explanations of this 
"home bias" phenomenon (French and Poterba 1991). 
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Financial globalization also contributed to the concentration of market 
capitalization and liquidity in a few international financial centers, mainly in Frankfurt, 
London, New York, and Tokyo. Financial activity in these centers overshadows market 
activity in other parts of the world (see Figure 4). 

3. Latin America in the Global Context 

The wave of financial globalization and internationalization that swept the world 
during the 1970s and 1980s did not leave Latin America and other emerging markets 
unaffected; in fact, it generated forces for change. For many decades, most emerging 
markets, including Latin America, imposed tight controls on their financial sectors. 
Domestic capital markets prior to the 1980s were predominately bank-based and 
securities markets were small and poorly developed. Governments heavily regulated the 
interest rate, intervened in the operation of financial institutions, and interfered in the 
allocation of bank credit. This section describes how global trends in international 
financial markets affected Latin America and how Latin American policymakers 
responded. 

3.1 How Global Trends Affected Latin America 

Financial globalization affected capital flows to emerging markets in at least three 
ways. First, through changes in the volume and composition of capital flows. Second, 
through the internationalization of financial services; and third, through the volatile 
nature of capital flows. 

A greater availability of liquidity in international capital markets led to various 
booms in capital flows to developing countries. New capital became available following 
the oil boom of the 1970s. The accumulation of so-called petrodollars had made 
international banks highly liquid. Commercial banks used these funds mainly to finance 
public debt in emerging markets, notably Latin America. The capital flows of the 1970s 
and early 1980s led to the debt crisis that started in Mexico in 1982. To solve this crisis, 
Brady Bonds were created, which were instrumental for the development for emerging 
markets' bond markets 

The Brady plan and its initiative to restructure distressed commercial bank debt 
into liquid, tradable, and safe public securities created nearly instantaneously a market for 
sovereign emerging markets bonds. With the establishment of this new Brady bond 
market, initiated in 1989, investor confidence in developing countries started to recover 
gradually, and with a growing demand for emerging markets bonds, governments soon 
seized the opportunity to issue bonds outside the Brady market; private issuers soon 
followed.5 Emerging market bond issuance increased from four billion U.S. dollars in 

5 The strong growth of public sector bond markets is also partly explained by the need to sterilize capital 
inflows. Initially, central banks issued short-term bills to sterilize capital inflows. As global capital 
inflows strengthened and confidence in public bond markets grew, most emerging market governments 
began issuing long-term government bonds for this purpose. 
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1990 to a peak of 99 billion in 1997. Since the East Asian crisis of 1997-98 gross bond 
issuance has averaged around 60 billion U.S. dollars per year (World Bank 2003a). 

The wave of capital flows in the 1990s differs in at least two aspects from the 
1976-82 period of capital inflows. First, in terms of magnitude; second in terms of flow 
composition. Capital flows to developing countries in the 1990s dwarfed those of the 
1980s, reaching a peak of 320 billion U.S. dollars in 1997, compared to a much lower 
peak of 158 billion prior to the debt crisis in 1982 (see Figure 5). The composition of 
capital flows to developing countries also changed significantly during the 1990s. While 
capital flows prior to the 1990s were predominately official flows and commercial bank 
loans, the 1990s brought not only a strong decline in the significance of official flows, 
but also a shift from commercial bank loans to bond and equity-related flows. In 
particularly Foreign Direct Investment (FDI), fueled by large-scale privatization schemes, 
experienced a strong expansion over the last decade. 

A new feature of financial globalization during the 1990s has been the 
internationalization of financial services. Both local issuers and investors have 
increasingly turned to international financial intermediaries. This trend is partly 
explained by a greater presence of international financial intermediaries in local markets, 
but also by the fact that issuance and trading of local securities continues to migrate to 
international markets. The impact of the internationalization of financial services is 
analyzed in more detail in Section 5 of this chapter. 

Finally, the recent wave of financial globalization appears to coincide with a high 
degree of instability of both capital flows and domestic financial systems. Sudden shifts 
in the availability of external finance due to abrupt changes in investor sentiment towards 
emerging markets have greatly increased the vulnerability of these countries. In 
particular, the East Asian crisis of 1997-98 and the Russian crisis of 1998 revealed the 
volatile nature of capital flows as sudden reversals in international capital flows forced 
painful macroeconomic adjustments in most emerging market economies. Contagion, 
financial globalization's worst innovation, further ensured that the pain was not only felt 
by countries at the epicenter of the crises, but throughout global capital markets. 

3.2. The Policy Response: Attract, Emulate, and Manage 

The global trends outlined above affected developing countries in at least three 
ways. First, new capital became available in the international financial markets, with 
developing countries trying to attract part of it to their domestic markets. Second, 
developing countries tried to emulate the increasing use of capital markets that 
characterized developed economies by instituting a series of reforms. Third, the boom 
and bust pattern of capital inflows, particularly in the second half of the 1990s, made 
policymakers increasingly aware of the need to properly manage global financial 
integration. 
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Attracting International Capital Flows 

Developing countries have tried in different ways to attract the new capital 
available in international markets. Financial liberalization was the most direct route to 
this foreign capital. Financial liberalization mostly occurred in the early 1990s in 
developing countries - some years after developed countries liberalized their own 
financial systems (see Figure 6). As part of the liberalization process, governments and 
firms have actively raised capital in international financial markets and foreign investors 
were granted access to domestic markets. The liberalization of financial systems also 
implied that international financial institutions moved to developing countries, 
purchasing local banks and establishing local branches or subsidiaries. 

Privatization was another way to attract foreign capital. In the early 1980s, Chile 
and the UK were the first to launch extensive privatization initiatives. Soon after, 
countries around the world followed. Privatization revenues in developing countries 
climbed from 2.6 billion U.S. dollars in 1988 to 25.4 billion in 1996, amounting to 154.5 
billion over the whole period (World Bank 1998). As many emerging countries 
conducted privatization sales through public offerings on the local stock exchange, 
privatization also had a direct impact on the growth of local stock market capitalization.6 

The boom in equity flows and FDI is to a large part explained by cross-border 
acquisitions of former public enterprises. 

Finally, developing countries tried to improve the climate for capital inflows by 
pursuing macroeconomic stabilization, better business environments, and stronger 
economic fundamentals. This was most likely also encouraged by the fact that in Latin 
America, countries that liberalized aggressively, reduced inflation, and maintained an 
open trading and financial system attracted a larger share of capital flows than those that 
did not (see Gavin, Hausman, and Leiderman 1995). A history of poor macroeconomic 
policies, which had hampered financial sector development in the past, needed to be 
overcome to attract capital flows. 

Emulating the Performance of Capital Markets in Developed Countries 

Besides these efforts to attract foreign capital, developing countries also tried to 
emulate the performance of capital markets in developed economies by undertaking a 
series of reforms, thought to foster domestic securities markets. These reforms had their 
own logic and are easy to understand in the context of globalization. 

At the early stages, reforms had primarily a development focus. The main idea was 
that capital markets were crucial for economic development. McKinnon (1973) and 
Shaw (1973) pioneered the view that financial liberalization and financial sector 

6 Privatization also promoted stock market development through more indirect channels. Perroti and van 
Oijen (2001) and Perotti and Laeven (2002) show that privatization can lead to the reduction of political 
risk, which in tum builds investor confidence. They argue that this effect was an important source behind 
the recent growth in emerging stock markets. Bortolotti et al. (2003), in an analysis of OECD countries, 
find that privatization promotes stock market development through better diversification opportunities. 
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development were essential for growth. They argued that the deregulation of capital 
markets increases economic growth through higher savings rates and improved allocation 
of investment. King and Levine (1993) later redefined the financial sector growth nexus 
by arguing that capital markets play a crucial role in the processing of information. The 
ability of financial institutions to select highly productive innovations and projects which 
lead to productivity growth and hence economic development was seen as the key 
contribution of capital markets to growth. 

The intention to develop domestic capital markets squared well with the more 
global trend of moving toward a market-oriented system and emulating the functioning of 
capital markets in developed economies. Capital markets would enhance financial sector 
efficiency by introducing competition to the commercial banking sector, which in many 
developing countries charged high intermediation spreads. Securities markets would 
further provide a mechanism for the efficient valuation of assets. Well-functioning 
securities markets would create liquidity in financial claims and allocate and diversify 
risk efficiently. In the process, securities markets would reduce the cost of capital, 
enabling larger economy-wide savings and investment. Domestic capital markets were 
also often seen as the missing bridge to long-term financing in local currency. 

Managing Volatile Capital Flows 

Financial liberalization, privatization, and reforms jointly ushered in considerable 
amounts of external capital into emerging market economies. However, as global capital 
inflows strengthened, not only the benefits but also the pitfalls of a sudden abundance of 
capital inflows came to light. 

A major policy lesson of the financial crises of the 1990s was that most domestic 
financial system had not been strong enough to withstand the crises . . Two opposing 
views emerged with respect to financial stability and financial sector development. On 
the one hand, concerns were raised that financial liberalization had gone too far and, in 
order to enable the development of a well-functioning domestic capital market, financial 
opening would have to be halted or even scaled back. On the other hand, others argued 
that reforms efforts, though substantial, needed further momentum and depth to ensure 
financial stability. 

Proponents of the first view have revived arguments in favor of restricting capital 
mobility. They argued that the free flow of capital -as in the 1920s- had once again 
shown its destabilizing nature; but at this time its effects were particular! y hard felt in the 
developing world. To protect emerging markets from the adverse effects of financial 
globalization, the use and usefulness of capital controls was once again discussed. While 
capital controls were once dismissed on grounds of inducing corruption and restricting 
investment, they are re-emerging in the policy debate. Capital controls are regarded not 
only as effective guards against volatility and financial contagion, but also as shields for 
an infant domestic financial sector and as room for maneuver for policy makers when 
implementing reforms. 
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In contrast, proponents of the second view argued that reforms have not been 
sufficient to ensure an orderly and safe functioning of domestic financial systems in times 
of crisis. 

Following the Asian crisis, it was argued that capital markets in East Asia had not 
been diversified enough, predominantly relying on bank-financing as the main source of 
financial intermediation. It was argued that bond markets, which were missing in East 
Asia prior to 1997, would have made several Asian economies less vulnerable to 
financial crisis.7

'
8 Greenspan (1999) stressed the importance of having multiple avenues 

for financial intermediation. Alternatives in financial intermediation had served the U.S. 
well during two banking crises, the Latin American debt crisis in the 1980s and the real 
estate crisis of the 1990s, which seriously impacted banks ability to provide financial 
intermediation. 9 

Efforts to further improve the performance of capital markets were also urged since 
well-functioning capital markets were seen as important shock absorbers in times of 
turbulence, as investors take in gains and losses through the variation of asset prices. It 
was argued that well developed capital markets would not only help avoid risk-shifting to 
the government, they would also help to mitigate the risk of systemic bank runs and 
enable hedging. Local currency bonds with long maturities and well developed 
derivatives markets are expected to help overcome chronic currency and maturity 
mismatches, and help inject liquidity into secondary markets (see, for example, Herring 
and Chatusripitak 2001, IFC 2001, and Batten and Kim 2001). 

More recently, the case has been made that domestic capital markets are important 
as they present a less risky alternative to borrowing abroad. Well-developed local 
securities markets can provide self-insurance against costly capital flow reversals. 
(Hausler, Mathieson, and Roldos, 2004). 

If financial stability and domestic capital market development is best served by 
strengthening reform efforts or by delaying further liberalization or even rolling back 
capital market opening is still an ongoing debate. These issues are discussed in more 
detail in Chapter 4. 

7 Hening and Chatusripitak (2001) 
8 Chatu Mongol Sonakul (2000), Governor of the Bank of Thailand remarked in reference to the Asian 
crisis: "If I [could] turn back the clock and [had] a wish, my list may be long. But high in its ranking would 
be a well functioning Thai baht bond market." 
9 In the context of the Asian crisis, Greenspan made the now often quoted statement that "Before the 
[Asian] crisis broke, there was little reason to question the three decades of phenomenally solid East Asian 
economic growth, largely financed through the banking system, so long as the rapidly expanding 
economies and bank credit kept the ratio of non-performing loans to total bank assets low. ( ... )The failw·e 
to have backup forms of intermediation was of little consequence. The lack of a spare tire is of no concern 
if you do not get a tlat." (Greenspan 1999). 
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3.3. The Reforms 

The idea of reforming the financial system led to a barrage of reforms, contrary to 
the view that there was a shortage of reforms. Reform efforts have occurred at various 
fronts. Reforms complementary to capital market development can be organized along 
four dimensions: reforms aimed at creating an enabling environment for capital markets -
such as the strengthening of macroeconomic stability and the enforcement of property 
rights; reforms to enhance the efficiency and market discipline through greater 
competition - such as capital account liberalization in an effort to boost foreign 
competition; reforms supportive of capital market development - such as pension reforms 
and privatization schemes; and finally, capital market-specific reforms - such as the 
development of the regulatory and supervisory framework and improvements in 
securities clearance and settlements systems. 

As poor macroeconomic policies had hampered financial sector development in the 
past (Roubini 2001), macro stabilization and financial liberalization have been crucial in 
creating an enabling environment for capital market development. 10 With macro stability 
in place, high inflation was no longer eroding real savings and inhibiting long-term 
financial contracting. This opened the way to long-term financing in local currency. 

Financial liberalization ended a long period of financial repression, where 
governments restricted financial intermediation, by controlling the interest rate, 
interfering in the operation of financial institutions, and influencing credit allocation. 
While Latin America lagged the global wave of financial liberalization of the 1980s, 
liberalization accelerated during the 1990s (see Figure 6). Financial liberalization was 
carried out on both the domestic and the external fronts. Direct credit controls were 
abandoned and interest rates were deregulated. Foreign in vestment restrictions were 
lifted and most controls on foreign exchange and capital transactions w.ere dismantled. 
After the Mexican crisis of 1994, further steps were taken to strengthen banking 
regulation and supervision and establish more demanding prudential standards. (see 
Loser and Guerguil 2000) 

Apart from macro stabilization and liberalization, capital market reforms were also 
complemented in a number of cases by privatization efforts (see above and Figure 7) and 
by comprehensive pension system reforms. Countries, reforming their pension systems, 
moved away from publicly administered defined benefit pension systems and towards 
privately managed defined contribution systems. Among other things, pension reform 
was perceived as conducive for capital market development by mobilizing long-term 
finance for the private sector through the emergence of pension funds. While Chile was 
the first country to adopt this system in the 1980s, many others have been making this 

10 Past policies obstructive to capital market development included: high budget deficits that were 
monetized and led to high inflation; volatile monetary policy that caused high and unpredictable monetary 
growth; poor credibility of macro policy makers; and financial repression that hindered financial 
intermediation (Roubini 2001). 
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trans1t10n. In Latin America important reforms in this direction have occurred in 
Argentina, Bolivia, Mexico, El Salvador, Uruguay, and Peru. 11

,}
2 

Experience from Chile indicates that pension reform can indeed have a significant 
impact on capital market development and growth. In a comprehensive macroeconomic 
study, Corbo and Schmidt-Hebbel (2003) concluded that Chile's pension reform 
permitted the economy to grow by an additional one-half percentage point on average, 
during the 21-year period between 1981-2001. Corbo and Schmidt-Hebbel identify 
deeper and more efficient capital markets as one of the main channels through which 
pension reform contributed to faster economic growth. Pension funds' demand for 
financial assets not only contributed to deeper markets and greater variety of financial 
instruments, but also led to improvements in financial regulation, corporate governance, 
and transparency. 

Figure 8 shows that mandatory pension funds in the region have grown very 
quickly. The significant size of pension funds in Chile is explained by the fact that it was 
the first country to reform its pension system, in 1982. 

Enticed by their potential benefits, governments also pushed and passed new 
legislation aimed at creating the proper market infrastructure and institutions for capital 
markets to flourish. In particular, countries created domestic securities and exchange 
commissions, developed considerably the regulatory and supervisory framework, and 
took important strides towards establishing and improving the basic environment for 
market operations. The latter included new policies related to centralized exchanges, 
securities clearance and settlement systems, custody aITangements, and varying degrees 
of improvements in accounting and disclosure standards (see Figure 9). 13 

More recently, new laws and regulations, intended to p,rotect the rights of 
investors, have enhanced this basic infrastructure (Capaul 2003). These include 
improvements in the law and order framework, minority shareholders rights, and 
deterrence of insider trading. The law and order index, as reported by the International 
Country Risk Guide service, is one of the indices used to measure the strength of the 

11 Brazil did not carry out a pension reform but pension funds account for a significant portion of Brazil's 
institutional investor base. At the end of 1998, pension funds assets represented about 11 percent of GDP. 
12 A 1994 World Bank report on pension reform underlines the relevance of pension reform for capital 
market development. It argues that "a dominant pay-as-you-go public pillar( .. . ) misses an opp01tunity for 
capital market development. When the first old generations get pensions that exceed their savings, national 
consumption may rise and saving may decline. The next few cohorts pay their social security tax instead of 
saving for their own old age (since they now expect to get a pension from the government), so this loss in 
savings may never be made up. In contrast, the alternative, a mandatory funded plan, could increase capital 
accumulation-an important advantage in capital-scarce countries. A mandatory saving plan that increases 
long-term saving beyond the voluntary point and requires it to flow through financial institutions stimulates 
a demand for (and eventually supply ot) long-term financial instruments-a boon to development. These 
missed oppo1tunities in a pay-as-you-go public pillar become lost income for future generations-and 
another source of intergenerational transfer." (World Bank 1994, page 15). 
13 A detailed chronology of infrastructure reforms inu·oduced by 27 developed and developing economies 
by country can be found in Appendix Table 2 in Chapter 3. 
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legal and institutional framework (see Figure 10). Figure 10 shows a strong improvement 
in this index between 1990 and 1997. The index subsequently declines following the 
Asian (1997) and Russian (1998) crises. The crisis in Argentina and a deteriorating 
political environment in Colombia and Venezuela explain much of its decline since 2000. 

Despite the substantial reform effort over the last two decades in Latin America, 
there is a general consensus that more needs to be done to reach international standards. 
Even in Chile, which may be considered the front runner in many aspects of capital 
market development in the region, a recent IOSCO assessment14 identified shortcomings 
in various dimensions of market infrastructure. IOSCO assessments in the region 
usually identify deficiencies in market infrastructure, including securities clearance and 
settlement, valuation, standardization, and financial reporting; taxation; and securities 
regulation enforcement. These shortcomings reduce efficient trading, secondary market 
liquidity, and investor confidence, highlighting the need for fm1her reform efforts to 
ensure an orderly and safe functioning of domestic securities markets 

4. Developments in Latin American Domestic Capital Markets 

This section describes the evolution of domestic capital markets in Latin America 
over the last decade and their main features. The first part presents a brief description of 
the main trends in stock and bond markets in the region, comparing their evolution with 
other regions, specially developed and East Asian countries. The second part describes in 
more detail the main characteristics of capital markets in Latin America. The last one 
compares capital markets across different countries in the region, highlighting some 
success stories. 

4.1 Evolution of Latin American Capital Markets 

Although financial development in the largest industrial economies started to 
increase sharply in the 1970s, Latin American financial markets remained stagnant until 
the early 1990s. Over the last decade, however, capital markets in the region have grown 
considerably. The average domestic stock market capitalization in terms of GDP in the 
seven largest markets in Latin America (Argentina, Brazil, Chile, Colombia, Mexico, 
Peru, and Venezuela) more than doubled over this period, growing from 12.4 percent in 
1990 to 32.4 percent in 1995 and then falling to 24.8 percent in 2002, after the fallout 
from the Russian and the Argentine crises. Value traded in domestic stock markets also 
increased significantly, from 2.0 percent of GDP in 1990 to 7.3 percent in 1995, standing 
at 3.4 percent of GDP in 2002 (see Figure 11). 

Domestic bond markets in Latin America have also experienced a significant 
growth spurt, specially after 1994. The amounts outstanding of public and private sector 

14 The International Organization of Securities Commissions (IOSCO) Objectives and Principles of 
Securities Regulation (the Principles) form an essential part of the standards and codes work unde1taken in 
the Financial Sector Assessment Program (FSAP). The Principles set a standard against which a country's 
practice of regulation and supervision of secmities markets is assessed and provides- an assessment of the 
strengths and weaknesses in financial sector supervision in the context of international standards. 
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domestic bonds increased from 12.3 and 4.3 percent of GDP in 1993 to 17.3 and 10.7 
percent of GDP in 2002, respectively (see Figure 11). Bond markets in the region are 
clearly dominated by the trading and issuance of public sector debt, with the notable 
exception of Peru. The development of government bond markets was fostered by a 
general shift from monetary to debt financing of public sector deficits during the 1990s 
and the need to sterilize large capital inflows. 

As noted in the previous sections, the evolution of capital markets in Latin America 
over the last decade needs to be placed in a global context, which provided the general 
tenor for regional market development. While domestic capital markets in Latin America 
grew substantially, regional developments are dwarfed not only by outcomes in industrial 
countries, in particular financial centers, but also by developments in other emerging 
markets, notably East Asia. 

Although stock market capitalization in terms of GDP doubled over the last decade 
in Latin America, it is still very modest when compared to other regions. At the end of 
2002, stock market capitalization in Latin America reached only 24.8 percent of GDP, 
compared to 72.0 and 95.2 percent in G-7 and East Asian countries, respectively (see 
Figure 12). The lackluster performance of Latin American stock markets in terms of 
market capitalization is matched by low trading and liquidity levels. While trading 
activity has grown exponentially in developed countries and East Asia, Latin American 
countries appear to be caught in a low liquidity trap. In terms of GDP, the current value 
traded in Latin America's stock exchanges corresponds roughly to the amount of trading 
observed in East Asian and G-7 countries at the beginning of the 1980s. Since then, the 
value traded in these ~countries has significantly increased, reaching 98.5 percent of GDP 
in G-7 countries and 85.6 percent in East Asia in 2002 (see Figure 12). 

Domestic bond markets in both developed and developing . countries have also 
experienced a significant increase over the last decade. This growth was especially 
pronounced in East Asia, where - as mentioned above - after the 1997 crisis 
governments and corporates increasingly switched to bond financing. In Latin America, 
most progress has been made in government debt markets. Public sector bond markets in 
some of the largest markets in the region present a development level similar to that of 
East Asian countries, although, as discussed in the following section, they usually lack 
adequate liquidity (see Figure 13). On the other hand, in spite of their growth over the 
last decade, Latin America's private sector debt markets are still underdeveloped 
compared to corporate debt markets in developed and East Asian countries. In fact, with 
the exception of Chile, there are no significant domestic private bond markets in Latin 
America. This situation stands in contrast with developed and East Asian c:ountries, 
where firm financing through corporate debt has expanded significantly and is quite 
considerable (see Figure 13 ). 

The lack of development of bond and stock markets in Latin America relative to 
other regions has not been compensated by the development of the banking sector. While 
bank credit to the private sector expanded significantly over the last two decades in 
developed countries and especially in East Asia, it has failed to grow in Latin America. 
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Credit to the private sector by financial institutions reached about 27 .1 percent of GDP in 
2002 in Latin America, compared to 78.5 percent in East Asia and 103.6 percent in 
developed countries (see Figure 14). 

4.2 Main Features of Capital Markets in Latin America 

As the previous section has emphasized, although capital markets grew 
significantly in Latin America over the last decade, market growth was far less than in 
developed and East Asian countries and capital markets in the region are still lagging 
behind in many aspects. A closer look at the main features of capital markets in Latin 
America reveals a more disheartening picture. Local financial markets continue to be 
dominated by banks and are characterized by high rates of dollarization, short-termi.sm 
and illiquidity. Dollarization prevails, in particular in private contracts, and stock and 
private bond markets - even much larger now in terms of market capitalization - have 
failed to develop as a serious alternative to bank loans. While bond markets have 
achieved an impressive increase in volume, most of it is accounted for by government 
paper. Even though many countries have made efforts to extend bond maturities and 
develop meaningful yield curves for government bonds, maturities have remained fairly 
short, except in a few countries, notably Chile. Illiquidity is another serious constraint of 
Latin American securities markets. This is clearly the case for nearly all listed private 
debt and equity securities, but even liquidity for public debt in most Latin American 
countries is insufficient. 

Even in the few cases where there have been positive developments (especially 
Chile and Mexico), markets are highly concentrated to the extent that only a handful of 
high-grade companies actively participate in domestic bond and stock markets. 
Furthermore, securities markets are shrinking in the face of a persistent migration of 
corporate issuers to international financial centers. 

As discussed in more detail in chapter 4, lack of adequate liquidity is one of the 
main constraints in Latin American capital markets. Although trading activity in 
domestic stock markets has increased significantly during the 1990s, it is still very small 
when compared to other regions. Illiquidity is widespread and reflects concentration in 
the supply and demand of securities. On the supply side, only a few firms are capable of 
issuing securities in the amounts that meet the minimum thresholds to achieve significant 
liquidity; the demand side is dominated by a few institutional investors which tend to 
follow buy and hold investment strategies and concentrate most of their holdings in 
government debt. Illiquidity in secondary markets hampers price revelation, which is 
often considered the most distinctive function of securities markets vis-a-vis banks. 
Illiquidity also weakens the reliability of marking to market and fair value accounting 
(see Appendix 1). Furthermore, it magnifies the effects of shocks on asset price 
fluctuations. 

As shown above, most progress in Latin American bond markets has been made in 
the markets for public sector debt securities. However, despite a significant deepening, 
these markets remain, with few exceptions, fragmented and extremely iiliquid. Illiquidity 



DEVELOPMENTS IN CAPITAL MARKETS 15 

in public bond markets is particularly widespread in smaller countries, and in fact, often 
what is called "secmities markets" is almost exclusively a repo-based money market in 
the centralized exchange, with public sector paper as the most common underlying 
security for such operations. 

Efforts to develop corporate bond markets have only met with limited success. 
Latin America's private sector debt markets are still very underdeveloped compared to 
corporate debt markets in developed and East Asian countries. But even in those 
countries where private bond markets have achieved some level of development, issuance 
is dominated by a few high-grade companies. As shown in the background paper to this 
study, Zervos (2004), in Chile, where relative to most emerging economies the corporate 
bond market is large, domestic private sector bonds are concentrated among highly rated 
issuers or securities, with the bulk of outstanding issues in both quantity and amount 
issued lying in the AAA to A rating range 

Domestic bond markets in Latin America are characterized by a high degree of 
short-termism. While in recent years efforts have been made to lengthen debt maturities 
in order to reduce rollover risk in times of crisis, short-term debt remains relatively high. 
According to Mihaljek, Scatigna, and Villar (2002), in 2000 37 percent of domestic debt 
securities in Latin America were short-term (with a maturity of up to one year), down 
from 53 percent in 1995, but still higher than in East Asia (22 percent) and Central 
Europe (15 percent). International markets offer both public and private sector issuers 
longer maturities than domestic markets, but most foreign issued bonds are denominated 
in foreign currency, exposing governments and firms to exchange rate risk (see Figure 
15).15 Across regions; domestic bonds markets in Latin America have the lowest share of 
fixed rate debt. At the end of 2000, 27 percent of Latin America's debt was inflation 
indexed and 16 percent was linked to the exchange rate. In contrast, in East Asia 
domestic debt is mostly fixed rate ( 48 percent), while floating rate .debt is of secondary 
importance (24 percent) and indexed debt is virtually nonexistent. 

Despite the rapid growth of global derivatives markets over the last decades, 
derivatives and related markets in emerging countries are generally underdeveloped and 
see little trading activity. Emerging market derivatives account for only one percent of 
total notional amount outstanding in derivatives markets (IMF 2002). Most of the global 
derivatives markets activity is carried out through over-the-counter (OTC) markets, with 
the notional amount outstanding in those markets reaching 197.2 trillion U.S. dollars in 
December 2003, compared to 45.9 trillion outstanding in organized exchanges. In Latin 
America, however, exchange traded derivatives are more significant. The largest 
derivatives exchanges in the region are located in Argentina (MATBA, ROFEX), Brazil 
(BM&F, Bovespa), and Mexico (MEXDER). In addition, OTC markets for exchange 
rate derivatives also exist in Chile and, at a · much smaller scale, in Peru (Fernandez 
2002).16 

15 See De la Torre and Schmukler (2004) for an analysis of the issues of duration, currency, and 
jurisdiction in emerging markets within an integrated conceptual framework. 
16 See Glaessner (2003) for a more in depth analysis of derivatives markets ~in emerging economies and 
their use in the implementation of economic policies. 
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Although most derivatives markets in Latin America are still underdeveloped, some 
markets show significant activity. The Brazilian Mercantile & Futures Exchange 
(BM&F) and the Mexican Derivatives Market (MEXDER) not only are the leading 
futures exchanges in Latin America, but are also among the largest exchanges in the 
world in terms of the volume of short-term interest rate and exchange rate futures 
contracts traded (see Figure 16).17 The non-deliverable forward (NDF)18 markets in the 
region have also gained some momentum not only domestically, but also internationally. 
The NDF markets allow international and domestic investors to hedge various currency 
risks and are relatively liquid. 

The Brazilian Mercantile & Futures Exchange (BM&F), which, as mentioned, is 
one of the most active futures exchanges in the world, presents a paradox: liquidity at the 
BM&F is very high, despite an illiquid underlying cash market (see Appendix 2). 

Unlike derivatives, repo markets in emerging countries are found to be much more 
liquid.19 In fact, it appears to be a common feature that most assets are boµght and held 
until maturity, while repo markets are used for liquidity management. In most Latin 
American countries, government debt securities are virtually the sole underlying asset for 
repo transactions.20 Repo operations account for a substantial proportion of bond trading 
in most countries in the region and in many cases repo transactions exceed the trading 

17 Derivatives markets have traditionally measured their activity in terms of number of contracts traded. 
This generates difficulties when comparing volumes across exchanges, since each exchange defines 
contract sizes to suit its users and there is no reason why contracts from one exchange should be 
comparable to those in another exchange. Several alternative measures have been proposed to solve this 
issue (i.e., notional value outstanding, trading velocity, risk equivalent values), however, due to data 
availability, comparisons are usually limited to the number of contracts outstanding. It is worth mentioning 
that when considering the notional value outstanding, the BM&F is still among the largest exchanges in the 
world for exchange rate futures. On the other hand, in terms of notional value outstanding, the relative 
ranking of the MEXDER is significantly lower (see IOMA 2004 and Burghardt 2004 for more discussion 
on this issue). 
18 Non-deliverable forwards are forward transactions whose settlement is made by a cash payment in U.S. 
dollars, so that no local currency changes hands. These type of contracts are mostly used for emerging 
market cuffencies and the main participants in the market are large international banks. The most 
important currencies in the NDF market are the Argentine peso, the Brazilian real, the major Asian 
cmTencies, and the Hungarian fmint. 
19 Repo transaction involve the sale of an asset under an agreement to repurchase the asset from the same 
counterparty. Interest is paid on the repurchase agreement by adjusting the sale and repurchase prices. The 
securities serve as collateral for what is effectively a cash loan and, conversely, the cash serves as collateral 
for a securities loan. A key characteristic of repos is that they can be used either to obtain funds or to 
obtain securities. This latter feature is valuable to market participants because it allows them to obtain the 
secmities they need to meet other contractual obligations, i.e. to make delivery for a futures contract. In 
addition, repos can be used for leverage, to fund long positions in secmities, and to fund short positions in 
order to hedge interest rate risks. As repos are short-maturity collateralised instruments, repo markets have 
su·ong linkages with securities markets, derivatives markets, and other short-term markets such as interbank 
and money markets (see BIS 1999). 

' 20 In most countries this is due to the lack of development of private sector bond markets. In others, such as 
Mexico, regulations only allow the use of government securities as collateral for repo operations. 
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volume of the underlying instrument. Even in Brazil, one of the largest secunties 
markets in the region, the repo market is found to be the most liquid market. Repo 
operations account for 60 percent of average daily value traded in all markets, followed 
by swaps and futures, which represent 20 percent (see Appendix 2). In some of the 
smaller countries in the region, such as Costa Rica, El Salvador, and Guatemala, what is 
called "securities market" is almost exclusively a repo market where transactions, due to 
regulatory reasons, are carried out through a centralized exchange. 

Stock markets in Latin America are characterized by a high level of concentration 
of both trading and capitalization in a few stocks. In Chile and Argentina, three 
companies account for almost 50 percent of market capitalization. In Mexico, one firm 
(Telmex) represents about 25 percent of market capitalization and between 20 and 40 
percent of trading (Yermo 2003). As Figure 17 shows, in most countries in Latin 
America the top ten companies account for more than 60 percent of value traded, 
compared to less than 15 percent in the U.S. 

A significant trend in Latin America over the last decade has been the growing 
number of delistings from domestic stock markets. As shown in Figure 18, the number 
of listed firms in the largest stock markets in the region has decreased during the last 
decade, as the number of delistings has exceeded that of new listings. This reduction in 
the number of listed firms has been associated with the increasing migration of Latin 
American firms to international markets. As described in the previous section, an 
important element of the globalization trend over the last decades has been the 
internationalization of financial services, which has meant the use of international 
financial intermediaries by issuers and investors from emerging economies. Latin 
American firms have actively participated in this process through listing in foreign 
exchanges and issuing depositary receipts (see the following section).21 

Merger and acquisition activity as well as majority shareholders trying to increase 
their controlling stake have also been brought forward as explanations behind stock 
market delistings in Latin America. The delisting of YPF (Argentina's privatized former 
state oil company) from Merval through Spain's Repsol in 1999 and the delisting of 
White Martins (South America's largest supplier of industrial gas) from Bovespa through 
Praxair in 2000 are examples of this trend. 

A regional comparison of stock listings data over the last decade shows a striking 
pattern (see Figure 18). Delistings are much more common and increasingly more 
occurring in Latin America than in East Asia (World Bank 2004). Much to the opposite, 
stock markets in East Asia have been recording a strong listings increase. Different 
explanations have been brought forward to explain this diverging trend between Latin 
America and other regions. For one, unlike the American and European stock markets, 
which performed well over the 1990s, stock markets in Hong Kong and Tokyo, the 

21 See Chapter 3 for an analysis of the detenninants of stock market internationalization and its impact on 
domestic stock markets trading and liquidity. 
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natural candidates for migration in Asia, have not done well in recent years (World Bank 
2004). 

Delistings have also been associated with the very nature of how privatization 
schemes were implemented. Claessens, Djankov, and Klingebiel (2000) discuss the 
impact of different privation methods in relation to stock market development in 
transition countries. In Eastern Europe (especially the Czech Republic and Slovakia), 
stock market delistings are related to the mandatory mass privatization schemes of the 
early 1990s. These voucher privatizations gave rise to large number of stocks being 
listed at local stock exchanges. As the stock of most of these companies did not trade for 
years, sharp delistings followed in the second half of the 1990s. In contrast, other Eastern 
European countries (Estonia, Hungary, Latvia, Poland, and Slovenia) that did not opt for 
mass privatization, but started with a small number of listed shares, have seen an increase 
in stock listings as markets developed, but still later on witnessed a declined in listed 
companies (though at a slower pace). 

In addition to falling stock market listings, there has been also a significant drop in 
equity issuance in Latin America since 1998. The 1998 global economic shock, induced 
by the Russian crisis, severely restricted corporate access to capital markets, both at home 
and abroad. Given the initial tightness of bank credit and the dearth of equity markets 
globally, firms have increasingly shifted to bond issuance as an alternative source of 
financing. With falling interest rates after 2000, private corporate bond issuance has 
increased notably in Chile and Mexico. 

Over the last decade, institutional investors (such as pension and mutual funds) as 
well as insurance companies have significantly increased their participation in the 
domestic capital markets in Latin America and have helped to create a more stable 
demand, mostly for fixed-income securities. Institutional investors, in p¥ticular pension 
funds, play the largest role in terms of size and long-term investing in many Latin 
American countries. The retail investor base in Latin America is extremely small.22 As 
an example, in Mexico investors in securities markets represented less than one percent 
of the population in 1999, compared to 43.5 percent in the United States and 27.3 percent 
in France. The small size of the retail investor base in Latin America in part reflects the 
fact that a large part of the population in the region lacks the financial wealth for 
investments in securities markets, while high net worth individuals have direct access to 
foreign (typically U.S.) savings instruments. Furthermore, the local mutual funds 
industry, which is crucial for the emergence of a retail investor base, remains 
underdeveloped in most countries. 

Pension funds in those countries that have reformed their pension systems by 
creating mandatory defined contribution systems have grown very quickly, gaining a 
dominant position in domestic capital markets (see Figure 8). The significant size of 
pension funds in Chile is explained by the fact that it was the first country to reform its 

22 Retail investors, as opposed to institutional investors, are individuals who purchase small amounts of 
securities for their own holdings. Retail investors are also often called small or individual investors. 
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pension system, in 1982. Asset growth in those countries that reformed their pension 
systems during the 1990s has also been rapid. Insurance companies, which provide 
disability, survivors' and longevity insurance in the new systems, have also experienced 
significant growth. 

A striking feature of institutional investors in Latin America is that their asset 
holdings are predominately concentrated in government bonds. This is partly the case 
because most pension funds' investment strategies are affected by quantitative 
regulations that limit the extent of investment in specific kinds of assets. These 
restrictions are more severe for equities and foreign securities than for fixed-income 
securities. hlvestment in foreign securities is still not permitted in Colombia, El 
Salvador, Mexico, and Uruguay. Mexico and Uruguay also impose floors on investment 
in government securities. However, even in countries with less restrictive portfolio 
limits, pension funds appear to favor government papers over private securities (see 
Figure 19). The fact that government securities have been an extremely profitable 
investment over the last decade might explain some of this. During the 1990s, even in 
risk adjusted terms, sovereign emerging market bonds have outperformed other asset 
classes in many markets. 23 

Portfolio limits for pension funds can produce a guaranteed market for government 
bonds and thus help smooth a debt-financed transition from a pay-as-you-go system to a 
privately funded system. However, in the longer-term, portfolio limits can undermine 
any benefits associated with a fully funded pension system for aggregate savings, 
economic growth, and capital market development.24 Gill, Packard, and Yermo (2003) 
argue that unlike in some OECD countries, institutional investors in Latin America have 
not become an independent driving force behind financial innovation so far, as 
government regulations touch every aspect of pension funds' operations. 

According to Gill, Packard, and Y ermo (2003) the current structure and regulations 
of the industry reinforce the pension funds' preference for "buy and hold" investment 
strategies which might be detrimental to the liquidity of capital markets.25 Investment 
regulations also reinforce capital markets concentration, by limiting investments to 
securities with the highest risk ratings. Zervos (2004) finds that in those countries where 
institutional investors dominate the demand side for corporate debt, such as Chile and 
Mexico, domestic issuers have to develop securities that cater to the interests of these 
dominating investors in terms of maturity, size, and credit quality. 

23 See the background paper for this study Broner, Lorenzoni, and Schmukler (2004). 
24 Yermo (2003) further points out that while pension fund administrators in Latin America have been 
relatively efficient as financial risk managers, the system has not been insulated effectively from political 
interference. Pension funds are often used by the governments as captive sources of finance. In Argentina, 
the government has gone so far as to appropriate the pension assets kept in the banking system and 
defaulted on government bonds after exerting pressure on pension funds to increase their exposure to these 
assets. 
25 The pension fund administration industry in the mandatory defined contribution systems in Latin 
America is highly concentrated and there is little differentiation in investment strategies and performance 
among firms (see Gill, Packard, and Yermo 2003). ~ 
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4.3 Differences Across Countries in Latin America 

Although capital markets across Latin America share some common features and 
present an overall disheartening state, as described in the previous section, some 
countries, notably Chile, have been quite successful in developing their domestic markets 
and have gone further than the regional average in terms of capital markets development. 
As Figure 20 shows, the size of Chile's securities markets vastly exceeds that of other 
countries in the region and also compares favorably with capital markets in developed 
and East Asian countries. Another regional success story is Mexico, where in recent 
years capital markets have experienced significant growth, specially the government 
bond market. However, Mexican securities markets are still underdeveloped compared to 
other countries. 

This section analyzes in more detail securities markets in Chile and Mexico, 
highlighting the developments in both countries. A closer look also shows that, although 
they can be considered regional success stories, they also present some of the 
characteristics of capital markets across Latin America, specially the lack of liquidity and 
the high concentration of both issuers and investors. 

Chile 

As mentioned above, the size of securities markets in Chile exceeds the regional 
average and compares favorable with some East Asian and developed countries. In 
addition, the range of available securities-related products in Chile is significant 
compared to the regional norm and includes important and growing amounts of long-term 
mortgage-backed securities and mortgage bonds, shorter-term commercial paper, and 
structured finance. Chile's financial sector development is not only a reflection of a 
higher per capita income and sound institutions and macroeconomic policies, but also the 
result of substantial financial sector reforms. It is also important to consider the fact that 
while most Latin American countries implemented macroeconomic and capital market 
reforms during the 1990s, in Chile most of those reforms were undertaken during the 
1980s, which might partially explain its higher capital markets development.26 

The private sector bond market in Chile is the largest in Latin America, with the 
amount outstanding of private sector bonds reaching 24.8 percent of GDP in 2002. The 
development of the private sector bond market was fostered by macroeconomic stability 
and the government's debt management strategy, which has helped to develop a 
benchmark yield curve for the economy.27 Chilean government bonds have the longest 

26 Some reforms that had a significant impact on securities market development, such as the creation of a 
credible indexation unit (UF), were implemented even before (the UF was created in 1967) and took a long 
time to mature (see Herrera and Valdez 2003 for a description of the Chilean experience with indexation). 
27 Chile has a long history of public sector surpluses: since 1986 the public sector balance has remained 
positive, with the sole exception of 1999. Therefore, the government has not needed to issue debt 
instruments to finance its expenditures. However, it has followed an explicit strategy of issuing bonds in 
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average maturities in Latin America, with maturities ranging from 90 days to 20 years. 
According to Walker (1998) the creation of a successful indexation unit (UF)28 has also 
been a key factor for the development of fixed-income markets, by allowing the creation 
of a medium- and long-term bond market that otherwise would not exist and by creating 
relevant ~atterns of return that are not available in either domestic or international 
markets.2 Currently, over half of all financial assets in Chile and almost all medium- and 
long-term debt securities are indexed using the UF. Chile is the only country in the 
region that has been able to develop a significant mortgage securities market, which 
represents around 13 percent of GDP. The pension reform had a significant impact on 
this market, since pension funds, together with insurance companies, have been the main 
investors in mort8age-backed securities and hold over half of the amount outstanding of 
these securities. 3 Corporate debt placements in the domestic market have increased 
significantly in recent years, reaching 2.5 billion U.S. dollars in 2003, up from 70.5 
million in 1995 (see Figure 21). This growth has been accompanied by a gradual 
increase in maturities. In recent years, corporate placements in the range of 15 to 20 
years have become common and issues with maturities of less than one year have 
disappeared. Since 1986, 30-year corporate bonds started to become common (Cifuentes, 
Desormeaux, and Gonzalez 2002). Chilean firms have also enjoyed significant access to 
international bond markets. The amount of debt securities issued in the international 
markets increased from 300 million U.S. dollars in 1995 to 2.3 billion in 2003 (see Figure 
21).31 

Chile has embarked on a series of legislative reforms in recent years to overcome 
some of the limitations of its securities markets. The Law on Tender Offers and 
Corporate Governance .("Ley de OP As"), enacted at the end of 2000, improved minority 
shareholder protection, by regulating the market for corporate control, requiring that 
transactions involving a change of control or more than 25 percent of the shares of a 
public company be performed through a tender offer to all shareholder in equal terms, 
and increasing disclosure requirements and sanctions for insider trading. The law also 
guaranteed equal treatment to ADR holders, especially regarding voting procedures, and 
required large listed corporations to form a board committee with a majority of members 
unrelated to the controller (see Linnenberg and Waitzer 2004 for a more detailed 

both international and domestic markets in order to develop a sovereign risk benchmark and a domestic 
yield curve to facilitate the development of private sector debt markets. 
28 The "Unidad de Fomento" (UF) is an indexation unit that is adjusted on the basis of the previous month's 
change in the consumer price index. 
29 Other Latin American countries, specially Brazil, have issued inflation-indexed securities. However, 
none has been as successful as Chile. 
30 Pension funds can invest in "letras hipotecarias" (mortgage bonds) and real estate investment funds. 
"Letras" are the most common instrument, representing about 13 percent of pension funds po1tfolio. There 
is another type of mortgage bond called "Mutuo Hipotecario", which is a kind of illiquid mortgage bond 
guaranteed by the specific real estate behind the debt. Pension funds can only invest in these instruments 
indirectly by investing in real estate funds. 
31 The government has issued bonds in international markets in recent years in o~rder to establish a sovereign 
risk benchmark to facilitate the placement of private sector debt abroad. 
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description of the reforms).32 In 2001 the government introduced a reform package 
(generally referred to as Capital Markets I) aimed at promoting competition in financial 
markets and reducing financial costs. A second legislative reform package, aimed at 
deepening corporate governance reforms and strengthening regulation and supervision, 
was prepared by the government in 2003 and is now being discussed by Congress. 

A recent Financial Sector Assessment Program (FSAP)33 for Chile notes that 
liquidity is high in the non-deliverable forward (NDF) market and adequate in the repo
based money market. Furthermore, secondary market turnover for domestic public sector 
bonds has increased substantially in recent years, facilitating the emergence of a yield 
curve. However, liquidity in the public sector debt market, as measured by the bid-ask 
spread for large transactions, remains below that of other markets. In addition, other 
fixed income markets (including corporate paper and mortgage bonds) are less liquid and 
equity markets are extremely illiquid, despite a large market capitalization. 

Low liquidity is partly explained by structural factors, but also to some extent due 
to gaps in market infrastructure. Illiquidity is in part a reflection of a structural 
concentration in supply and demand. On the supply side, concentrated firm ownership 
results in a low free float of shares.34 Controlling shareholders own 68 percent of the 
shares of the 60 most traded firms and the concentration level is higher among less 
actively traded companies.35 The real free float has been estimated at between seven and 
16 percent (World Bank 2003b). On the demand side, the vast majority of investable 
funds is channeled through a small number of pension funds that tend to follow buy and 
hold strategies. As pension funds have grown, achieving a dominant position in the 
domestic capital markets, these strategies have become institutionalized, since large block 
sales can have a negative impact on prices. Significant migration of securities issues and 
trading abroad has adversely affected the liquidity in the domestic stock market. In 2000, 
value traded in international markets represented almost 50 percent of the total value 
traded of Chilean stocks. · 

32 A 2003 assessment conducted by the World Bank found Chile to score well in its observance of the 
OECD P1inciples for Corporate Governance (14 of 23 principles were rates as "observed" or "largely 
observed"). This reflected, at least partially, improvements introduced by the "Ley de OP As" (see World 
Bank 2003b). See the background paper for this study Capaul (2003) for a compatison of corporate 
governance in Chile with other Latin American countries. 
33 The Financial Sector Assessment Program (FSAP) is a thorough diagnosis of a country's financial 
system conducted jointly by the International Monetary Fund and the World Bank. It helps to identify 
financial system strengths and vulnerabilities and to reduce the potential for crisis. For details see 
http://www1.worldbank.org/finance/html/fsap.html 
34 The free float can be defined as the percentage of a company's shares that are available for purchase in 
the market. It excludes stakes held by controlling shareholder and their families, the company's 
management, the government, and strategic partners. 
35 Note that business groups/conglomerates are the predominant corporate structure in Chile, with around 
70 percent of non-financial listed companies belonging to one of about 50 conglomerates. 
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Mexico 

The development of Mexico's capital markets in recent years can be considered a 
success story in many aspects. After the 1994-1995 crisis the government followed a 
proactive debt management strategy to develop the local debt market that has proved 
quite effective.36 Given a more stable macroeconomic environment, the government has 
been able to increase the size of the domestic debt market, reducing its dependence on 
foreign debt. The amount outstanding of domestic government bonds represented 12.1 
percent of GDP in 2002, up from 7 .7 percent in 1994.37 The Mexican government has 
been able to extend domestic market maturities by successfully issuing three-, five-, and 
ten-year fixed coupon bonds. This has helped to develop a benchmark yield curve, which 
has opened a significant source of long-term financing for the private sector. The 
authorities have also paid attention to the market infrastructure, improving custody and 
clearing and settlement arrangements and adopting a Real Time Gross Settlement System 
(RTGS). These improvements to the basic infrastructure, together with the development 
of a peso yield curve, help to explain the rapid growth of the local interest rate derivatives 
market on the Mexican Derivatives Exchange (MEXDER), which allows local 
participants to hedge interest rate risk (see Glaessner 2003). As mentioned above, in 
terms of volume of derivatives contracts, MEXDER has become one of the most active 
exchanges worldwide in short-term interest rates futures trading (see Figure 16).38 

Capital markets growth has also been fostered by the 1997 pension reform, that 
created an institutional investor base, and the 2001 financial sector reform, which, among 
other things, eliminated legal hurdles and inconsistencies, increased minority shareholder 
protection, and granted stronger inspection and enforcement powers to the securities 
regulator (Comisi6n Nacional Bancaria y de Valores, CNBV). This reform also included 
amendments to the mutual funds law permitting the development of a wide variety of 
collective investment vehicles and allowing funds to offer different fee and commission 
structures to different kinds of investors. Historically, Mexican corporate governance 
practices have exhibited serious shortcomings in the areas of conflicts of interest, director 
responsibilities, and shareholder rights, which led to a perception of extensive insider 
dealing. 39 The 2001 reform addressed many of these issues, improving minority 
shareholders protection by reducing the ownership required to appoint a statutory auditor 
to ten percent and allowing private shareholders holding 15 percent of equity to file 

36 See Sidaoui (2002) for a description of the role of the central bank in the development of the Mexican 
government bond market. 
37 Note that this data do not include bonds issued by the deposit insurance agency (lnstituto para la 
Protecci6n al AhoITo Bancario, IPAB), which amount to about 4 percent of GDP. The IPAB has been 
issuing floating rate bonds with government guarantees to finance its operations and the costs of the 1994-
1995 banking crisis, increasing the variety of securities available to investors. 
38 Most of the volume traded on MEXDER coITesponds to future contracts for the 28-day interbank 
equilibrium interest rate (THE). 
39 See World Bank (2003c) for an assessment of corporate governance practices in Mexico and Capaul 
(2003) for a comparison of corporate governance in Mexico with other Latin American countries. 
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derivate suits, irrespective of voting rights. Non-voting shares were limited to a 
maximum of 25 percent of the public float of a company.40 

The corporate bond market, although still small, has experienced significant growth 
in recent years. Peso denominated corporate debt issuance reached four billion U.S. 
dollars in 2002, up from 593 million in 1999, and in the first ten months of 2003 new 
issues totaled about 6.5 billion U.S. dollars. The total amount outstanding of private 
sector bonds reached 3.1 percent of GDP in 2002, compared to 1.3 percent in 1991. This 
growth was accompanied by a lengthening of maturities, with a growing number of 
companies issuing fixed rate debt in pesos with a maturity of more than three years. 

Despite the significant growth in recent years, Mexico's private securities markets 
are still relatively underdeveloped and present many of the shortcomings of other capital 
markets in the region. Market access is confined to a few high grade issuers and 
secondary market liquidity is limited. Institutional investors, notably pension funds, 
dominate the demand side and usually follow buy and hold investment strategies that 
hamper market liquidity. Pension fund holdings are concentrated in government debt.41 

Currently, pension funds can only invest in debt securities and have strict rating 
restrictions as well, being allowed to invest only in securities rated AA and above. This 
has led to a high concentration of issues among highly rated securities and issuers, with 
almost 93 percent of total fixed-income issuance in the 2001-2003 period lying in the AA 
to AAA rating range. 

The stock market is characterized by high concentration and fragmentation, 
exacerbating illiquidity. Ownership of listed companies is highly concentrated and there 
is a limited free float. 42 Listed firms issue many different types of non-fungible shares in 
order to avoid dilution of corporate control, creating a high fragmentation of securities 
and increasing illiquidity .43 A significant migration of issuers and trading abroad has also 
reduced domestic market activity. In 2000, almost half of listed firms had a foreign 
listing or had raised capital abroad, and trading in foreign stock markets exceeded 

40 See Martinez and Werner (2002) for a more detailed account of the 2001 financial sector reforms. 
41 Investment regulations require pension funds to invest at least 51 percent of their assets in inflation
indexed securities. Until December 2001 only federal government and central bank securities were eligible 
for investment under this rule, creating an investment floor for government securities. However, pension 
funds holdings of government debt significantly exceed this floor, reaching about 83 percent of total asset 
at the end of 2002. 
42 La Porta et al. (1998) analyze shareholder concentration in the ten largest private non-financial firms in 
49 countries and find that Mexico has the second highest concentration of all countries surveyed (after 
Greece), with the top three shareholders holding 64 percent of ownership on average. Regarding free float, 
although there are many difficulties in estimating it accurately, government officials estimate it to be 
between 12 and 15 percent (World Bank 2003c). 
43 In 1989 regulatory changes were implemented to promote foreign investment without losing control to 
foreign investors, which led to the creation of dual shareholding structures According to Martinez and 
Werner (2002) shares with restricted voting rights represented 40 percent of market value and 45 percent of 
trading in the Mexican stock market. ~ 



DEVELOPMENTS IN CAPITAL MARKETS 25 

domestic trading. Trading activity in the public sector bond market has increased, mainly 
as a result of the introduction of primary dealers who have an obligation to make 
continuous bid-ask offers, but market depth is still reduced and liquidity remains 
concentrated in short-term securities. Most of the trading of government debt is carried 
out through the repo market. 44 The private sector bond market is characterized by high 
fragmentation which, by spreading liquidity too thin, tends to amplify price volatility (see 
World Bank 2002 for a more detailed description of the issues affecting liquidity in the 
Mexican securities markets). 

5. Participation of Latin America in International Capital Markets 

As described in Section 2, globalization has advanced over the last decades with 
increased cross-border capital flows, tighter links among financial markets, and greater 
commercial presence of foreign financial firms around the world. An important element 
of this globalization trend has been the internationalization of financial services, which 
has meant the use of international financial intermediaries by issuers and investors from 
emerging economies. Many firms from emerging markets now cross-list their shares in 
global markets.45 As part of this globalization process, Depositary Receipts (DRs) have 
become increasingly popular instruments.46 Trading in DRs in U.S. exchanges has 
expanded from 75 billion U.S. dollars in 1990 to 630 billion in 2003, and there are 
currently more than 1,850 sponsored ADR programs, issued by firms from 79 countries, 
compared to 352 programs in 1990. International bond markets have also grown 
significantly, from a total amount outstanding of 1.6 billion U.S. dollars in 1990 to 11.6 
billion in 2003. The participation of developing countries in these markets has increased 
exponentially in the last decade, from a total amount outstanding of less than 50 million 
U.S. dollars in 1990 to 660 million in 2003. 

Latin American firms and governments have actively parti~ipated in international 
equity and bond markets. This participation has been significant not only in terms of 
GDP, but also relative to domestic stock and bond markets activity. In fact, for many 
countries, share trading, equity capital raising, and bond issuance in international markets 
are higher than domestic securities market activity. Furthermore, the extent of 
internationalization of Latin American securities markets in most cases exceeds that of 
developed and East Asian countries. 

44 The volume traded in the repo market is about two and a half times the volume traded in the spot market 
for government debt. 
45 See the background paper for this study Claessens, Klingebiel, and Schmukler (2004a) for an analysis of 
the internationalization of stock markets and its determinants. 
46 There are different alternatives to cross-list domestic stocks in international financial markets. A very 
popular way to do so is through depositary receipts, called American Depositary Receipts (ADRs) or 
Global Depositary Receipts (GDRs). These are foreign currency denominated derivative instruments, 
issued by international banks like Bank of New York or Citibank, representing home securities held with a 
local custodian. DR programs grow or shrink depending on demand, since the issuance of DRs and the 
conversion back to the underlying shares only involve a small transaction cost. DRs trade in international 
markets. 



26 WHITHER LA TIN AMERICAN CAPITAL MARKETS? 

The participation of Latin American firms in international equity markets has 
usually taken the form of cross-listings in the U.S. market thorough ADRs. Compafiia de 
Telefonos de Chile (CTC), the national telecommunications company, was the first major 
Latin American firm to cross-list its shares on the NYSE on July 1990. This cross-listing 
was followed by the successful privatization of Telefonos de Mexico (Telmex) through a 
public offering that included an ADR tranche on May 1991. The investor response to 
these offerings demonstrated the existence of a significant demand for Latin American 
equities in foreign markets, 47 prompting most of the major firms in the region to look for 
a cross-listing in the U.S. market. Latin American firms represented more than 12 
percent of total value traded in the ADR market in 2003 and some regional firms, such as 
Telmex, Petrobras, and Cemex, are among the most actively traded. 

The activity of Latin American firms in international equity markets has grown 
"' exponentially during the last decade. The number of firms with international activity 

increased from only 11 firms in 1990 to 249 in 2000, representing 18.2 percent of total 
firms listed in domestic stock markets (see Figure 22).48 The market capitalization of 
firms with international activities increased from an average of 0.7 percent of GDP in 
1990 to 12.9 percent in 2000 (see Figure 23). Trading of Latin American firms in the 
international market has grown from less than 0.1 percent of GDP in 1990 to 5 .4 percent 
in 1996 and 5.7 percent in 2000 (see Figure 23). Capital raised abroad has also increased 
significantly although it has been less stable and foreign equity financing has usually 
dried up in crisis periods. In terms of GDP, capital raised in foreign markets increased 
from less than 0.1 percent in 1990 to 0.6 percent in 1996, declining to 0.2 percent in 2000 
(see Figure 23). 

The participation of Latin American firms in international equity markets has been 
significant compared to that of firms from other regions. As Figure 22 shows, the share 
of listed firms with international activities is significantly higher in Latin America than in 
developing countries and East Asia. However, the market capitalization of international 
firms as a percentage of GDP is lower in Latin America than in other regions (see Figure 
23). This is explained by the fact that overall stock market capitalization in terms of 
GDP is significantly lower in Latin America, as described in the previous section. 
Trading of Latin American firms' shares in international markets is significantly higher in 
terms of GDP than that of firms from other regions, standing at 5.7 percent in 2000, 
compared to 2.5 percent for developing countries and 2.1 percent for East Asia (see 
Figure 23). 

For many countries in the region, international trading and capital raismg are 
significantly higher than domestic market activity. Figure 24 shows international activity 
relative to domestic activity. The market capitalization of international firms as a 

47 Note that investors in Latin American securities in foreign markets include not only foreign investors but 
also residents who have savings abroad. 
48 Companies with international activity are those identified as having at least one active depositary receipt 
program at any time in the year, or having raised capital in international markets in the current or previous 
years, or trading in the London Stock Exchange, New York Stock Exchange, or NASDAQ. 
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percentage of total domestic stock market capitalization in Latin America has increased 
from 3.5 percent in 1990 to 43.1 percent in 2000, and is higher than that of East Asian 
countries. Trading in international stock markets in 2000 exceeded domestic trading by 
more than 20 percent. This high degree of trading abroad in Latin America stands in 
contrast to developing and East Asian countries, where trading in international markets is 
almost negligible relative to domestic activity, standing at 3.4 percent of domestic trading 
in developed countries and 4.0 percent in East Asia in 2000. Equity capital raised abroad 
has also become very significant in Latin American countries, reaching 91. 9 percent of 
domestic capital raised in 2000, compared to 32.5 and 17 .1 percent in developed and East 
Asian countries, respectively. However, it is necessary to consider that capital raising 
abroad is highly dependent on international market conditions and has almost 
disappeared during crisis periods, standing at only six percent of domestic capital raised 
in 1995 and less than two percent in 1998. 

As mentioned above, the increasing internationalization of Latin American equity 
markets has been associated with a reduction in the number of domestic stock market 
listings and activity, raising significant questions regarding the sustainability of local 
markets.49 Internationalization may affect domestic stock market development adversely 
as a major share of market capitalization and trading migrates abroad, reducing the 
remaining companies' liquidity and ability to raise new funds. so Large scale 
internationalization may thus make it more difficult to sustain fully-fledged local stock 
markets.51 This might increase segmentation, since larger and well-known firms may be 
able to access international markets, but medium-sized firms might not be able to go 
abroad.52 If internationalization adversely affects domestic stock markets, these firms 
might see their access to capital reduced as domestic markets shrink. 

Latin American governments and firms have also participated very actively in 
international bond markets, with the total amount outstanding of international bonds from 
the region increasing from less than nine billion U.S. dollars in 1990 to almost 252 billion 
in 2001. 53 Around 63 percent of this amount outstanding corresponds to government 
bonds. In terms of GDP, the average amount outstanding of public sector bonds from 
Latin American countries in international markets has increased significantly, from 1.2 

49 Various publications have voiced concerns of markets becoming illiquid (e.g., Bovespa 1996, Financial 
Times 1998, Latin Finance 1999, The Economist 2000, and the Federation des Bourses de Valeurs 2000). 
5° For an analysis of the impact of internationalization on domestic stock markets see Moel (2001) and the 
background paper for this study, Levine and Schmukler (2004). 
51 See Claessens, Klingebiel, and Schmukler (2002) for more discussion on this issue. 
52 Given the fixed costs of going abroad, the need to meet a minimum size threshold, and information costs 
for investors, size might be an important factor for determining access to international equity markets. The 
empirical literature has found that larger firms, with higher growth opportunities, and a higher share of 
foreign sales are more likely access international markets (see Pagano, Roell, and Zechner 2002 and the 
background paper for this study, Claessens, Klingebiel, and Schmukler 2004b). 
53 It is necessary to take into account that this growth partly reflects an statistical classification: Brady 
bonds are not included in BIS statistics because they represent repackaged bank loans. As countries started 
to replace Brady bonds with global bonds, these bonds were included in the statistics. 
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percent in 1993 to 9.8 percent in 2001 (see Figure 25). Private sector bonds in 
international markets have also grown over this period, but their increase has been lower 
than that of government bonds (see Figure 25). 

The amount outstanding of international government bonds in Latin America is 
significantly higher in terms of GDP than in other regions, standing at 9.8 percent in 
2001, compared to 4.3 percent in G-7 countries and 3.8 percent in East Asia (see Figure 
25). The tendency of Latin American governments to borrow in foreign markets might 
be explained by the fact the in many cases foreign lending can be less expensive than 
domestic lending (or at least appear to be so) and that foreign markets offer longer 
maturities (see Figure 15).54 However, foreign issued bonds are usually denominated in 
foreign currency, exposing governments to exchange rate risk, as government revenues 
typically relate to domestic currency values. This mismatch increases the likelihood of 
financial crises and makes self-fulfilling runs possible (Jeanne 2000). The high level of 
government debt securities in international markets stands in contrast with the relatively 
low amount outstanding of private sector bonds. International private sector bonds in 
Latin American represented 4.4 percent of GDP in 2001, compared to 25.9 percent and 
10.8 percent in developed and East Asian countries, respectively (see Figure 25). 

Figure 26 shows the amounts outstanding of public and private sector bonds in 
international markets relative to the domestic market. A striking feature is the significant 
increase in the amount of international government bonds relative to domestic ones in 
Latin America, with the ratio reaching 89.6 percent in 2001, compared to 7.3 percent in 
developed countries and 17 .5 in East Asia. As mentioned above, this might be the result 
of international markets offering better terms and conditions than domestic ones. 
Another possible explanation is the relative underdevelopment of domestic bond markets, 
which might drive governments to issue debt abroad. This reliance on international 
markets increases the vulnerability of countries in the region to sudd.en reversals of 
capital flows and liquidity crises (Calvo 2003). Broner, Lorenzoni, and Schmukler 
(2004) find that supply side factors play an important role during emerging market crises: 
countries are less likely to issue bonds in international markets during crisis periods and 
the term premium increases significantly, prompting countries to borrow short-term. 

6. Final Remarks 

Global financial markets underwent significant changes during the last three 
decades. The global financial system expanded substantially since the early 1970s and 
boomed in particular during the 1990s. Financial intermediation through both financial 
institutions and securities markets expanded at a remarkable rate and the spectrum of 
financial services and instruments reached new dimensions. Latin America was not 
immune to these global developments and what happened in domestic capital markets 
was to a large extent a reaction to global forces linked to financial globalization and 
innovation. 

54 De la Tone and Schmukler (2004) argue that the use of a foreign jwisdiction is a risk coping mechanism 
that allows investors to access a better legal framework to enforce or renegotiate claims in the event of 
default. 
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This chapter tries to provide a better understanding of the current state of 
development of Latin American domestic capital markets in light of the recent wave of 
financial globalization. After documenting the developments in international financial 
markets and the increasing globalization process, we describe how developing countries, 
and in particular Latin America, responded to these worldwide changes. Policymakers 
throughout the region pursued an extensive reform agenda in an effort to attract capital 
flows and emulate the role that capital markets have played in industrialized countries for 
economic development. 

An analysis of the evolution of capital markets in Latin America in the last decade 
shows that the high expectations generated by the reforms have not been met. Although 
domestic securities markets in the region grew substantially over the last decade, regional 
developments are dwarfed by outcomes in both industrial and East Asian countries. A 
closer look reveals an even more disheartening picture. Latin American capital markets 
continue to be dominated by banks and are characterized by high rates of dollarization, 
short-termism, and illiquidity. While bond markets have achieved a significant increase 
in volume, most of it is accounted for by government paper. Private sector bond markets 
and stock markets show a high degree of concentration in both supply and demand and 
lack adequate liquidity. 

As mentioned in Chapter 1, an analysis of the performance of capital markets 
would nowadays be incomplete without taking into account the recent trends in financial 
globalization, specially the increased participation of governments and firms in 
international capital markets. Therefore, we also analyze the participation of Latin 
American countries in international securities markets. We find that Latin American 
firms and governments have actively participated in international equity and bond 
markets and that their participation has been very significant, both r~lative to GDP and to 
domestic securities markets activity. Furthermore, the extent of internationalization of 
Latin American capital markets in most cases exceeds that of developed and East Asian 
countries. 

The poor state of development of capital markets in Latin America and their high 
degree of internationalization raise several questions that are relevant for the reform 
agenda going forward. Is the development of securities markets in Latin American 
countries what it should be, given their economic fundamentals? Is the poor state of 
development of securities markets in the region the consequence of lack of reforms 
relative to other regions? Have reforms had the expected impact on domestic capital 
markets? Is the high degree of internationalization a result of the economic fundamentals 
of Latin American countries? How has internationalization affected domestic securities 
markets? All these questions will be explored in detail in the next chapters. 
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Appendix 1: When Mark to Market Becomes Mark to Model 

The idea of "valuing" a firm or a portfolio originated with accounting. In simple 
accounting models of value, the value of a firm is measured using the book value of all 
assets and liabilities. It is widely recognized that the book value is a crude measure when 
the "fair value" of every asset changes over time. The purchasing price of an asset 
becomes a historical detail of little importance given inflation and asset price volatility. 
In modem economics it has been realized that the best measure of value is the price in a 
liquid, transparent market. 

Over the last decade, the idea of marking to market, i.e. the use of secondary 
market prices as a measure of value, has become common practice. However, for mark 
to market to be the best estimator of value, liquid and transparent markets are essential. 
If markets are illiquid, or if market prices are not accurate I y observed, then observed 
market prices may be poor estimators of value. Marking to market of illiquid assets 
presents a real challenge for authorities in emerging markets, where illiquidity is 
widespread. To recover a "fair value" in the absence of frequently traded prices, 
authorities in emerging markets are increasingly relying on model-based valuation 
techniques.55 Mark to model techniques, depending on the instrument, are based on 
matrix pricing, valuation models, formula-based pricing, as well as analogy to reliable 
quotations of similar instruments. Model-based valuation is not without shortcomings. 
Depending on the availability of reliable, relevant data, the significance of assumptions 
made, and the complexity and subjectivity of the overall valuation process, illiquid 
investments can be subject to varying degrees of risk of material misstatement of value. 

The Mexican experience in developing a methodology for the valuation of 
securities is instructive (see Glaessner 2003). At first the authorities promulgated 
regulations prescribing how valuation and marking to market was to be ~arried, but failed 
to specify a well defined framework. This resulted in confusion and uncertainty. As a 
remedy, authorities established a high level Te~hnical Committee including specialists 
from the markets, regulatory agencies, the Central Bank, and other government agencies. 
In addition, special subcommittees were established to investigate specific issues such as 
the sources of information that would be used, how to assess the integrity of transaction 
prices, etc. As a control instance, CNB V was empowered to exclude certain transaction 
data to correct for price manipulation. 

At first, model-based valuation was applied to the more liquid securities and then 
extended to less liquid securities. Over time, this approach has led to a widely accepted 
valuation convention and the gradual establishment of private independent price vendors, 
which are bound by strict standards. 

~ 

55 Mark to model valuation methods have been pioneered in mature markets for the pricing of derivatives. 
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Appendix 2: Brazil's Paradox: Liquid Derivatives Markets With Illiquid Cash 
Markets 

Brazil's financial system - mainly composed of bank-centered financial 
conglomerates - is one of the largest among emerging markets in terms of assets, but is 
relatively shallow in terms of providing finance to the private sector.56 Brazilian 
securities markets - which do not constitute a significant alternative to bank finance -
feature a predominance of government paper and greater liquidity in repo and derivatives 
markets compared to cash markets. Domestic securities markets play only a limited role 
in mobilizing resources for the private sector, despite high bank intermediation spreads. 
Markets for equity and private debt securities are dwarfed by the market for government 
debt. Equity markets capitalization, at around 27 percent of GDP at end 2002, is high 
compared to most Latin American countries, but somewhat small relative to the stock of 
Brazilian government domestic debt (about 38 percent at end 2002). The stock of private 
sector debt securities represents only nine percent of GDP. Government debt accounts 
for 76 percent of all assets held by mutual funds. Regarding liquidity, largely owing to a 
history of tax arbitrage, Brazil displays the unusual characteristic that repo and 
derivatives markets are far more liquid than cash markets. In fact, as mentioned in this 
chapter, the Futures and Commodities Markets (BM&F) is among the most active 
exchanges for short-term interest rate and foreign exchange futures in the world. The 
most liquid financial market in Brazil is the repo market (where government debt paper is 
virtually the sole underlying security), accounting for more than 60 percent of average 
daily value traded in all markets, followed by derivatives markets, which represent about 
20 percent (see table below). 

Securities markets liquidity in Brazil has been adversely affected by taxation, 
fragmentation, concentration, low free float, and continued migration of large issuers to 
international markets. The debit tax (CPMF) was a major factor undermining liquidity in 
securities transactions in the secondary cash market. This tax applied to almost all cash 
financial transactions (in mid-2002 stock exchange operations were exempted), but not to 
repurchase agreements and derivatives if they were traded or registered on the BM&F. 
This tax also created larger holdings of cash by companies than those necessary for 
normal operations, hampering liquidity in securities markets. Repos, futures, and swaps 
also received a more favorable treatment than fixed income securities for income and 
capital gains taxation until very recently. Liquidity is also hampered by a high degree of 
fragmentation, i.e. a large variety of non-standardized securities, particularly in the equity 
and corporate debenture markets. Liquidity is further handicapped by a high 
concentration of corporate ownership and a low free float of shares. The ten most active 
companies represent more than 55 percent of the total trading volume, and the 20 most 
active companies over 80 percent. The free float is small and practically all traded shares 
are nonvoting shares. The supply of voting shares is extremely low and most voting 
shares are not actively traded. Moreover, as Brazil's markets increasingly integrate 
internationally, through cross-listings and increased debt issuance abroad, the migration 

56 Total assets of the financial system (including banks, non-banks intermediaries, mutual and pension 
funds) at end 2001 were in excess of 100 percent of GDP (over 160 percent on a gross basis). 
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of larger issuers to foreign markets has intensified, with a growing number of delistings 
from the domestic stock market. 57 Although this trend is not uncommon in other Latin 
American countries, it has eroded liquidity in local markets, particularly given the dearth 
of companies to "go public". 

Trading in Brazilian Securities Markets 
(Average Daily Value Traded by Type of Market) 

Mamet Billion U.S. Dollars Percent of Total 

Selic: Govenunent Securities 
Repos 
Secondary Market (for delivery) 

BM&F: Derivatives 
BM&F DI Futures * 
BM&F Swaps 

!BOVESPA Futures 

CETIP: All Privately Issued Securities 
Repos with Private Securities 
Swaps Registered with CETIP 
CDis 
CDBs 
Debentures 

Oearing de Cambio & .s~SBacen: Dollar Spot 
BOVESPA: Equities 
Sisbex 

Total 

Daily average value traded in December 2001 ~ss indicated 
*Daily average valte traded in May 2002 

Source: Glaessner (2003) 

75.2 68.6% 

64.1 58.5% 

10.3 9.4% 

21.1 19.2% 
10.5 9.6% 

0.4 0.4% 

0.4 0.3% 

11.0 10.0% 

4.8 4.4% 

1.0 0.9% 

2.2 2.0% 

0.1 0.1% 

0.1 0.1% 

2.0 1.8% 

0.3 0.3% 

0.1 0.1% 

109.6 100.0% 

57 In 2001, 52 companies went private, reducing the number of listed companies by 31. Delistings include 
not only firms going abroad but also Brazilian firms acquired by foreign multinationals, which often prefer 
to be listed in their home markets. 
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Figure 1 
Capital Markets Development in Developed Countries 

This figure shows the evolution of bank credit to the private sector plus stock market capitalization and the amount 
outstanding of private sector bonds over GDP in selected developed countries. The data include the amount 
outstanding of private sector bonds from 1993 onwards. 
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Figure 2 
Stock Market Development in Developed Countries 

This figure shows the evolution of stock market capitalization over GDP in selected developed countries. 
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Figure 3 
Bond Market Development in Developed Countries 

This figure shows the evolution of the amount outstanding of domestic and international private sector bonds over 
GDP in selected developed countries. 
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Figure 4 
Stock Market Capitalization in Financial Centers 

This figure shows the stock market capitalization of the main financial centers compared to the rest of the world. 
Figures are in billion U.S. dollars. 
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Figure 5 
Capital Flows to Developing Countries 

This figure shows the evolution of private capital flows and official capital flows to developing countries. Private 
capital flows are dissagregated into foreign direct investment. portfolio bond flows. portfolio equity flows. and bank 
and tntde related flows. All variables are deflated using the U.S. GDP deflator; the base year is 1995. 
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Figure 6 
Financial Liberalization 

The liberalization index is calculated as the simple average of three indices (liberalization of the capital account, 
domestic financial sector, and stock market) that range between l and 3, where l means no liberalization and 3 
means full liberalization. These data are then aggregated as the simple average between·countries of each region. 
G-7 is the average of Canada, France, Germany, Italy, Japan, United Kingdom, and United States. Latin America 
is the average of Argentina, BrdZil, Chile, Colombia, Mexico, Peru, and Venezuela. Asia is the average of Hong 
Kong, Indonesia, Korea, Malaysia, Philippines, Taiwan, and Thailand. Europe is the average of Denmark, 
Finland, Ireland, Norway, Portugal, Spain, and Sweden. Figures correspond to annual averages calculated from 
monthly data. 

More 3.0 

liberalization 

Less 
liberalization 

2.5 

2.0 

1.5 

1.0 

Financial Liberalization Index 

', 

0.5+--r---.---..--.-~-..---..---,..--.--...---.-~--.-~--,--.-~-..---..---,..--.--...---r---~--.---.----,-----.-~-. 

1973 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 

-G-7 -Latin America --Asia - -Europe 

Source: Kaminsky and Sctunukler (2003) 



Figure 7 
Privatization in Latin America 

This figure shows the cumulative amount raised by privatizations in Latin American countries. The figures are in 
billion U.S. dollars. 

Cumulative Amount Raised through Privatizations 

160 

140 

120 

100 

80 

60 

40 

20 

1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 

Source: World Bank 



Figures 
Pension System Privatization in Latin America 

This figure shows the assets held by mandatory pension funds in Latin America over GDP. 
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Figure 9 
Securities Markets Reforms in Latin America 

This figure shows the cumulative percentage of Latin American countries having implemented specfic capital 
markets reforms at different points in time. 
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Figure 10 
Institutional Reforms in Latin America 

This figure shows the evolution of the law and order index. The data are averages for Argentina, Brazil, Chile, 
Colombia, Ecuador, Mexico, and Peru. The law and order index is a qualitative variable that ranges from zero to six, 
where higher values represent higher levels of law and order. Law and order are evaluated separately, whith each 
subcomponent comprising zero to three points. The law subcomponent is an assesment of the strenght and 
impartiality of the legal system, while the order subcomponent is an assesment of popular observance of the law. 
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Figure 11 
Capital Market Development in Latin America 

This figure shows domestic market capitalization over GDP, value traded domestically over GDP, the amount 
outstanding of private sector domestic bonds over GDP, and the amount outstanding of public sector domestic bonds 
over GDP in Latin American countries. The data on stock market development are averages for Argentina, Brazil, 
Chile, Colombia, Mexico, Peru, and Venezuela. The data on bond market development are averages for Argentina. 
Brazil, Chile, Mexico, and Peru. 

Stock Market Development 
35% 

32.4% 

30% 

25% 

20% 

15% 

10% 
7.3% 

5% 

0% ....__ _ _ 

Stock Market Capitalization/GDP Value Traded/GDP 

• 1990 D 1995 •2002 

Bond Market Development 
20% 

17.3% 
18% 

15% 

13% 
10.7% 

10% 

8% 

5% 

3% 

0% -+----

Amount Outstanding of Private Sector Domestic 
Bonds/GDP 

Amount Outstanding of Public Sector Domestic 
Bonds/GDP 

• 1993 01995 •2002 

Source: BIS, S&P Emerging Markets Database, World Bank 



Figure 12 
Stock Market Development 

This figure shows the evolution of domestic stock market capitalization over GDP and value traded domestically over 
GDP. The series are averages across countries. The data for G-7 countries are averages for Canada, France, Germany, 
Italy, Japan, United Kingdom, and United States. The data for East Asian countries are averages for Hong Kong, 
bldonesia, Korea, Malaysia, Philippines, Taiwan, and Thailand. The data for Latin American countries are averages for 
Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela. 
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Figure 13 
Bond Market Development 

This figure shows the evolution of the amounts outstanding of public and private sector bonds in domestic markets over 
GDP. The series are averages across countries. The data for G-7 countries are averages for Canada, France, Germany, 
Italy, Japan, United Kingdom, and United States. The data for East Asian countries are averages for Hong Kong, Korea, 
Malaysia, Taiwan, and Thailand. The data for Latin American countries are averages for Argentina, Brazil, Chile, 
Mexico, and Peru. 
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Figure 14 
Financial Sector Development 

This figure shows the evolution of credit to the private sector by deposit money banks and other financial institutions 
over GOP. The series are averages across countries. The data for G-7 countries are averages for Canada, France, 
Germany, Italy, Japan, United Kingdom, and United States. The data for East Asian countries are averages for 
Indonesia, Korea, Malaysia, Philippines, and Thailand. The data for Latin American countries are averages for 
Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela 
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Figure 15 
Bond Maturities in Latin America by Jurisdiction 

This figure shows the average maturity (weighted by the amount issued) of corporate and sovereign bonds 
denominated in dollars issued by Argentina, Peru, and Uruguay in international and domestic markets. Bonds of 
maturity shorter than one year are excluded from the sample. Bonds issued during different time periods are displayed 
due to limitations in data availability. 
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Figure 16 
Trading in Futures Exchanges 

This figure shows the uumer of short-term inten~~t rate and exchange rate futures contracts traded in the main futures 
exchanges in the world during 2003. Note that the size of contracts may diffa- among exchanges. 
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Figure 17 
Stock Market Concentration 

This figure shows the share of total stock market value traded represented by the top ten firms in each market in 
2000. 
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Figure 18 
Stock Market Delistings 

This figure shows the number of listed firms in domestic stock markets in selected countries in Latin 
america, South East Asia, and Eastern Europe. The figures are year-end values. For 2003, data are as 
of November. Data for 1990 for Hungary and Poland correspond to 1991. Data for 1995 for Russia, 
Slovak Republic, and Slovenia correspond to 1996. 
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Figure 19 
Pension Fund Investment Portfolio 

This figure shows the composition of the investment portfolio of mandatory pension funds in Latin 
America on December 2002. 
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Figure 20 
Domestic Capital Markets Development 

This figure shows domestic stock market capitalization over GDP, amount outstanding of private sector domestic 
bonds over GDP, and amount outstanding of public sector domestic bonds over GDP at year-end 2002 for selected 
countries. 
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Figure 21 
Bond Issuance by Chilean Firms 

This figure shows the amount issued by Chilean firms in domestic and international bond markets. The data are in 
million U.S. dollars. 
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Figure 22 
Internationalization of Stock Markets 

This figure shows the number of international firms over the number of films listed in the domestic stock market. The 
series are averages across countries. The data for G-7 countries are averages for Canada, France, Germany, Italy, and 
Japan. United Kingdom and United States are not included because they are considered international financial 
centers. The data for East Asian countries are averages for Hong Kong, Indonesia, Korea, Malaysia, Philippines, 
Taiwan, and Thailand. The data for Latin American countries are averages for Argentina, Brazil, Chile, Colombia, 
Mexico, Peru, and Venezuela. International firms are those identified as having at least one active depositary receipt 
program at any time in the year, or having raised capital in international markets in the current or previous years, or 
trading in the London Stock Exchange, New York Stock Exchange, or NASDAQ. 
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Figure23 
Internationalization of Stock Markets Relative to GDP 

This figure shows market capitalization of international firms over GDP, value traded abroad over GDP, and 
capital raised abroad over GDP. The series are averages across countries. The data for G-7 countries are averages 
for Canada, France, Germany, Italy, and Japan. United Kingdom and United States are not included because they 
are considered international financial centers. The data for East Asian countries are averages for Hong Kong, 
Indonesia, Korea, Malaysia, Philippines, Taiwan, and Thailand. The data for Latin American countries are 
averages for Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela. International firms are those 
identified as having at least one active depositary receipt program at any time in the year, or having raised capital 
in international markets in the current or previous years, or trading in the London Stock Exchange (LSE), New 
York Stock Exchange (NYSE), or NASDAQ. 
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Figure 24 
Internationalization of Stock Markets Relative to Domestic Activity 

This figure shows market capitalization of international firms over total market capitalization, value traded 
abroad over value traded domestically, and capital raised abroad over capital raised domestically. The series are 
averages across countries. The data for G-7 countries are averages for Canada, France, Germany, Italy, and Japan. 
United Kingdom and United States are not included because they are considered international financial centers. 
The data for East Asian countries are averages for Hong Kong, hldonesia, Korea, Malaysia, Philippines, Taiwan, 
and Thailand. The data for Latin American countries are averages for Argentina, Brazil, Chile, Colombia, 
Mexico, Peru, and Venezuela. International firms are those identified as having at least one active depositary 
receipt program at any time in the year, or having raised capital in international markets in the current or previous 
years, or trading in the London Stock Exchange (LSE), New York Stock Exchange (NYSE), or NASDAQ. 
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Figure 25 
Internationalization of Bond Markets Relative to GDP 

This figure shows the amounts out.standing of public and private sector bonds in international markets over GDP. The 
series are averages across countries. The data for G-7 countries are averages for Canada, France, Germany, Italy, and 
Japan. United Kingdom and United States are not included because they are considered international financial centers. 
The data for East Asian countries are averages for Hong Kong, Indonesia, Korea, Malaysia, Philippines, Taiwan, and 
Thailand. The data for Latin American countries are averages for Argentina, Brazil, Chile, Colombia, Mexico, Peru, 
and Venezuela. 
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Figure 26 
Internationalization of Bond Markets Relative to Domestic Activity 

This figure shows the amow1t outstanding of public sector international bonds over public sector domestic bonds and 
the amowit outstanding of private sector international bonds over private sector domestic bonds . The series are 
averages across countries. The data for G-7 countries are averages for Canada, France, Germany, Italy, and Japan. 
United Kingdom and United States are not include.d because they are considere.d international financial centers. The 
data for East Asian cow1tries are averages for Hong Kong, Korea, Malaysia, Philippines, Taiwan, and Thailand. The 
data for Latin American countries are averages for Argentina, Brazil, Chile, Mexico, and Peru. 
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Chapter 3 

. Factors Behind the Development of Capital Markets 

1. Introduction 

Capital markets have grown considerably in developed and developing economies 
over the last two decades, though with high heterogeneity across regions and countries, as 
described in Chapter 2. Financial globalization, as shown in Chapter 2 as well, has also 
advanced in the last 20 years with increased cross-border capital flows, tighter links 
among financial markets, and exchange activities increasingly taking place abroad. In 
this chapter, we use formal regression techniques to investigate which are the factors 
behind the processes of domestic capital market development and internationalization of 
exchange activities.1 By examining formal evidence, we also try to better understand the 
state of development of capital markets in Latin America. 

We study two types of factors behind the development of capital markets. First, we 
analyze the role of macroeconomic and institutional factors, such as monetary stability 
and economic gi,-pwth. How do economic fundamentals affect capital market 
development? We address this question with stock and bond markets data for a large 
panel of countries and years. For the stock market, we compare how economic 
fundamentals influence both the development of domestic stock markets and the 
internationalization of stock market activities (listing, capital raising, and trading abroad). 
Moreover, we study how the internationalization of firms affects the trading activity and 
liquidity of the local markets they leave behind. For the bond market, we investigate the 
currency and maturity structure of government bonds. We study how institutional factors 
affect the size and currency composition of government bond markets. We also explain 
why emerging markets tend to borrow short term even though this type of debt increases 
their exposure to liquidity crises. 

Second, we study the specific role of reforms. In Chapter 2, we showed that over 
the last two decades many developing countries undertook extensive reforms to 
encourage capital market development. This chapter examines how these reforms 
influenced the development of domestic stock markets as well as the internationalization 
of stock exchange activities. The motivation for this analysis comes from the idea that 
reforms will help in the development of domestic capital markets, and that capital 
markets in some countries have not developed because of the lack or insufficient degree 
of reforms. This type of study is complementary to the analysis of economic 
fundamentals described above, as it is possible that those results are driven by cross-

1 The term internationalization refers to the use of international financial intermediaries located outside the 
home country. An important component of t~s internationalization trend has been the cross-listing of 
shares in global markets through depositary:'receipts. Governments and firms have also participated very 
actively in international bond markets. 
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country differences and not by the evolution of these variables over time. 
Macroeconomic and institutional factors within a country might not change over time, 
thus being difficult for policymakers to alter the initial conditions. Also, it is possible 

the institutional data availab e across countrit"..s are too general and not very relevant 
fo£ capital ID.m:ket development~ The analysis of reforms will tackle these two potential 
problems. 

Fmally, based on the evidence on economic fundamentals and refonns, we further 
study the state of development of capital markets in Latin America. Why have Latin 
American capital marlrets grown less than expected? How well have they performed 
compared to other developing economies? Is there a shortfall between the extent of 
reform in Latin countries and the actual outcomes? Or is the state of development of 

uilies markets in Latin America what it should be, given the economic fundamentals 
and extent of refonns? 1bese questions have important implications for the policy and 
refonn agenda To shed light on these issues, we study how macroeconomic and 
instimtional factors and reforms influence the development of capital markets in Latin 
America vis-a-vis other countries. 

This chapter is organized as follows. We study how the development of capital 
markets is affected by economic fundamentals in Section 2 and by specific reforms in 
Section 3. We evaluate the state of development of Latin American capital markets in 
Section 4. We present some concluding remarks in Section 5. 

2. The Role of Macmeconomic and Imtitutional Factors 

We begin by shidymg the determinants of capital market development. First, we 
investigate the factOIS behind the development and internationalization of stock markets. 
Second, e examine how the internationalization of finns affects domestic stock market 
activity. Third, we investigate the determinants of the size and currency composition of 
govemnent bond markets. Fourth, we analyze the maturity structure of government 
bonds in euuging markets. 1bese studies are summaries of the background papers by 
Claessens,, Klingebiel, and Schmulder (2004a), Levine and Schmo.Ider (2004), Claessens, 
Klingebiel, and Scbmokler (2004b ), and Broner, Lorenzoni> and Schmukler (2004 ), 
respectivdy. 

2..1 S Market Development and Internationalization 

1bis section addresses two main questions: (i) What are the macroeconomic and 
institutional factors that drive the development of local stock markets? and (ii) How do 
these fundamentals affect the internationalization process? In other words, if by 
improving the macroeconomic and institutional environment domestic capital markets 
develop, are then international markets used less or more by domestic issuers? 

As mentioned in the literature review of Chapter t at least two possible views exist 
on how economic fundamentals may influence domestic stock market development and 
intematiooalizarion. One view is that better institutional ~d macroeconomic 
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environments spur more developed domestic stock markets, and therefore reduce the 
need and desire to use international markets. The first part of this view is 
uncontroversial, as much evidence exists on the positive link between fundamentals and 
financial market development.2 The second part is behind a number of recent papers on 
internationalization, but has longer been an international finance research topic. 
According to this view, poor domestic environments prompt firms and investors to use 
international markets more intensively. A poor domestic environment has long been 
considered one of the main reasons for capital flight and greater use by domestic 
residents of all types of financial services offered intemationally.3 It also applies to the 
services offered by stock markets, where firms may want to escape a poor domestic 
system with weak institutions.4 A specific set of recent papers investigates the "bonding" 
argument, where international markets are considered more attractive to firms from poor 
institutional environments since they offer better protection to investors.5 As a 
consequence, according to this view, poor domestic environments lead to worse domestic 
market development, but greater use of international markets. Conversely, improvements 
in fundamentals help develop domestic markets, but reduce activity abroad. Implicit in 
this view is the assumption that firms, even from poor domestic environments, can 
choose to go international and will want to internationalize, even more if they are located 
in a country with a poor institutional environment and weak capital markets. 

A second view is based on the fact that a better domestic environment increases the 
attractiveness of assets to investors. Markets in general will offer larger amounts of 
external financing, higher liquidity, and lower cost of capital when a firm's host country 
fundamentals improve. Under this view, macroeconomic and institutional factors 
determine the relative willingness of domestic and international investors to supply 

2 The foundations of financial markets and the relation of financial market development with 
macroeconomic vruiables, financial reform, and other country factors have been extensively documented 
(see Levine 1997 for an earlier review, Levine 2004 updates and extends). The general finding is that 
financial markets tend to develop as income per capita grows, financial reform progresses, and institutional 
environment improves. 
3 The literature on the dete1minants of capital flight (for example, Collier, Hoeffler, and Pattillo 2001, 
Schineller 1997, and Sheets 1996) has found that residents decide to invest their wealth abroad due to an 
adverse domestic investment climate, including macroeconomic instability and weak institutions. 
4 Kru·olyi (2004), for example, argues that the growth of American depositary receipts (ADRs) programs 
from emerging economies is the result of poorly functioning stock markets, resulting from economic, 
political, legal, or other institutional forces that create incentives for firms to leave. 
5 The literature on bonding has expanded in recent years (see Benos and Weisbach 2004 for a review). 
Perhaps, one of the first articles in this literature is Coffee (1999), which argues that cross-listing in an 
exchange with better investor protection is a form of bonding, creating a credible and binding commitment 
by the issuer to protect the interests of minority shru·eholders. Reese and Weisbach (2002) find that after 
cross listing in the U.S., firms that come from countries with a weaker corporate governance framework are 
more likely to issue consecutively equity at home, since cross-listing improves investor protection for all 
shareholders, including those outside the U.S. There are, however, skeptics of the bonding view. For 
example, Licht (2003) and Siegel (2004) argue that the host regulators typically provide only limited 
protection against minority rights abuses by controlling shareholders in the fnm' s home country, and thus 
that the value from bonding is limited. More generally, many argue that the scope for "functional 
convergence" of corporate governance across countries is limited. 
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financing to firms.6 Investors in international markets may, however, reward a better 
environment more than investors in domestic markets do.7 Provided that there is access 
to international markets, better fundamentals will, under this view, lead to more (not less) 
use of international capital markets. Furthermore, with liquidity agglomerating in one 
market, a process of improved fundamentals and increased internationalization may have 
negative spillover effects on domestic markets, providing international markets an even 
greater advantage (see next section for an analysis of the impact of internationalization on 
domestic markets). This view is therefore different from the first view. Under the first 
view, any firm regardless of its domestic institutional environment can choose to go 
abroad and in doing so can escape the poor domestic environment. Under the second 
view, firms from good institutional environments have the ability to go abroad as the 
suppliers of capital grant them access to international markets at attractive terms. 

There are thus arguments for both a positive and a negative impact on 
internationalization of an improvement in those fundamentals that help develop local 
markets. Empirical tests can help disentangle which view is best supported by the data. 
Doing so requires a formal analysis of the determinants of both stock market 
development and internationalization. Claessens, Klingebiel, and Schrnukler (2004a) do 
this for a large panel data, comprising 82 countries around the globe and using a long 
time series, from 1975 up to 2000. They analyze the factors driving domestic stock 
market development and internationalization, using for both three indicators: market 
capitalization, trading activity, and capital raising. They also use these indicators to 
analyze the ratio of activity in international markets to domestic activity, estimating 
whether the internationalization process is more, less, or equally sensitive to economic 
fundamentals than the domestic stock market development process. 

The explanatory variables used in the estimations include several factors found to 
be important in the literature on stock market development. First, since ~ore developed 
countries tend to have deeper markets (see La Porta et al. 1997, La Porta, Lopez-de
Silanes and Shleifer 2004, Levine 1999, and Rajan and Zingales 2003), gross domestic 
product (GDP) per capita is used as a measure of countries' overall economic 
development. Moreover, as the legal and institutional environments have been found to 
matter for financial development (see Beck, Demirguc-Kunt, and Levine 2003, Beck et 
al. 2001, La Porta et al. 1997, 1998, 2000, and Pistor, Raiser, and Gelfer 2000), a law and 

6 There are many papers that claim that the supply side of funds, exogenous to each firm, is important to 
understand access to external financing. For example, Ritter (1984) draws attention to the "hot and cold" 
initial public offe1ings markets. Henderson, Jegadeesh, and W eisbach (2004) highlight the timing of 
domestic as well as international equity issuance with respect to stock markets returns. The international 
finance literature has also emphasized the important role of supply. Calvo, Leiderman, and Reinhart (1993, 
1994) and Fernandez-Arias (1996) draw attention to the role of international interest rates in affecting the 
supply of financing to emerging markets. Edison and Warnock (2003a) also argue that global factors are 
important for capital flows to emerging markets. More recently, numerous papers on "sudden stops" (for 
example, Calvo 2003) have argued that the supply of international capital is largely exogenous at the 
country level. 
7 For a review of reasons why international markets may offer specific advantages, see Pagano, Roell, and 
Zechner (2002). For example, international markets may offer the ability to tap into new investor bases. 
Indeed, Foerster and Karolyi (1999) and Miller (1999) find that broadening investor bases can motivate 
foreign stock listings in the U.S. 
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order index, as reported by the International Country Risk Guide service, and an index of 
the strength of shareholders rights, as developed by La Porta et al. (1998) and Pistor, 
Raiser, and Gelfer (2000), are included. 8 The regressions also use two indicators of 
macroeconomic soundness, the inflation rate over the year and the level of government 
deficit over GDP, given that a better macroeconomic environment promotes financial 
markets (see Bencivenga and Smith 1992, Boyd, Levine, and Smith 2001, and Huybens 
and Smith 1999). Finally, the estimations control for the extent of financial openness and 
liberalization as that has been found to affect local stock market development (see 
Bekaert and Harvey 2000, 2003, Edison and Warnock 2003b, Hargis 1998, Henry 2000, 
Kaminsky and Schmukler 2003, Kim and Singal 2000, and Levine and Zervos 1998a). 
Furthermore, an open capital account is a prerequisite for firms to access international 
markets and for international investors to access local markets. The regressions use 
measures of capital account and stock market liberalization, and the relative size of 
capital flows as proxies for openness and liberalization. All the explanatory variables are 
described in more detail in Appendix Table 1, along with the dependent variables. 

Regarding the estimation techniques, least squares estimators with random effects 
are used for the regressions on domestic market development. For the regressions on 
internationalization of stock markets, random effects Tobit models are estimated, 
calculated with a semi-parametric estimator. The difference in techniques is motivated 
by the different nature of the data on domestic activity and internationalization. There 
are data on market capitalization, value traded, and capital raised for the domestic activity 
of most countries analyzed; otherwise there are missing observations. In this case, linear 
estimations can yield consistent and efficient results. For the variables related to the 
internationalization of stock markets, there are either positive values or observations with 
zeros. These zeros are informative because they mean that the data are censored at that 
point. Tobit models account for this feature of the data and yield consistent estimates. 
Random effects models take into consideration the possible lack of homoscedasticity in 
the data, estimating different variances across countries.9

•
10 

• 

8 The shareholders rights index is used only in a few specifications, given that it reduces significantly the 
number of observations. 
9 As an alternative, these regressions were also estimated with fixed effects (though the results are not 
reported in the tables). In most cases, the signs and significance of the coefficients do not vary across 
model specifications, and in economic terms similar conclusions can be obtained from both estimators. 
10 Two further methodological points are worth discussing. First, while the variables used are expected to 
be exogenous to the different measures of stock market development and internationalization, the one 
variable that might be endogenous is capital flows (given that foreign investment tends to go to countries 
with more developed markets and more open to internationalization). Since good instruments are hard to 
obtain, this variable is used lagged one period. But to confirm that the results are not affected by the 
introduction of this variable, estimations without it are also reported. The coefficients on the other 
variables are unaffected by the use of the capital flows variable, which suggests that endogeneity is not 
affecting the results. The second point is that the inflation rate is entered linearly in the specifications. 
However, the theoretical literature on credit market frictions, finance, and growth suggests that several 
inflation thresholds may characterize the relation between inflation and financial sector conditions (Boyd 
and Smith 1998, Hyubens and Smith 1998, 1999). Boyd, Levine, and Smith (2001) confirm 
econometrically that higher levels of inflation produce smaller, less active, and less efficient bank and stock 
markets and highlight the nonlinear relation between inflation and financial sector performance. Therefore, 
as an alternative, non-linear effects of inflation on domestic stock market development were also explored. 
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Regression results for the domestic development variables, the foreign activity 
variables, and the ratio of international to domestic activity are presented in Tables 1, 2, 
and 3, respectively. The tables provide in the first column the results for the basic 
regression with GDP per capita, law and order, inflation, and capital account 
liberalization as the only four explanatory variables. The tables then report a regression 
with government deficit over GDP instead of inflation, since these two constitute 
alternative indicators of macroeconomic soundness. To keep the size of the tables 
manageable, one of the macro variables, government deficit to GDP, is used in the 
subsequent regressions. 11 In the third column, the tables report regressions with equity 
flows replacing the capital account liberalization dummy. In the last two columns, the 
estimations include two potentially relevant variables, which have a narrower coverage. 
These are shareholders rights and stock market liberalization, the latter as an alternative 
to capital account liberalization. 

The regression results for the ratio of market capitalization to GDP (Table 1, top 
panel) indicate that general stock market development is affected by the variables in the 
way already identified in the literature. In particular, GDP per capita, enforcement of 
laws (though not always statistically significant), and shareholders rights positively affect 
stock market capitalization, while government deficit impedes stock market development. 
In addition, more financial openness, measured by any of the three indicators, also 
positively affects stock market development. . Interestingly, both the law and order and 
the shareholders rights indexes are statistically significant when included together in the 
regression, suggesting that it might be the. combination of strong enforcement and good 
shareholders rights which helps stock market development. 

Similar results are found for the ratio of domestic value traded to GDP (Table 1, 
middle panel) and the ratio of capital raised domestically to GDP (Table 1, bottom panel). 
More developed countries have more trading activity. and . government deficit is 
statistically significant and negatively related to trading activity. Also, equity flows 
positively affect trading. 12 For capital raised, more developed countries also tend to see 
more capital raising, though the variable is not always significant. Perhaps surprisingly, 
law and order is statistically significant and negative in several specifications, what 
seems to be driven by a few countries (such as South Africa, Philippines, Indonesia, 
Thailand, and Malaysia) that have very high values of capital raised domestically over 
GDP and relatively low values of law and order. The shareholders rights index, however, 
is significant and positively associated with capital raised. Finally, equity flows and 
stock market liberalization are statistically significant and positively related with capital 
raised over GDP. 

Though not reported in the tables, the results suggest that non-linear effects might be important, although 
they do not affect the basic results presented here. 
11 This variable is chosen since inflation, without taking into account the nonlinear effects, is statistically 
insignificant in all the regressions explaining the domestic variables. 
12 Though not reported, the results are similar when considering the ratio of trading tc> market capitalization 
(turnover) instead of the ratio of trading to GDP. 
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A relevant question for many developing countries is whether their economies are 
large enough to sustain fully-fledged local exchanges.13 Size has been found to be very 
significant for the development of liquid, well-functioning markets. 14 Securities markets 
can gain efficiency by expanding their volume and number of participants through both 
supply- (economies of scale and scope) and demand-side effects (network externalities). 15 

Given that the theoretical and empirical literatures suggest a strong link between 
size and trading and liquidity, we estimated the regressions that include value traded, 
both in the domestic market and abroad, using GDP as a measure of the overall size of 
the economy instead of GDP per capita. 16 The results are presented in Table 4. The top 
panel shows the regression results for the ratio of value traded domestically to GDP. The 
overall size of the economy has a positive and significant impact on domestic trading, 
showing that larger economies are more likely to develop active stock markets. The 
results for the remaining variables are similar to those found in the regressions using 
GDP per capita: a more stable macroeconomic environment, as measured by government 
deficit over GDP, and more financial openness, measured by any of the three indicators, 
positively affect domestic stock market trading. 

The regression results for the ratio of market capitalization of international firms to 
GDP (Table 2, top panel) indicate that stock market internationalization is influenced by 
some of the same factors that appear to determine general stock market development. In 
particular, GDP per capita and law and order positively influence the market 
capitalization of international firms. On the other hand, more inflation and government 

13 Claessens, Djankov, and Klingebiel (2000) argue that stock markets in many transition economies might 
not be able to achieve the economies of scale necessary to compete with foreign markets. Furthermore, 
they suggest that as globalization and technological change increase the scale ~eeded for exchanges to 
operate competitively, more countries may find it difficult to maintain an independent market. Regarding 
bond markets, Del Valle (2003) argues that many of the smaller economies in Latin America lack the size 
to suppo11 the necessary infrastructure to operate local markets and that authorities have to explore 
alternative mechanisms, such as private placements, access to international markets, and regional solutions. 
See Bossone, Honohan, and Long (2001) for a discussion of the main issues related to small financial 
srtems and their policy implications. 
1 Shah and Thomas (2001) suggest that a GDP of 20 billion U.S. dollars seems to be the minimum 
threshold bellow which active markets do not seem to occur. They also find evidence of size thresholds in 
the range of three to six billion U.S. dollars of market capitalization or 8,000 to 12,000 trades per day for 
achieving adequate liquidity. Furthermore, they find a strong negative relation between transactions costs 
and stock market capitalization and a positive and significant relation between stock market turnover and 
GDP. Regarding bond markets, McCauley and Remolona (2001) find that there may be a size threshold 
around 100-200 billion U.S. dollars of outstanding domestic government debt, below which sustaining a 
liquidity government bond market may not be easy. 
15 Network effects are an intrinsic feature of securities trading: the benefits of participating in a given 
market increase with the number of participants (Economides 1993, 1996; Di Noia 1999). This generates 
positive feedback, as a liquid market attracts more participants and each new participant brings additional 
trading opportunities and liquidity, benefiting all market participants and making the market more attractive 
to others. This network externalities imply a tendency towards concentration, explaining the durability of 
the dominant national trading markets (Domowitz and Steil 1999). There is also evidence of economies of 
scale in stock exchanges specially regarding order execution (Malkamaki 1999t 
16 The regressions were also estimated using both GDP and GDP per capita together and very similar 
results were obtained. 
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deficit reduce the market capitalization of international firms. The different measures for 
financial openness affect market capitalization of international firms in a positive manner. 

These variables affect the value of trading abroad relative to GDP (Table 2, middle 
panel) and the amount of capital raised abroad to GDP (Table 2, bottom panel) in a 
similar way. The value of shares traded abroad increases with the level of economic 
development and decreases with higher inflation and government deficit (which are 
statistically significant in some specifications). Financial openness, measured through 
equity flows and stock market liberalization, is positively related to value traded abroad. 
Regarding the ratio of capital raised abroad to GDP, the more developed the economy 
and the higher level of law and order, the greater the amount of capital raised abroad. 
Furthermore, the degree of financial openness is also positively associated with capital 
raised abroad. 

The regression using GDP instead of GDP per capita (Table 4, middle panel) show 
that larger economies tend to have a higher level of foreign trading. This might be 
because more information is available on larger economies, reducing information costs 
for foreign investors. Also, larger economies are more likely to have larger firms which 
are more likely to access international markets and meet the minimum size threshold 
necessary to achieve adequate liquidity. The results also show that a better institutional 
framework, a more . stable macroeconomic environment, and financial openness all 
promote a higher level of internationalization. 17 

In sum, the results suggest that, in general, internationalization is affected in the 
same direction and by the same economic fundamentals that drive the development of 
stock markets. Higher income levels, greater macroeconomic stability with lower fiscal 
deficit, stronger legal systems, and more financial openness increase both stock market 
development and inten1ationalization relative to GDP. In other words, better economic 
fundamentals help to develop local markets, but also increase the internationalization of 
stock exchanges services. 

These findings are at odds with the hypothesis that countries with worse 
fundamentals are the ones that see more stock exchange activities in international 
markets. Rather, these findings support the view that better fundamentals facilitate the 
access to foreign markets, with firms tapping foreign investor bases as their countries 
become more attractive.18 The role of foreign investors is highlighted by the fact that, 

17 Note that institutional variables (law and order and shareholder rights) are significant in these 
regressions, whereas in the regressions using GDP per capita they are not. This might be explained by the 
fact that higher income economies tend to have better institutions, so in those regressions GDP per capita 
seems to drive out the significance of the law and order and shareholder rights indexes. 

18 These results are consistent with the findings in Aggarwal, Klapper, and Wysocki (2004) that analyze 
portfolio holdings of emerging market equities by U.S. mutual funds and find that funds are more likely to 
invest in countries with stronger accounting standards, shareholder rights, and legal frameworks. Ladekarl 
and Zervos (2004) analyze the investment allocation process employed by portfolio investors in emerging 
markets and find that macroeconomic policies, corporate governance, and .the legal and regulatory 
framework are important determinants of whether countries are considered "investable" or not. Wojcik, 
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after controlling for the level of development, institutions, and macroeconomic 
indicators, equity flows are always positively and significantly correlated with all the 
indicators of stock market internationalization. 

The results above show that the same factors drive domestic stock market 
development and internationalization in the same direction; however, the estimated 
coefficients do not reveal whether the domestic stock market development and 
internationalization are similarly sensitive to changes in fundamentals. The difficulty in 
comparing the coefficients comes from the fact that different models are used to estimate 
the two processes (a linear estimation and a Tobit estimation, respectively). To measure 
how sensitive domestic stock market development and internationalization are to 
economic fundamentals, Claessens, Klingebiel, and Schmukler (2004a) study the ratio of 
foreign activity to domestic activity. If foreign and domestic activity are driven in a 
similar fashion by economic fundamentals, then · these regressors should not affect the 
degree of internationalization. 

The regression results for the ratio of market capitalization of international firms to 
total market capitalization (Table 3, top panel) indicate that the degree of 
internationalization is indeed affected by economic fundamentals. In particular, GDP per 
capita, enforcement of laws, and financial openness positively and statistically 
significantly affect the market capitalization of international firms relative to total market 
capitalization. Also, inflation and fiscal deficit (in one specification) have a negative and 
statistically significant influence on this ratio. These findings suggest that, while stock 
market development and the degree of internationalization are driven by the same 
fundamentals, imprpyements in these fundamentals accelerate internationalization. 
Specifically, improvements in GDP per capita, reductions in inflation, better institutions, 
and more openness affect the participation of firms in international markets more, 
leading to an increase in the share of market capitalization listed abroad. 

The ratio of value traded abroad to value traded domestically also increases with 
the level of economic development, law and order, and financial openness (Table 3, 
middle panel). And inflation negatively affects the relative value traded abroad. 
Interestingly, government deficit, when significant, is positively related to the ratio of 
value traded abroad to value traded domestically. This does not mean that a larger 
government deficit boosts the demand for domestic equity abroad. To the contrary, the 
results in Table 2 show that it has a negative influence on equity trading abroad. The 
results in Table 3 suggest that government deficit has a greater negative impact on 
domestic value traded, i.e., a greater government deficit crowds out domestic market 
trading more than international trading. 

Finally, the results show that the more developed the economy, the greater the 
share of capital raised abroad (Table 3, bottom panel). Government deficit is only 
statistically significant with a negative coefficient in one specification. Stock market 

Clark, and Bauer (2004) also find that firms with better corporate governance practices are more likely to 
cross-list in the U.S., consistent with the view thaf better fundamentals allow firms to access foreign 
markets. 
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liberalization is significant and positive and equity flows are significant and positive in 
one of the specifications, suggesting that a more open environment makes it easier to 
raise capital abroad relative to domestic. The lack of significance of many of the 
variables may be explained by the fact that the ratio of capital raised abroad to capital 
raised domestically is very volatile from year to year, partly due to the lumpy nature of 
capital raising, with individual capital issues impacting the ratio significantly. But, it 
could also reflect that the capital raising trends domestically and abroad are not distinctly 
affected by these economic fundamentals. 

The regression results for the ratio of value traded abroad to value traded 
domestically using GDP instead of GDP per capita (Table 4, bottom panel) show that 
larger economies tend to have a higher share of trading abroad. The degree of foreign 
trading also increase with the level of law and order and financial openness. As in the 
regressions using GDP per capita, government deficit is positively associated with the 
ratio of value traded abroad to value traded domestically, suggesting that deficits have a 
greater negative impact on domestic value traded than on trading abroad. 

2.2 Impact of Internationalization on Domestic Stock Market Activity 

The evidence presented above indicates that internationalization accelerates as 
fundamentals improve. But what is the impact of internationalization on the trading 
activity and liquidity of the remaining firms in the domestic market? How does 
migration by firms to developed country stock markets affect the emerging stock markets 
they leave behind? 

Theory provides conflicting predictions about the impact of internationalization of 
firms on the domestic firms (those that do not internationalize). Consider first the 
"migration and spillovers" argument. According to the migration view, 
internationalization will induce a shift in the trading of international firms out of the 
domestic market and into international markets. This may occur because foreign markets 
have lower transaction costs (Chowdhry and Nanda 1991). Spillovers means that a drop 
in the domestic trading of international firms and the migration of trading of international 
firms out of the domestic market and into international markets hurt the trading and 
liquidity of domestic firms. Indeed, using data from the United States, Chordia, Roll, and .. 
Subrahmanyam (2000) find that liquidity is not simply an asset specific attribute; rather, 
individual asset liquidity tends to co-move with aggregate market liquidity. Spillovers 
could occur because of fixed costs associated with operating a market, running brokerage 
firms, clearing and settling transactions, etc. Thus, a drop in the domestic trading of 
international stocks could increase the per trade cost of domestic stock transactions. 
Spillovers could also occur if investors shift their trading to international markets. For 
example, investors may seek to diversify country-specific risk. Therefore, when some 
firms cross-list or issue depositary receipts in international markets, investors may attain 
country-specific diversification through these liquid international markets and therefore 
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reduce their trading in domestic markets. 19 This involves a shift out of trading on 
domestic exchanges and into trading internationalized stocks on international exchanges. 
Combined, migration and spillovers imply that internationalization reduces the trading 
activity and liquidity of domestic firms. 

Some disagree with the migration and spillovers view and instead argue that 
internationalization improves the domestic market. In contrast to the migration view, 
Hargis (2000) argues that cross-listing can transform a segmented equity market with low 
liquidity into an integrated market with high trading activity and liquidity. Similarly, 
Alexander, Eun, and Janakiramanan (1987) and Domowitz, Glen, and Madhavan (1998) 
hold that internationalization may actually stimulate domestic trading of international 
firms due to the increased integration of markets.20 Indeed, Hansch and Hatheway (2001) 
find that the listing and trading of options on multiple exchanges in the United States has 
reduced transactions costs.21 Also, if internationalization increases transparency, this 
could increase the domestic trading of international firms with positive spillover effects 
for the rest of the domestic market (Hargis and Ramanlal 1998). Other skeptics of the 
migration-spillovers view could question the existence of spillovers, or doubt the 
economic importance of the impact of aggregate trading on the liquidity of domestic 
firms. Thus, it is an empirical question whether internationalization induces migration 
and spillovers, or whether internationalization boosts the trading activity and liquidity of 
domestic firms. 

Second, consider the "domestic trade diversion" view, which argues that 
internationalization induces a compositional shift in domestic market trading. Firms that 
internationalize may .. become more attractive to traders in the domestic market if 
internationalization induces improvements in reputation, disclosure standards, analyst 
coverage, and the shareholder base.22 Thus, traders in the domestic market may shift their 
trading out of domestic firms and into the domestic trading of international firms. All else 
equal, this domestic trade di version implies less trading of domestic firms and greater 
trading of international firms in the domestic market. 

Some theories, however, conflict with the trade diversion view and instead argue 
that internationalization may enhance integration and thereby boost liquidity of domestic 
firms (e.g., Alexander, Eun, and Janakiramanan 1987, Domowitz, Glen, and Madhavan 
1998, Hargis 2000). This could occur because integration increases the liquidity of all 
firms in the local markets. Moreover, integration may induce a compositional shift in 

19 Ahearne, Griever, and Warnock (2004) and Edison and Warnock (2004) show that U.S. investors focus 
on firms that have internationalized. From the other perspective, Sarkissian and Schill (2004) show that 
market proximity and other familiarity factors play dominant roles in the choice of overseas listing venue. 
2° Fernandes (2003) uses the first ADR issuance for 27 countries to date the beginning of international 
financial liberalization and then shows that this date is a useful indicator of integration. Specifically, 
domestic stock exposure to world factors increases and there is a drop in expected returns of domestic 
shares after the first ADR issuance. 
21 Battalio, Hatch, and Jennings (2001), however, also find that there are significant price movements and 
transactions costs across the different options exchanges in the U.S. 
22 See, Baker, Nofsinger, and Weaver (2002), Coffee (1999), Lang, Lins, and Mmer (2003), Merton (1987), 
Portes and Rey (1999), and Reese and Weisbach (2002). 
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domestic trading toward domestic firms as the trading of international firms migrates 
abroad. Again, theory provides conflicting predictions about the impact of firms that 
choose to internationalize on domestic firms, which in turn motivates empirical 
exploration. 

To study the effects of internationalization, Levine and Schmukler (2004) 
assemble annual, firm-level data on trading and liquidity for over 3,000 firms across 55 
emerging market countries during the years 1989 to 2000. To measure trading activity, 
they use turnover, which equals the value of a firm's transactions in a market divided by 
the firm's market capitalization. Turnover, and similar trade-based indicators, are 
frequently used to proxy for liquidity since (i) theory and evidence suggest a close 
association between turnover and bid-ask spreads, (ii) many countries do not have bid
ask spread information, and (iii) some research finds that turnover can be a better proxy 
for liquidity than bid-ask spreads due to problems with measuring spreads.23 Moreover, it 
is crucial to examine turnover since theory and evidence identify a strong link between 
turnover and firm performance, industrial expansion, and national growth.24 

· 

The impact of internationalization on domestic firm trading is examined by 
regressing the turnover of domestic firms (those firms that never internationalize during 
the sample period) on the share of international firms in the domestic market as well as 
country and year dummy variables. 25 These estimations also include the aggregate 
turnover ratio of the country's international firms in international equity markets to 
control for trading of the country's equities on international exchanges (and, in this way, 
abstract from time-varying country specific factors influencing trading). In addition, the 
regressions control for an array of country-specific and firm-specific traits. They include 
GDP per capita, an index of the law and order tradition of the economy, and a measure of 
the openness of the capital account to international capital flows, all variables used in the 
previous section and found to influence equity market development. To control for 
company level traits, the estimations include the logarithm of the total assets in U.S. 
dollars. 26 A more detailed description of these variables can be found in Appendix Table 

23 From a theoretical perspective, Stoll (1978a) and Amihud and Mendelson (1986) suggest a direct link 
between trading costs and trading volume and holding periods respectively. Empirically, Stoll (1978b) and 
Atkins and Dyl (1997) confirm these predictions. Petersen and Fialkowski (1994) demonstrate the 
problems with computing accw·ate bid-ask spreads. Consequently, a large number papers use turnover and 
volume-based proxies of liquidity (e.g., Haugen and Baker 1996, Brennan, Chordia, and Subi·ahmanyam 
1998, Datar, Naik, and Radcliffe 1998, Rouwenhorst 1999). 
24 Jn terms of theory, Bencivenga, Smith, and StaIT (1995) and Levine (1991) model the link between 
trading activity and both firm and national growth. Empirically, Beck and Levine (2002, 2004), Demirguc
Kunt and Maksimovic (1998), and Levine and Zervos (1998b) demonstrate the importance of turnover for 
explaining firm performance, indust1ial expansion, and national economic growth. . 
25 The dependent variable is the logarithm of one plus the turnover ratio of domestic firms (for each 
domestic firm, for each country and year). The share of international firms in the domestic market is the 
number of international firms divided by the total number of firms listed in the domestic market (for each 
country and year). A firm is considered an international firm from the year it issues a depositary receipt, 
cross-lists, or raises capital abroad. If, however, the firm terminates its depositary receipt listing or de-lists 
from an international exchange, it is classified as domestic. 
26 A variety of additional country-specific factors and firm characteristics were e]C.amined in robustness 
checks (not reported). 
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1. The estimation technique used is feasible generalized least squares with standard 
errors that are robust to heteroskedasticity. 

Table 5 displays the regression results. Contrary to a variety of theore~ical models 
discussed above, the results indicate that internationalization is negatively associated with 
the turnover of domestic firms. In particular, the coefficient of the share of international 
firms is negative and significant at the one-percent level across all of the specifications 
that control for different combinations of regressors.27 In terms of the other regressors, 
we find a strong link between the trading of international firms in international markets 
and the turnover of domestic stocks. Put differently, trading of a country's international 
stocks on international exchanges is robustly related with the turnover of domestic stocks. 
Also, rich countries and countries with a strong law and order tradition tend to have 
domestic firms with greater turnover. Finally, we see that the variable total assets enters 
with a negative coefficient. The reason for the negative coefficient is that total assets is 
closely linked with market capitalization, which is the denominator of the dependent 
variable. 28 

The adverse impact of internationalization on the turnover of domestic firms is 
not only statistically significant; it is economically relevant. For instance, consider the 
coefficient from the last regression, with all of the regressors included (-2.6). This 
estimate implies that a one-standard deviation increase in the share of international firms 
(0.05) will cause the turnover of domestic firms (measured as the log of one plus 
turnover) to fall by -0.13. This is substantial given that the mean of the turnover of 
domestic firms is 0.51, so that a one-standard deviation increase in internationalization 
reduces domestic firm turnover by 25 percent of the sample mean.29 

Some caution, however, is needed in interpreting these regression results. Some 
may argue that the results simply reflect the possibility that firms that internationalize are 
good firms and firms that do not internationalize are comparatively poor. While 
potentially true, this would not negate the value of the Table 5 results. First, some 
theories discussed above suggest that internationalization boosts domestic turnover by 
making markets more integrated. The regressions provide no evidence for this. Second, 
the results in Table 5 are confirmed when controlling for many firm-specific traits. Thus, 
even when controlling for firm quality, the same result is obtained. Third, the argument 
that bad firms remain domestic does not necessarily predict that trading in those firms 
will diminish as good firms become international, which is what is found in Table 5. 
Fourth, regressions yield the same results even when the sample is restricted to firms that 
trade for the entire sample period. Thus, uncompetitive firms that become inactive and 
drop out of the sample do not drive the results. Fifth, the turnover of international firms 
in the domestic market falls with internationalization (see below), which is inconsistent 

27 These results are consistent with previous research. Moel (2001) finds a negative association between 
the fraction of a country's stocks that issue ADRs and domestic market turnover. Karolyi (2004) also finds 
a negative link between AD Rs and domestic market size and turnover. 
28 Levine and Schmukler (2004) show that when comparing the trading of stocks within a country, the 
equities of bigger companies trade more than those of smaller companies. 
29 Of course, this type of experiment is only for illustrative purposes. A one-~tandard deviation change is 
not a marginal change and we do not specify what drives the change in internationalization. 
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with a simple story that international firm turnover thrives while domestic firm turnover 
falls. 

Although the regressions in Table 5 provide evidence on the direct impact of 
internationalization on the turnover of domestic firms, they do not provide information on 
the mechanisms linking internationalization to domestic firm turnover. Levine and 
Schmukler (2004) further examine the channels through which international firms affect 
the turnover of domestic firms. They study both (1) the migration and spillovers channel 
and (2) the domestic trade diversion channel. 

To study the migration and spillovers channel, the paper (a) assesses whether the 
trading of international firms migrates from domestic to international markets and (b) 
tests whether migration influences the turnover of domestic firms. The estimations show 
evidence of migration: as the fraction of international firms rises, the trading of 
international firms shifts from domestic markets to international markets. That is, as 
more firms internationalize, domestic turnover of international finns falls. Furthermore, 
there is evidence of spillovers. The domestic trading of international shares is strongly, 
positively related to the turnover of domestic firms. Thus, the data are consistent with the 
migration and spillovers view: as the turnover of international firms in the domestic 
market dries up because of migration, the turnover of domestic firms diminishes because 
of spillovers. 

The migration and spillovers channel, however, is not the only mechanism 
through which internationalization hurts the turnover of domestic firms. In particular, 
internationalization is negatively associated with the turnover of domestic firms even 
after controlling for the migration and spillovers channel. Thus, it is necessary to look 
beyond migration and spillovers to fully understand the impact of internationalization on 
the domestic market. 

To study the trade diversion channel, the paper assesses whether 
internationalization induces a compositional shift in the domestic market out of the 
trading of domestic stocks and into the trading of international stocks. More specifically, 
it analyzes if the proportion of the overall turnover of the domestic stock market 
accounted for by a particular firm rises simply because it becomes international. The 
evidence shows that as firms internationalize, the domestic market intensifies its trading 
of those international shares, while trading of firms that do not internationalize wanes. 
This does not overturn the result mentioned above: internationalization reduces the 
domestic turnover of international shares. This result is consistent with theories that 
emphasize that when a firm internationalizes this enhances its reputation, transparency, 
and shareholder base in ways that make it more attractive relative to domestic firms. In 
sum, domestic trade diversion is another mechanism through which internationalization 
reduces the turnover of firms that do not internationalize. 

Finally, Levine and Schmukler (2004) also examine liquidity more directly. As 
turnover does not directly measure trading costs or the price impact of transactions, it 
should be interpreted as a general index of trading activity rather than as a precise 
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measure of liquidity. Thus, the paper computes a price-impact liquidity measure (since 
bid-ask spreads and other transaction cost based indicators are unavailable for the 
countries analyzed) to study the impact of internationalization on domestic firm liquidity. 
Specifically, the estimations use Amihud's (2002) illiquidity index, which equals the 
ratio of a stock's absolute returns to its value traded.30 The evidence shows that as 
internationalization rises, the liquidity of domestic firms falls. This is consistent with the 
turnover results. Furthermore, the data confirm the migration and spillovers channel. As 
the fraction of international firms rises, the domestic liquidity of international firms falls 
and this drop in the domestic liquidity of international firms reduces the liquidity of 
domestic firms. 31 

2.3 Size and Currency Composition of Government Bonds 

We now tum to the analysis of the determinants of bond market development. As 
bonds have become an important form of government financing and bond markets are 
now a large fraction of capital markets in many countries, a wide literature has studied 
the elements needed to develop bond markets.32 This literature highlights some of the 
institutional determinants of government and corporate bond markets, using experiences 
based mostly on developed countries. Among others, this literature discusses the 
importance of demand factors and size of markets, with these factors affecting domestic 
currency and foreign currency bonds differently. This literature also stresses the 
importance of proper debt management and other institutional requirements, including 
proper public governance. 

The currency ~ composition of government bonds has received much attention 
lately, with a number of dimensions being considered. For some countries, particularly 
emerging markets, foreign currency debt can be less expensive than domestic currency 
debt (or at least appear to be so), prompting governments to borrow in foreign currency. 
But foreign currency debt exposes governments to exchange rate 'risk, as government 
revenues typically relate to domestic currency values. This mismatch increases the 
likelihood of financial crises and makes self-fulfilling runs possible (Jeanne 2000). 

An important institutional factor that relates to the currency denomination of debt 
is the exchange rate regime. Analytically, at least two, opposite arguments can be made 
in this respect. A strong domestic currency, derived from a peg to a hard currency, can 
provide credibility and lead to more financial intermediation in domestic currency, 
thereby allowing countries to issue more domestic currency debt in the medium term. On 

30 Hasbrouck (2002) finds that, within the class of price-impact liquidity estimates, Amihud' s (2002) 
illiquidity index is the most reliable proxy of u·ading costs. Neve11heless, the illiquidity results should be 
interpreted cautiously because the estimations use monthly observations (due to limitations in the 
availability of data), while Amihud's (2002) illiquidity index is frequently constructed from daily data. 
31 The u·ade diversion channel is not studied separately with the illiquidity index because the trade diversion 
channel is specifically about u·ading activity. 
32 See Burger and Warnock (2004), Hening and Chatusripitak (2001), and Turner (2002), among others. 
See also Asian Development Bank (ADB 2001), Bank for Internati<lnal . Settlements (BIS 2002), 
International Organization of Secmities Commissions (IOSCO 2002), and Werld Bank and International 
Monetary Fund (200 I) for institutional reports. 
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the other hand, a fixed exchange rate can increase the incentives of both the government 
and the private sector to issue more foreign currency debt in the short-run, adding to the 
degree of "liability dollarization." Fixed exchange rates can, for example, generate moral 
hazard in the presence of (implicit) guarantees provided by international reserves or 
bailout guarantees offered by other governments and/or international organizations 
(Burnside, Eichenbaum, and Rebelo 2001, Dooley 2000, McKinnon and Pill 1998, and 
Schneider and Tornell 2004).33 Also, to show their commitment, governments can have 
incentives to borrow (more) in foreign currency when having a fixed currency regime 
(Calvo 1996, De la Torre, Levy Yeyati, and Schmukler 2003, and Jeanne 2003). 

A separate literature has emerged that analyzes specifically the currency choice of 
government debt. It highlights the phenomenon of the "original sin," defined as the 
inability of emerging markets to issue domestic currency debt abroad (Chamon and 
Hausmann 2002, Eichengreen and Hausmann 1999 and 2003, Eichengreen, Hausmann, 
and Panizza 2003, and Hausmann, Panizza, and Stein 2001). This literature argues that it 
is difficult to pinpoint the causes behind the original sin, concluding that specific 
institutional and macroeconomic factors cannot (fully) explain this phenomenon. Instead, 
it highlights a path dependency in foreign exchange borrowing; in this view, past policy 
mistakes-high inflation, sharp currency devaluations, defaults on domestic currency 
debt--can limit countries' ability to borrow in domestic currency for a long period. 

More generally, the literature on financial dollarization-defined as the holding 
by residents of foreign currency denominated assets and liabilities-discusses different 
causes behind the prevalence of dollar financial contracts in emerging markets. As 
reviewed by Levy Y eyati (2004 ), financial dollarization in developing economies can be 
explained by portfolio considerations (dollar contracts enable risk averse investors to 
cope with an environment where the inflation rate is consistently more volatile than the 
real exchange rate), 34 the time inconsistency problem (once the government has raised 
money by placing local currency debt, it may subsequently have incentives to inflate 
away its debt), and market imperfections that lead to risk mispricing (such as full deposit 
insurance). De la Torre and Schmukler (2004) claim that financial dollarization, as well 
as short termism and the use of foreign jurisdictions, are endogenous ways of coping with 
the high systemic risks of emerging markets. They show that a dollar contract dominates 
over a short-duration domestic currency contract as a risk-coping mechanism, what can 
explain why the degree of financial dollarization in developing economies is resiliently 
high and has been steadily increasing in most countries. 

To shed light on these issues, Claessens, Klingebiel, and Schmukler (2004b) study 
empirically the determinants of the size and currency structure of government bond 
markets. In particular, the paper concentrates on understanding whether and how 
institutional factors (broadly defined) affect bond markets. It does so by studying three 

33 A related argument points to the idea that fixed exchange rate regimes might induce agents to 
underestimate the possibility of future currency changes, leading to excessive foreign exchange borrowing 
(Eichengreen 1994). See Frankel et al. (2001) for an exposition of the different arguments. 
34 See Ize and Levy Yeyati (2003) for a formal derivation of this propositionjn a minimum variance 
portfolio (MVP) context. 
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questions: (i) Does the exchange rate regime affect the cmTency composition of 
government bonds? (ii) How does the size of the domestic economy matter for 
developing domestic and foreign currency bond markets? and (iii) How do local and 
foreign investor demand affect the size and currency denomination of government bonds? 

To address these questions, the paper examines the determinants of the size and 
currency composition of government bond markets for a relatively long time period, 
1993-2000, covering both developed and developing countries.35 Early in this period 
many government bond markets were established and markets rapidly developed 
thereafter. With the wide country coverage, it is possible to identify some of the factors 
that lead and enable governments to issue bonds.36 

The dependent variables used to explain the size and currency denomination of 
government bond markets are the ratio of domestic currency government bonds to GDP, 
the ratio of foreign currency government bonds to GDP, and the ratio of foreign currency 
government bonds to total government bonds. These variables are estimated in logs to 
account for their distributions. The relations between these three variables and a set of 
regressors are estimated using panel feasible generalized least squared (FGLS) 
regressions, allowing for heteroskedastic error structures and different autocorrelation 
coefficients within countries. 

The explanatory factors included in the estimations (detailed in Appendix Table 1 
together with the dependent variables) can be classified into different groups: size, 
demand, policy stance, political development, and exchange rate regime. 37 For size, total 
GDP in nominal U.S. dollars is used as a proxy for the size of the economy and the 
potential scope for developing a (liquid) local government bond market. For the 
domestic demand for government bonds, the regressions include the ratio of the total 
deposit base in the banking system to nominal GDP. Since the size of the banking 
system is highly correlated with the overall development of the financial system 
(including a country's institutional investor base, as shown in Beck, Demirguc-Kunt, and 
Levine 2001), this measure proxies for the overall potential domestic demand for 
government securities.38 As a proxy for the foreign demand for government bonds, the 
ratio of international claims on the country to GDP is used. These data represent the sum 
of the cross-border claims in all currencies held by international banks plus the claims of 
local foreign bank affiliates denominated in foreign currency. This variable thus stands 

35 Although these are often called sovereign bonds, the term govemment bonds is used to make clear that 
both central government as well as local government bonds are included. However, most bonds in the 
sample are issued by central governments. 
36 Eichengreen, Hausmann, and Panizza (2003) also use this type of data, but they focus on understanding 
the original sin. 
37 The literature suggests a number of variables to use as controls in the regressions. Many factors used in 
the literature can be subject to criticism of being endogenous (for example, the size of fiscal deficits, 
economic growth, the level of domestic interest rates, and other macro vruiables). To avoid endogeneity 
affecting the results, the estimations use as much as possible institutional vruiables and macroeconomic 
indexes, which should be less sensitive to the evc)lution of bond markets themselves. Lagged and initial 
values for the macroeconomic variables ru·e also used as further robustness tests. 
38 The data coverage on the size of institutional investors is so much more. limited that it would have 
reduced the sample size substantially. 
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for the international demand for the country's assets and can be seen as the international 
analogue to the domestic total deposit base. 

For the country's macroeconomic policy stance, three variables are used. One is 
an "inflation policy" index, a subcomponent of the index of economic freedom of the 
Heritage Foundation. The index represents the absence of strict monetary policy and is 
based on the average inflation rate, with higher values representing worse monetary 
policy. The second variable is the index "fiscal burden of government," also a 
subcomponent of the index of economic freedom. This variable measures the fiscal 
pressure imposed by the government according to the level of the country's corporate tax 
rates and the overall size of government expenditure. The third variable is the level of 
foreign currency reserves over GDP. This variable controls, to some degree, for the 
ability of governments to repay the outstanding bonds, although one needs to consider 
that foreign exchange reserves are usually held, by the central bank, while bonds are 
liabilities of the treasury. Contemporaneous values of these variables are to some extent 
endogenous; countries with larger debt, for example, may be able to avoid using inflation 
as a means to raise revenues and finance higher expenditure levels, leading to lower 
scores on the two indexes. Therefore, to control for the potential endogeneity of these 
variables, the estimations use lagged values and, in an alternative specification, initial 
values of the regressors, since it is difficult to find good instruments.39 

For the overall political framework, the regressions include a measure called 
"institutionalized democracy," which is part of the Polity IV political economy database 
maintained at the University of Maryland. This variable measures the quality of a 
country's democratic institutions imposing constraints on the executive (as well as the 
degree to which civil liberties are being guaranteed). This proxy for the political 
environment addresses the arguments in the public finance literature that the nature of the 
political regime and political instability may have an important effect on the size and 
scope of government activities, including the size of government debt. 

The last set of variables relates to the exchange rate regime and analyzes the link 
between the flexibility of the exchange regime and the size of the domestic and foreign 
currency debt markets. The estimations include, alternatively, one of three indexes of 
exchange rate regime flexibility. One index reflects the flexibility of the officially 
announced or "de jure" exchange rate regime, as annually reported by the IMF. But, as 
countries often do not follow the regime they publicly announce, two other indexes that 
depict the actual or "de facto" exchange rate regime are used, one developed by Reinhart 
and Rogoff (RR) (2004) and another by Levy Yeyati and Sturzenegger (LYS) (2003). 
Since the degree of foreign currency liability can affect whether countries choose to let 
their currencies float freely (i.e., the exchange rate regime can be endogenous to the 

39 We also estimated instrumental variables regressions, using lagged values of the explanatory variables as 
instruments. We found that the results a.re robust to the use of these instruments (se~ Claessens, Klingebiel, 
and Schmukler 2004b). Also note that the regression results are robust to excluding th~ exchange rate (one 
of the variables most likely to be endogenous), as well as other variables. 
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foreign currency share) and as good instruments are not available, only lagged or initial 
values of the exchange regime variable are used. 40 

The econometric results are presented in Tables 6-8, with each table displaying 
regression results for one dependent variable at a time-the log of domestic currency 
denominated bonds over GDP, the log of foreign currency denominated bonds over GDP, 
and the log of the share of foreign currency bonds-and using in every table the same set 
of independent variables. The different columns display several specifications, with the 
two independent variables that measure the country's size and domestic investor base 
(log of GDP and log of total deposits over GDP) always present; these variables also 
have the widest coverage. Then one additional variable is added at a time in columns 2-6 
to avoid having to reduce the number of observations significantly, given that the 
independent variables have slightly different country and time coverage. Columns 8-9 
report results with all the regressors, but including only the LYS variable for the 
exchange rate regime.41 The other variable that is excluded from this specification is the 
level of reserves, as the exchange rate regime classification is constructed with reserves 
as one of the main inputs. Column 9 shows the results using initial values (instead of 
lagged values) of the variables that might still present endogeneity problems; these are 
the inflation index, fiscal burden, and the exchange rate regime. The Waid tests in all 
tables show that the explanatory variables are always jointly significant. 

Table 6 shows the results for the log of domestic currency bonds over GDP as the 
dependent variable. The estimations indicate that countries with bigger economies have 
relatively larger domestic currency government bond markets. This result is robust and 
holds across specincations. This result suggests that scale effects exist in the 
development of domestic currency government bond markets. Economies of scale may 
be important in creating the infrastructure of bond markets, including incurring the fixed 
costs of establishing clearing and settlement systems and developing the legal framework 
for issuing and trading. Also, it is very likely that scale effects exist in developing liquid 
secondary markets for bonds. These results complement those presented in Table 4 for 
the trading in stock markets, showing that the size of the economy is a significant factor 
for the development of securities markets. 

Regarding the size of the banking system, the data show that countries with 
relatively larger banking systems have larger domestic currency government bond 
markets. This result is also very robust and holds across almost all specifications. This 
result may indicate that countries with a larger depositor base have more demand for their 
bonds, as when deposit-taking banks directly invest in government paper, as well as that a 
more developed banking system is associated with larger institutional investor bases. In 
addition, a more developed banking system may create demand for government securities 
among the general public through better-developed distribution channels, possibly 

40 The potential endogeneity of the exchange rate regime has led to a literature on "fear of floating;" see 
Calvo and Reinhart (2002). 
41 Regressions using the other two vaiiables for exchange rate regimes yield.qualitatively similar results. 
Those results are not repo11ed in the tables to save space. 
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including the presence of a primary dealers network, which may indirectly increase 
investors' interest in buying bonds, also because of more liquid secondary markets. 

In terms of the other institutional indicators, the results suggest that lower 
inflation tendencies are associated with larger domestic currency government bond 
markets. This is to be expected since lower inflations tend to be associated with lower 
volatilities of inflation and, consequently, a lower tendency for governments to inflate 
away the outstanding debt, thus making domestic currency debt less risky.42 Another 
interpretation of this result is that governments with high inflation do not need to issue 
large amounts of debt, as the inflation tax is a major source of government revenue. 
Regarding fiscal policies, the data show that larger government expenditure helps sustain 
larger bond markets. A general larger role of the government, including presumably the 
ability of the government to tax the economy more (easily) may thus affect the 
willingness of investors to finance the government as well as the desire of governments to 
issue debt. The significance of the larger fiscal expenditure could also reflect an 
underlying desire of citizens for a larger distributive role of the government, both within 
a given period, through larger expenditures, and between generations and over time, 
through larger deficits and higher debt stocks. Still, this result has to be interpreted with 
caution since the variable becomes insignificant when including other regressors 
(columns 8 and 9). The level of foreign exchange reserves does not turn out to be 
statistically significant. 

Another robust result across specifications is the sign for the political 
development variable. Specifically, countries with more democratic institutions have 
larger government bopc;l markets relative to their GDP. This suggests that more 
democratic institutions are important in the eyes of investors; maybe as they are 
associated with a greater credibility of the state, better quality of decision making, easier 
acceptance of government policies by the public, and more legitimate contracts. This 
finding also confirms evidence from Acemoglu, Johnson, and Robinson (2000), Isham, 
Kaufmann, and Pritchett (1995), and many others regarding the role of institutions in 
determining the quality of (macro) economic management. In a narrower sense, for the 
development of bond markets specifically, it may be that more effective constraints on a 
country's executive reduce the (perceived) risks of default on government debt, including 
"default" through inflation spikes. An explanation specific to foreign investors is that 
debt from non-democratic governments may more easily be declared "odious" and be 
repudiated ex-post (see Kremer and Jayachandran 2002). As a consequence, investors 
would ex-ante be less willing to lend to such countries.43 A supply-related explanation 
can be that more democratic countries "desire" (and can sustain) a greater role of the 
government in their economies, including through providing different forms of social 
insurance (such as unemployment and pension), leading to higher fiscal expenditures as 
well as larger debts. 

42 See Reinhart, Rogoff, and Savastano (2003) for a related argument why the ratio of debt to GDP differs 
across countries. 
43 For an earlier discussion on debt repudiation and its effects on sustainable debts, see Bulow and Rogoff 
(1989) and Eaton and Gersovitz (1981). 
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Importantly, the three exchange rate regimes variables tend to be significant and 
have a positive sign. In other words, countries with a more flexible exchange rate regime 
(de jure or de facto) tend to have larger domestic currency bond markets. On the demand 
side, bond investors of countries with more flexible exchange rate regimes might be less 
fearful of sharp depreciations of their currency and of large inflation spikes that can 
decrease the real value of their investments. And on the supply side, governments with 
more flexible exchange rates might finance themselves more through domestic currency 
bonds as they have less desire to signal a commitment to a foreign exchange regime by 
issuing also foreign cuITency bonds. 

Table 7 presents the results for the log of foreign currency bonds over GDP. 
Contrary to the case of domestic currency bonds, the log of GDP variable has a negative 
coefficient in all specifications. This result is very robust and the variable is statistically 
significant in all specifications. This result reinforces the scale effect described above, in 
the sense that having a smaller domestic economy and lower overall demand for 
securities may make it more attractive for countries to issue in foreign currency to meet 
their financing needs. The coefficient of total deposits to GDP is negative in this 
regression, that is, a relatively larger deposit base decreases the amount of debt issued in 
foreign currency, different from that for the domestic currency bond variable. However, 
the variable is not significant in all regression specifications. 

The other macroeconomic and institutional variables also affect the size of the 
foreign currency bond markets. However, in contrast to the size of the economy and 
deposit variables, these factors tend to affect foreign currency bonds in the same way that 
they affect domestic currency bonds. Higher inflation is associated with a smaller stock 
of foreign currency bonds relative to GDP. In some sense, this result may surprise 
because inflation can be expected to primarily affect the amount of domestic currency 
bonds. But, high inflation is also typically associated with macroeconomic instability and 
occasionally with general government defaults, what might explain the lower demand 
among investors for both domestic currency and foreign currency bonds. The fiscal 
burden variable is positively correlated with foreign currency bonds. Also, countries with 
good democratic institutions have larger foreign currency bond markets, suggesting that 
investors are more willing to buy bonds when governments are more legitimate and 
policies more credible. The level of foreign exchange reserves remains statistically 
insignificant. 

The negative signs for the variable that captures the actual exchange rate regime 
(columns 8 and 9) suggest that countries with de-facto less flexible exchange rate regimes 
have larger foreign currency bond markets relative to GDP. This result is consistent with 
some of the predictions discussed above, in the sense that exchange rate rigidity prompts 
governments to issue more debt in foreign currency, possibly because this regime induces 
moral hazard. Also, governments with more fixed regimes might want to signal the 
credibility of their regime by issuing relatively more foreign currency debt. As foreign 
currency debt tends to be cheaper (at least in nominal terms), it is difficult to justify 
issuing domestic currency debt instead of less expensive foreign currency debt and at the 
same time claim that the supposedly rigid regime will persist' O\~er time. This result is 
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also consistent with arguments according to which foreign currency debt can act as a 
commitment mechanism (or disciplining device). Of course, the higher amount of 
foreign exchange bonds does create risks, as has become evident ex-post in (recent) 
crises. Note that the official exchange regime variable has in contrast a positive sign 
(column 4), suggesting that investors view official pronouncements on exchange rate 
regimes quite differently from the actual regimes. 

Table 8 presents the results for the variable foreign currency bonds over total 
bonds, i.e., the share of foreign exchange borrowings. These results can already be 
unferred to some degree from the two previous tables, especially when the explanatory 
variables have different signs. But the results in Table 8 show explicitly how the 
different variables affect the share of foreign currency bonds. The table shows that the 
absolute size of countries' GDP and the ratio of deposits to GDP have a negative effect 
on the share of foreign currency bonds, i.e., countries with larger economies and 
relatively larger depositor bases have a higher share of domestic currency debt. 

With respect to the other macroeconomic and institutional variables, a higher 
inflation index is associated with a lower share of foreign currency debt. This result 
suggests that inflation has more of an impact on foreign currency debt, i.e., holders of 
foreign currency debt are more sensitive to changes in macroeconomic factors than 
domestic investors are, maybe because foreign investors face a larger set of investment 
opportunities. The coefficient on the fiscal burden variable is positive, implying that 
countries with a higher fiscal burden can (or want to) issue a higher proportion of foreign 
currency debt, possibly because these economies tend to be more creditworthy or open 
(in terms of foreign trade and capital flows) as well. The level of reserves is again not 
statistically significant. And although the variable institutionalized democracy is positive 
in column 3, it is not statistically significant across all specifications. 

Though the official exchange rate regime is positively associated ·with the share of 
foreign currency debt, the two indicators for the actual exchange rate regime, the more 
meaningful variables, are negatively associated with the share.44 In other words, 
governments from countries that de facto follow a more fixed exchange rate regime tend 
to have a higher proportion of foreign currency debt. Ize and Levy Yeyati (2003) show 
that, in a minimum variance portfolio equilibrium, dollarization is explained by the 
volatility of inflation and the real exchange rate. A higher volatility of inflation relative to 
that of the exchange rate increases dollarization. In this context, policies that limit 
exchange rate volatility, such as following a crawling peg or using monetary policy to 
target the nominal exchange rate, increase dollarization. 

Finally, Table 9 shows separately the results of including the variable log of 
international claims over GDP as one of the independent variables (these results are not 
reported in the previous tables because using this variable reduces the number of 
countries in the sample). Table 9 displays the results for the three dependent variables 

44 The differences in both Tables 7 and 8 between the results using de jure and de facto classifications of 
exchange rate regimes highlight the disparity between these classifications and suggest that it is important 
to analyze the effects of de facto measures. 
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with all the indepenC:ent variables induded; results with both lagged and initial values of 
the independent variables are reported. The variable international claims over GDP has a 
negative sign in the regressions that use as dependent variable domestic currency bonds 
over GDP, while it has a positive sign in the ~egressions that use foreign currency bonds, 
both o~.1er GDP and as a share of total ou!stanciing bonds. fa other words, more 
internationa! dema.."ld dl.ec:-eases the ~~~unt of domestic CUlrrency bonds, while i! 
increase3 the ;&mount cf fo:-eign curre1!!cy bonds. Ti:ese signs are opposite to the ones 
displayed by the variable total deposits over GDP, suggesting that domestic investors 
tend to purc.:tase bonds in domestic currency, while internationai investors demand more 
bonds in foreign curre:acy. While this sapports much casual observation, most portfolio 
allocation models imply that investors should spread their investments over various 
currencies. As such, these relationships may be interpreted as another form of home bias 
in that in~1estors prefer instruments denominated in their own currency. De la Torre and 
Schmukler (2004) argue that the positive association between foreign jurisdiction and 
foreign currency denomination of debt stems from the fact that the use of a foreign 
jurisdiction is a mechanism to access a better legal framework to enforce claims in the 
case of 6efault. However, this benefit can only be securely seized if contracts are 
denomina!ed in foreign currency since ai'1y contract in domestic currency, regardless of 
jurisdictn~n, can be inflated away. 

2.4 Maturity Structure of Government Bonds 

The maturity structure of government bond markets has received much attention 
recently. During the last decade, emerging economies experienced recurring financial 
crises, many of which were characterized by a maturity mismatch between assets and 
liabilities in these countries. There is broad consensus by now that when countries rely 
excessively on short-term borrowing, they are more vulnerable to sudden reversals of 
capital flows and liquidity crises. The risks associated with heavy reliance on short-term 
debt have prompted several authors to suggest that countries should decrease their 
vulnerability to capital inflow reversals by lengthening the maturity structure of their 
liabilities. Some of the advocates include Cole and Kehoe (1996), Corsetti, Pesenti, and 
Roubini (1999), Eichengreen and Hausmann (1999), Feldstein (1999), Furman and 
Stiglitz (1998), Obstfeld (1998), Radelet and Sachs (1998), and Sachs, Tornell, and 
Velasco (1996). 

Why do emerging markets borrow short term despite its associated risks? Broner, 
Lorenzoni, and Schmukler (2004) address this question both theoretically and 
empiric~ll y. They argue that countries borrow short term because it is cheaper than 
borrowing long term. in particular, investor side factors, such as risk aversion and short 
horizon, induce countries to pay a significant risk premium whenever they wish to 
borrow long term, making long-term debt expensive. Therefore, countries need to 
balance the cost of borrowing long term with the cost of liquidity crises. In this context, 
the debt maturity is the result of an optimal risk-sharing between a debtor country and 
bondholders. 45 

45 The reliance of emerging countries on short-term debt has also been interpreted as a result of pre
commitment: short term debt can serve as a commitment device for debtors in a context of time 
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On the theoretical side, the paper presents a model that illustrates the trade-off 
between cheaper short-term borrowing and safer long-term borrowing. On the one hand, 
as investors are risk averse and have a short horizon, they may need to liquidate the long
term bonds before maturity. As a result, they require a positive term premium to hold 
long-term bonds. On the other hand, it is costly for the country to generate large amounts 
of liquidity (or fiscal revenue) in a short period of time. Therefore, long-term debt is 
safer for the government because it reduces the expected costs associated with rolling 
over short-term bonds. The model predicts that the term premium (i.e. the difference 
between the risk premium on long-term bonds and that on short-term bonds) should be 
positive on average, and shows what types of shocks are consistent with the observed 
pattern of maturity choice and premia at different maturities.46 

Empirically, the paper examines bond price and quantity data for several 
emerging markets to study the behavior of the term premium and the maturity structure of 
bond issuance. The analysis uses data on sovereign bonds from the early 1990s up to 
2003 for eight emerging markets: Argentina, Brazil, Colombia, Mexico, Russia, Turkey, 
Uruguay, and Venezuela. To calculate the term premium, data on sovereign bonds are 
also collected for the United States and Germany, which are assumed to be default free. 47 

The term premium is estimated as the difference between the risk premium on long-term 
bonds and that on short-term bonds. The risk premium for each maturity is the average 
ex-post excess returns of emerging market bonds over default-free (U.S. and German) 
bonds of the same maturity. 48 

As predicted by the model, the evidence shows that the cost of issuing long term 
is, on average, higher than the cost of issuing short term. Table 10 displays average 
annualized excess returns across all observations in the sample. The table shows values 
for bonds with maturities of three, six, nine, and 12 years and annual coupon payments of 
5, 7.5, and 10 percent (paid semi-annually). These "theoretical" bonds are representative 
of emerging market sovereign bonds both in terms of maturity and coupons. Table 10 
shows that, when considering all the countries in the sample, excess returns are positive 
for all coupon sizes and maturities. More important, excess returns increase with 

inconsistency (see, for example, Blanchard and Missale 1994, Calvo 1988, Jeanne 2000, and Rodrik and 
Velasco 1999). Tirnle (2002) explains that sort-term and foreign currency debt reduce the time 
inconsistency problems. De la ToITe and Schmukler (2004) argue that because of the litigation option of a 
claim, the dominant strategy for creditors is to hedge against price 1isk by using short-term foreign 
cmrency-denominated debt, and take instead the greater exposure to default 1isk. 
46 The model shows that the term premium should be higher during financial crises. The model also 
predicts that debt issuance should shift toward shorter maturities when crises are due to an increase in 
bondholders' risk aversion. On the other hand, debt issuance should move toward longer maturities when 
crises are due to a decrease in the country's expected repayment capacity. All these predictions are 
supp01ted by the evidence presented in the paper. 
47 The number of emerging market bonds used in the paper is 466, while the total number of bonds 
(including U.S. and German bonds) is 746. 
48 To calculate excess returns, the paper first estimates time se1ies of spread curves and stripped prices at 
different maturities. 
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maturity in all cases, so the term premium is also positive.49 Not surprisingly, there is 
heterogeneity in the results at the country level, reflecting the different performance of 
each emerging market. However, the results are not driven by any particular emerging 
market, since they survive when excluding individual countries from the sample. 

What do the results in Table 10 tell about how much emerging market bonds pay 
relative to comparable default-free bonds? To answer this question, consider the results 
for bonds with annual coupons of 7.5 percent (the one closest to actual coupons). The 
results in Table 10 say that, on average, investors receive an annualized return three 
percent higher when investing in a three-year emerging market bond than when investing 
in a U.S. or German three-year bond, and an annualized return seven percent higher when 
investing in a 12-year emerging market bond than when investing in a U.S. or German 
12-year bond. In other words, emerging market bonds pay a positive risk premium and a 
positive term premium. 

Regarding the maturity structure of bond issuance, the evidence supports the 
claim that emerging markets borrow short term because it is cheaper. The data shows a 
negative relation between the relative cost of long- versus short-term borrowing and the 
maturity of new debt issued. In other words, when long-term debt becomes expensive, 
countries rely more on short-term debt. This is shown by analyzing two sets of variables, 
the amount issued at different maturities and the average bond maturity. 

Table 11 studies the amount issued at different maturities. The table presents a 
separate regression of issuance at each maturity as a function of the term premium. The 
dependent variable is the amount issued at each maturity in any given week, normalized 
by the average weekly issues for each country. This normalization takes into 
consideration that the average amount issued varies across countries. Four different bond 
maturities are used: up to three-year maturity (short term), more than three-year maturity 
and up to six-year maturity (medium-short term), more than six-year maturity and up to 
nine-year maturity (medium-long term), and more than nine-year maturity (long term). 
The explanatory variable is the predicted term premium, as it most directly captures the 
cost of issuing long-term debt relative to short-term debt. This variable is computed by 
regressing ex-post excess returns on three-year and nine-year spreads and then obtaining 
the predicted value. The regressions use a Tobit model, estimated by maximum 
likelihood, pooling all observations. This model takes into account the fact that 
observations are left censored at zero. Robust standard errors are computed using 
clusters defined by country and crisis periods (observations are assumed to be 
independent across clusters, but not necessarily independent within clusters). 

The Tobit regressions reported in Table 11 show that the estimated term premium 
has a big negative effect on long-term issues, but no statistically significant effect on 
shorter-term issues. The predicted term premium is negative and statistically significant 
at the one percent level in the regression on issues of maturity over nine years. 
Moreover, the coefficient for the term premium, which is the marginal effect or the effect 

49 Also note that excess returns decrease with coupon size. This is expected given that the term premia are 
positive and duration is a decreasing function of coupon size. 
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on the observed (not the latent) variable, seems large in this estimation. An increase of 
100 basis points in the predicted term premium leads to a decline in the weekly issues of 
long-term bonds of 1.23, where the average value of the normalized weekly issue is one. 

Table 12 studies the average maturity of bond issues. The regressions use a 
model that takes into account the incidental truncation of the data, since the average 
maturity is only available when countries issue bonds and, otherwise, there are missing 
observations. As noted initially by Heckman (1979), ignoring the missing values might 
lead to a sample selection bias. Therefore, two equations are estimated simultaneously 
by maximum likelihood. One equation describes the probability of observing the average 
maturity of issues each week. The second equation estimates how the average maturity is 
correlated with the conditioning variable. The regressors included in the selection 
equation are, alternatively, a crisis dummy, short- and long-term spreads, and the country 
EMBI spread.5° For the main equation, the estimated term premium is used. As the 
variables are not scaled, country dummies are included. Again, robust standard errors 
using country and crisis indicators as clusters are computed. 

The regression results in Table 12 provide further evidence of the negative 
relation between the term premium and the maturity of bond issues. The results of the 
selection equation show that countries are less likely to issue bonds during crisis times 
and, more generally, when spreads are high. The results of the main equation show that 
the average maturity of issues shortens when the predicted term premium is higher. As 
the relative cost of log-term bonds increases, emerging markets shift toward shorter 
maturities. 

3. The role of reforms 

In this section, we study how the introduction of reforms affects the development 
of capital markets. Due to data limitations, this analysis is constrained to stock markets. 51 

As shown in Chapter 2, throughout the last 20 years, many countries sought to foster 
domestic capital markets by implementing different types of reforms. Similarly to the 
analysis of economic fundamentals, we try to understand the effects of reforms on both 
the development of domestic stock markets and the process of internationalization of 
stock market activities. The main questions that we study are: (i) What reforms 
contribute to the development of local stock markets? and (ii) How do these reforms 
influence stock market internationalization? 

As explained above, this type of analysis complements the previous one on 
fundamentals as it concentrates on the changes over time of macroeconomic and 

50 The crisis dummy takes the value one during periods of financial cdsis and zero otherwise. For spreads, 
log spreads, defined as the logadthm of one plus the spread, are used. The EMBI spreads, calculated by J.P. 
Morgan, are well-known measures of long-term spreads in emerging markets. 
51 Bond data are available for a smaller sample of economies than equity data. Given the reduced number of 
countries implementing reforms, we are not able to test the impact of reforms on the development of bond 
markets. Furthermore, since bond series from the Bank for International Settlements (BIS) strut in 1989 for 
domestic bonds and 1993 for international bonds, countries undertaking reforms prnvious to those dates 
could not be included in the estimations. 
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institutional variables within counties, abstracting from cross-country differences. 
Furthermore, this analysis allows us to examine new variables that are not included in the 
panel estimations due to limitations in the data coverage, such as infrastructure reform, 
pension reform, and privatization. 

We study the role of reforms with the same dependent variables used in the 
analysis of economic fundamentals in Section 2.1. We use indicators of market 
capitalization, trading activity, and capital raising to analyze domestic stock market 
development, internationalization, and the ratio of international to domestic activity. We 
also work with the same dataset used in Section 2.1, comprising 82 countries with time 
series from 1975 up to 2000, and extend the data up to 2002 for the analysis of domestic 
stock market variables.52 However, since we want to assess the impact of reforms, the 
regressions only include those economies that introduced reforms during the sample 
period. This reduces the country coverage considerably. Moreover, the sample of 
countries varies significantly across regressions depending on the reform being evaluated. 

For the explanatory variables, we collect data on different types of reforms that 
might contribute to the development of stock markets. We use various data sources to 
gather information on reforms for as many as possible developed and developing 
countries. Below we describe the reforms that we study. More detailed information on 
the variables and data sources can be found in Appendix Table 1. 

Financial liberalization: As mentioned above, several papers suggest that financial 
liberalization positively affects the development of domestic stock markets (see Bekaert 
and Harvey 2003, Kaminsky and Schmukler 2003, and Levine and Zervos 1998a among 
many others). We study the impact of financial liberalization with measures of capital 
account liberalization and stock market liberalization. To save space and maximize the 
number of countries for which we have data, we combine this information. We construct 
a new variable of financial liberalization such that a country is financially liberalized 
when it has either opened the capital account or lifted restrictions on the stock market. 
(As a robustness check, we tested the liberalization of the capital account and the 
liberalization of the stock market individually. The regressions yield qualitatively similar 
results.) 

Infrastructure reform: Better functioning exchanges can also help increase stock market 
activity. The literature on exchange infrastructure is much more limited, probably due to 
the lack of cross-country evidence. Steil (2001) discusses the effects of technological 
advances on securities trading industries globally, and draws out specific implications for 
developing countries. Ngugi, Murinde, and Green (2003) study the impact of different 
market reforms on stock exchanges in Africa, finding for example that the modernization 
of trading systems leads to greater efficiency and lower market volatility . ._ We 

52 For the study of stock market internationalization, we only have data up to 2000. In Section 2.1, we use 
series up to 2000 for both domestic and international variables so that regressions are comparable. In this 
section, however, we incorporate domestic data for 2001-2002 to be able to cover a larger number of 
reforms, since several countries introduced reforms in the late 1990s. We performed robustness checks 
using domestic se1ies up to 2000 only and found similar results. 
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concentrate on three types of infrastructure reforms: (i) reforms related to the custody of 
securities, such as the establishment of a central depository, (ii) reforms aimed at 
enhancing the trading environment, such as the adoption of new technologies and trading 
platforms, and (iii) reforms associated with clearing and settlement processes, such as the 
introduction of more efficient clearing systems. We consider that a country improves its 
stock exchange infrastructure when it undertakes reforms in at least two of these three 
categories. Appendix Table 2 presents a brief chronology of the infrastructure reforms 
introduced by 24 developed and developing economies studied in the regressions. 

Institutional reform: Regressions in the previous sections included the law and order 
index (as reported by the International Country Risk Guide) to account for the 
institutional en vfronment, which is found by the literature to be an important determinant 
of financial development. In this section, we are interested in studying improvements in 
institutions rather than the general institutional framework. Thus, instead of using the 
level of the law and order index, we examine increases in its value. To have a larger 
sample of countries, we also analyze the evolution of an index of corruption (as reported 
by the International Country Risk Guide too). We consider that a country undertakes an 
institutional reform when the value of its law and order index or its corruption index 
surpasses the sample median value of that index. Note that this definition excludes those 
countries for which the law and order index and the corruption index are above or below 
the sample median during the whole sample period. 

Enforcement of insider trading laws: The analysis of fundamentals in Section 2.1 used 
the shareholders rights index as a proxy for investor protection and legal environment. 
One problem with this variable, however, is that for most countries it does not vary over 
time. Therefore, while it can be used in panel estimations to account for cross-country 
differences, the shareholders rights index cannot be used to measure changes in a 
country's legal environment. To account for improvements in the legal framework for 
investors, we thus use data on the enforcement of insider trading regulation. The date of 
insider trading laws enforcement is that of the first prosecution under these laws. The 
data come from Bhattacharya and Daouk (2002). This paper finds that the cost of equity 
does not change after the introduction of insider trading regulation, but it decreases 
considerably after the first prosecution. 

Pension reform: Chapter 2 showed that several countries moved from publicly managed 
defined-benefit to privately managed defined-contribution pension systems over the last 
20 years. An increasing number of studies suggest a positive link between pension 
reform and capital market development. As reviewed by Walker and Lefort (2002), 
pension reform may support the development of capital markets through three main 
cha1mels: accumulation of "institutional capital," increased specialization in the 
investment decision-making process, and financial innovation incentives. But the 
literature also points out important preconditions for the realization of the potential 
benefits of pension funds for capital market development, such as the attainment of 
critical mass, macro stability, and the relaxation of pension fund investment regulations 
in the medium term (see Srinivas, Whitehouse, and Yermo 2000, Vittas 2000, and 
Walker and Lefort 2002). We collect data on the date of pension reforms to test their 
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impact on the development of stock markets. 

Privatization: Chapter 2 also showed that many countries adopted privatization programs 
since the 1980s. Bortolotti et al. (2002), Boutchkova and Megginson (2000), Perotti and 
van Oijea (2001), and many others suggest that the privatization of state-owned 
companies is posi~iveiy associated :.ry:th the development of domestic stock markets. 
Bortoloui, Fantini, and Scarpa (2002), on the other hand, highlight a new growing trend 
of privatization abroad. They show that while redistributional concerns and the objective 
of domestic financiai market development make domestic privatization more likely, 
countries with poor corporate gover.umce systems and running high fiscal deficits might 
prefer to sell abroad a larger quantity of shares. We combine data from Perotti and van 
Oijen (200!) and World Bank and OECD databases to identify the start date of 
privatization processes and assess their effects on stock market development. 

Before presenting the regression results, we provide some summary statistics 
describing how reforms affect stock market variables. Appendix Tables 3, 4, and 5 show 
the changes in the indicators of domestic stock market development, internationalization, 
and internationalization relative to domestic activity after reforms are introduced. 
Specifically, the figures correspond to the difference between the post- and pre-reform 
mean values of market capitalization, trading activity, and capital raising. Appendix 
Table 6 shows the year of the reforms for each country. 

The data strongly suggest that reforms are positively associated with the 
development of domestic stock markets (Appendix Table 3). The ratio of market 
capitalization to GDP increases in virtually all countries and for all reforms, with a mean 
increase ranging from 20 percentage points (institutional reform) to 42.2 percentage 
points (enforcement of insider trading laws). Relative to the pre-reform period values 
(which are not reported in the table to save space), these figures indicate that the mean 
value of market capitalization over GDP in the post-reform period is ·approximately three 
times the pre-reform mean value, for most reforms. The ratio of value traded 
domestically to GDP also shows that the big majority of countries increase their trading 
activity after implementing reforms. The enforcement of insider trading laws has the 
largest impact, with a mean increase across countries of 40.9 percentage points. The ratio 
of capital raised to GDP also rises as reforms are introduced. The size of the increase is 
substantial if we compare it to the pre-reform values (not in the table). For example, the 
cross-country mean value of capital raised domestically over GDP prior to financial 
liberalization is 0.9 percent. An increase of 1.1 percentage points as shown in the table 
implies a post-liberalization mean value of two percent, which is more than twice the pre
liberalization value. 

Internationalization of stock market activities also increases with the introduction 
of reforms (Appendix Table 4). The ratio of market capitalization of international firms 
to GDP rises with all reforms and in practically all countries. Pension reforms, for 
example, make the capitalization of international firms over GDP increase 14.9 
percentage points on average. The ratio of value traded abroad to GDP also rises in many 
countries after reforms are carried out. Note that most cases for 'Yhich the mean change 
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in value traded abroad is zero correspond to countries that have no trading abroad during 
the whole sample period. Moreover, as many of the countries have no trading activity in 
international markets before the refonns, changes of one percentage point or less in this 
variable indicate important increases. This is also true for the ratio of capital raised 
abroad to GDP. The mean increase in this indicator is around 0.2 percentage points for 
most reforms. Considering that for many countries capital raised abroad is zero in the 
pre-reform period, these figures show a significant increase in capital raisings in 
international markets. 

Descriptive statistics for the ratio of international to domestic activity indicate that 
reforms have a larger impact on stock market activity abroad (Appendix Table 5). The 
ratio of market capitalization of international firms to total market capitalization increases 
for almost all countries and reforms. After an improvement in exchange infrastructure,
for example, this ratio increases by 23 .4 percentage points on average. The change in the 
ratio of value traded abroad to value traded domestically is also positive though more 
volatile across countries. Most Latin American countries for which we have data, 
including Argentina, Chile, Peru, and Venezuela, display sizeable increases in this 
indicator after reforms are introduced, ranging from 79.7 to 113.4 percentage points. For 
the ratio of capital raised abroad to capital raised domestically, there is also high variation 
across economies. Furthermore, the share of capital raised in international markets falls 
in the post-reform period for a considerable number of countries and reforms. This, as 
explained above, might be due to the lumpy nature of capital raising. It should also be 
noted that for many countries and reforms the post-reform period tends to coincide with 
the post-1997 period, where after the East Asian and Russian crisis, equity financing to 
emerging markets reduced significantly and risk perceptions of emerging markets 
securities increased. The cross-country averages of capital raised abroad relative to 
domestically increase for all but one type of reform, narriely stoc,k exchange 
infrastructure. 

To corroborate this evidence, we present econometric estimations. The dependent 
variables in the regressions are the indicators of market capitalization, value traded, and 
capital raised for the domestic market, internationalization, and internationalization 
relative to domestic activity. For the independent variables, we use dummies to measure 
the introduction of reforms. These dummy variables are equal to zero during the pre
reform period and equal to one since the reform is in place. In addition, we present 
estimations with control variables to verify that the changes in stock market indicators are 
not driven by other factors. We include two control variables, the GDP per capita and the 
government deficit relative to GDP. Regarding the estimation techniques, least squares 
estimators with fixed effects are used for all the regressions. We use the fixed effects 
model because we are interested in the within-country effects of reforms (abstracting 
from cross-country variation).53 

53 For the regressions on internationalization, we cannot apply a Tobit model as used in Section 2.1 because 
there is no consistent parametric fixed-effects Tobit estimator. Besides, there are not so many observations 
with zeros in the data used for the reform regressions, since we are only including countries that implement 
reforms during the sample petiod. As an alternative, the regressions were also estimated excluding those 
economies for which the dependent variable (e.g., value traded abroad, capital raised abroad) is equal to 
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Regression results for the dome3!ic stock market variables, the international 
variables, and the ratio of ia~emational to domestic activity are displayed in Tables 13, 14 
and 15, respectively. The tables present two estimations for each reform and stock 
market indicator: the first regression ir.dudes only the reform dummy as explanatory 
variable; the :;econd regression incorporates the control variables. 

The estimations on market capitalization (Table 13, top panel) show that all 
reforms are positive and statistically significant. For the regressior..s including the reform 
dummy only, no~e that the coefficients are very close !n the mean changes ~n market 
capitalization over GDP displayed in Appendix Table 3. (The coefficients are not equal 
to the mean changes, however, since the fixed-effects estimations isolate the within
country effects.) Furthermore, the constant terms in the univariate regressions represent 
the pre-reform mean values of market capitalization over GDP. For example, for 
financi~! liberalization, we find that market capitalization over GDP before countiies 
liberalize the stock market or capital account is 16.6 percent in average, and the within 
country difference between a financially liberalized country and a non-liberalized country 
is 24.4 percentage points. (Similar interpretations can be applied to the coefficients of the 
other univariate regressions presented in Tables 13, 14, and 15.) 

Regressions on market capitalization over GDP including the control variables 
show smaller coefficients for the reforms, though all of them remain positive and 
statistically significant. Regarding the control variables, both are statistically significant 
and have the expected signs. The results show that market capitalization over GDP 
increases as economi~_s _develop, and decreases when the government deficit is larger.54 

Similar results are found for value traded domestically (Table 13, middle panel) 
and capital raised domestically (Table 13, bottom panel). All reforms are positive and 
statistically significant in the univariate regressions on trading, and most of them remain 
significant when inciuding the control variables. GDP per capita and fiscal deficit are 
also statistically significant, affecting trading in the same direction as market 
capitalization. For capital raised over GDP, the results show that all reforms increase 
capital raisings in the domestic markets. Some of them, however, are not statistically 
significant in some specifications. Interestingly, GDP per capita and fiscal deficit are not 
significantly associated with capital raised domestically in most of the regressions. This 
is consistent with some estimation results found in the analysis of fundamentals in 
Section 2.1 (Table 1). 

Reforms also have a positive impact on stock market activity in international 
markets. All the reforms that we analyze increase the market capitalization of 
international firms over GDP (Table 14, top panel). The reform dummies are positive 
and statistically significant at the one-percent level across specifications. With respect to 

zero during the whole sample period. In practically all cases, the signs and significance of the coefficients 
do not vary when dropping those observations. 
54 Though not rep011ed, we also estimated the regressions in Tables 13, 14, and 15 including time dummies. 
In most cases, the refo1m dummies become insignificant when controlling for time effects. 
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the control variables, GDP per capita and the government deficit appear to have a weaker 
impact on the market capitalization of internz.tional firms compared to the results on total 
market capitalization in Table 13, as they are significant in only some of t:!ie regressions. 

Trading abroad (Table 14, middle panel) and capital raised abroad (Table 14, 
bottom panel) also increase after reforms are implemented. Ali reforms are positive and 
statistically significantly associated with value traded abroad over GDP; only financial 
liberaRizafam and pension reform become insignificant in the regressions with controi 
variables. GDP per capita has a positive and significant coefficient in most regressions, 
while fiscal deficit is significant in only two estimations on trading abroad. For capital 
raised in international markets, we find that all the reforms are positive and statistically 
significant, with the exception of infrastructure and pension reform when including the 
control variables. The estimations also show that higher GDP per capita increases capital 
raised abroad, while the fiscal deficit is generally insignificant. 55 

'fhe results in Tables 13 and 14 show that reforms lead to increases in both 
domestic stock market activity and internationalization. But are domestic stock market 
development and internationalization equally sensitive to the introduction of reforms? 
Since the samples used in the regressions on domestic and international variables are 
different (due to limitations in the availability of data), it is not possible to answer this 
question with the evidence presented above. Therefore, to study the impact of reforms on 
the degree of internationalization, we present estimations for the ratio of international to 
domestic activity. 

Regression results for the ratio of market capitalization of international firms to 
total market capitalization (Table 15, top panel) suggest that reforms accelerate 
internationalization. All the reforms analyzed are statistically significant at the one
percent level and are positively associated with the ratio, indicating that the market 
capitalization of international firms increases by a larger proportion than the market 
capitalization of all firms. Moreover, the coefficients show large increases in the share of 
market capitalization of international firms following the reforms. Infrastructure reform, 
enforcement of insider trading laws, and pension reform are among the reforms with the 
largest impact. 

Regressions on the ratio of value traded abroad to value traded domestically (Table 
15, middle panel) also indicate more internationalization after reforms are introduced. 
Trading abroad relative to trading in the domestic market increases with all the reforms, 
though some of them become insignificant when including GDP per capita and 
government deficit (and the coefficient for financial liberalization becomes negative). 
For the control variables, we find that as countries develop the share of trading abroad 
increases. The fiscal deficit, though significant only in two regressions, also has a 

55 The results showing that reforms have a positive impact on stock market internationalization are 
consistent with the findings of Ladekarl and Zervos (2004), who rep01t that the rule of law, the regulatory 
framework, and the market infrastructure (custody, clearing and settlement systems) are important 
determinants of whether an emerging market is considered "investable" or not by foreign p01tfolio 
investors. 
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positive effect on the ratio of value traded abroad to value traded domestically, whkh is 
consistent with the results found in Section 2.1 (Table 3). 

Finally, for the ratio of capitai raiseci abrcad to capital raised domesticaily, the 
resuiis show that all but infrastructure reforms lead to a great~r share of capital raised in 
international markets (Table 15, bottom panel). The reform dummies, however, are not 
significant when including control variables in the estimations, with the exception of 
pri vatizatbn that remains significant at the one-percent level. The GDP per capital is 
positive and statistically significant in some of the estimations, and the fiscal deficit is not 
significani. As mentioned above, the lack of significance of some variables may be 
explained by the high volatility of the ratio of capital raised abroad to doaestically from 
year to year (due to the lumpy nature of capital raising). Alternatively, the fact that some 
reforms result not significant may indicate that they have similar impacts on capital 
raisings abroad and in the domestic market. 

4. Capitai market development in Latin America 

Chapter 2 argued that the state of securities markets in Latin America appears to be 
disheartening given the intense reform efforts undertaken by these economies in the last 
two decades. In this section, we use formal evidence to further understand the state of 
development of Latin American capital markets. We try to assess whether there is in fact 
a gap between the extent of reform, on the one hand, and the actual outcomes, on the 
other. It might be that there is a shortfall in outcomes, but it may also occur that the level 
of capital market development in Latin America is what it should be, i.e. it is close to that 
predicted by econom~c fundamentals and reforms. A better understanding of the state of 
securities markets in Latin America is key for the policy debate, as discussed in Chapter 
4. 

The previous sections showed that improvements in macroeconomic and 
institutional factors lead to more domestic stock market activity cand internationalization 
and relatively larger domestic currency and smaller foreign currency government bond 
markets. Moreover, we showed that the introduction of different types of reforms spurs 
domestic stock market development and internationalization. Based on this evidence, 
this section evaluates the state of Latin American securities markets by examining: (i) 
Whether stock and bond markets in Latin America have developed as predicted by 
economic fundamentals in the panel estimations, and (ii) Whether the impact of reforms 
on the development and internationalization of stock markets in Latin America is similar 
to other countries. 

To assess whether the state of development of Latin American stock markets is 
what macroeconomic and institutional factors would predict, we study the residuals of the 
regressions presented in Section 2.1, which estimate the impact of economic 
fundamentals on stock market development. These regressions (Tables 1, 2, and 3) show 
that as fundamentals improve, market capitalization, trading, and capital raisings increase 
in both the domestic and international markets, with the degree of internationalization 
also increasing. By analyzing the residuals -the difference bet~een the observed and 
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predicted values of the dependent variable- we can see whether domestic stock market 
and internationalization indicators for Latin America are smaller or larger than predicted 
by economic fundamentals. 56 

We estimate the relation between the regression residuals and a Latin America 
dummy variable. This dummy takes the value one if the country is in Latin America and 
the Caribbean and zero otherwise. These regressions test whether residuals are 
significantly different for Latin American economies. If residuals are randomly 
distributed across countries, the dummy should result insignificant. However, if residuals 
tend to be larger or smaller for Latin America relative to other countries, the dummy 
variable will capture that pattern. 

Table 16 presents the results, with one regression for each of the specifications in 
Tables 1, 2, and 3. For the domestic variables (top panel), we find that the residuals of 
the regressions on market capitalization, value traded domestically, and capital raised 
domestically are negatively and significantly associated with the Latin America dummy. 
In other words, the results show that domestic stock markets in Latin America are less 
developed than predicted by macroeconomic and institutional factors in the panel 
estimations. Controlling for economic fundamentals, market capitalization, trading, and 
capital raisings in Latin markets are smaller than in other economies . 

. The results on stock market internationalization are opposite to those on domestic 
market development. For the international variables (middle panel), the estimations show 
a positive and statistically significant relation between residuals and the Latin America 
dummy variable for two of the three dependent variables. Latin American countries have 
more trading and capital raisings abroad than predicted by economic fundamentals. 
Furthermore, we find a significant, positive relation between the residuals of the ratio of 
international to domestic activity and the Latin America dummy (bottom panel). Market 
capitalization of international firms over total market capitalization, value traded abroad 
over value traded domestically, and capital raised abroad over capital raised domestically 
for Latin American countries are larger than what macroeconomic and institutional 
factors predict. Put differently, the degree of internationalization in Latin America is 
larger than in other countries, after controlling for fundamentals. 

The regression results in Table 16 show that Latin stock markets have a lower level 
of development and a higher degree of internationalization than predicted by 
fundamentals. However, it is necessary to consider that these results may be biased, 
since the residuals used as dependent variables are generated variables.57 As a robustness 
check, we re-estimate the regressions on stock market development and 

56 Positive residuals con-espond to observations for which stock market variables are larger than predicted 
by economic fundamentals. Negative residuals, conversely, show that stock market variables are smaller 
than predicted. 
57 The bias may arise if the regressors in the second regression (the one using the residuals as dependent 
variable) are c01Telated with the regressors in the first regression. 
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internationalization (Tables 1, 2, and 3) including the dummy for Latin American 
countries. 58 

Table 17 presents the regression results showing these robustness tests, with each 
column corresponding to one specification in Tables 1, 2, and 3. To save space we report 
only the coefficients for the Latin America dummy. For the domestic variab!'.es (top 
panel), we find that the results are consistent with those in Table 16: Latin American 
countries have a lower level of market capitalization (significant only in some 
specifications), value traded domestically, and capital raised domestically than other 
regions, after controlling for fundamentals. 

The results for international variables (middle panel) show that the Latin America 
dummy is significant and positive in the regressions using value traded abroad over GDP 
as dependent variable, indicating that countries in the region have more trading in 
international markets than predicted by economic fundamentals. Finally, the results also 
show that the degree of internationalization relative to domestic activity is higher in Latin 
America than what fundamentals predict (bottom panel). Market capitalization of 
international firms over total market capitalization (only in some specifications), value 
traded abroad over value traded domestically, and capital raised abroad over capital 
raised domestically are larger for countries in the region, after controlling for 
macroeconomic and institutional factors. 

Overall, the results in Tables 16 and 17 yield similar conclusions and suggest that 
there is a shortfall in the actual development of stock markets in Latin America, relative 
to fundamentals. On the other hand, the share of stock market activities taking place in 
international markets (specially trading abroad) appears to be larger than expected. 

We perform similar tests to assess whether the development of government bond 
markets in Latin American countries is what we would expect given their economic 
fundamentals. We study the residuals of the regressions presented in Section 2.3, which 
estimate how institutional factors affect the size and currency composition of government 
bonds. These regressions (Tables 6, 7, and 8) show that bigger countries with larger 
domestic investor bases and more flexible exchange rate regimes have relatively larger 
domestic currency and smaller foreign currency bond markets. We regress the residuals 
of these estimations on a Latin America dummy variable to examine whether the size of 
domestic and foreign currency government bond markets in the region is as predicted by 
these factors. As a robustness check, we also re-estimate the regressions in Tables 6, 7, 
and 8 including the Latin America dummy. 

The results for the regressions using the residuals as dependent variables are 
presented in Table 18, with one regression for each specification of Tables 6, 7, and 8. 

58 The regressions in Tables l, 2, and 3 were estimated using random effects models. In these models, the 
random effects estimates capture the factors not included in the regression that are specific to each counu·y. 
Since the Latin America dummy attempts to captw·e the factors that are specific to the countries in the 
region, for the results reported in Table 17 we re-estimated the regressions i'n Tables l, 2, and 3 using least 
square and Tobit models without random effects. ~ 
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For the estimations on the amount outstanding of domestic currency government bonds 
over GDP (top panel), we find that residuals are statistically significant and negatively 
related to the Latin America dummy in most specifications. Domestic currency 
government bond markets in Latin America are underdeveloped relative to institutional 
factors. Other economies with similar fundamentals have larger ·domestic currency 
government bond markets than Latin American countries. 

For the estimations on the amount outstanding of foreign currency government 
bonds over GDP (middle panel) and foreign currency government bonds over total · 
government bonds (bottom panel), the Latin America dummy is not significant in the 
regressions using lagged values of the independent variables. For the specifications using 
initial values of the regressors, however, the results show a statistically significant and 
positive coefficient for .the Latin America dummy. This suggests that the size of foreign 
currency government bond markets in Latin America is larger than what macroeconomic 
and institutional factors predict. Furthermore, the share of foreign currency government 
bonds in Latin America is larger than what it should be. 

Table 19 presents the results including the Latin America dummy in the regressions 
from Section 2.3, with each column corresponding to one specification in Tables 6, 7, and 
8. To save space we report only the coefficients for the Latin America dummy. The 
results are consistent with those reported in Table 18. For the regressions on the amount 
outstanding of domestic currency government bonds over GDP (top panel), the Latin 
America dummy is negative, arld significant in some specifications, indicating that Latin 
countries have smaller domestic currency government bond markets, after controlling for 
fundamentals. For the regressions on the amount outstanding of foreign currency 
government bonds over GDP (middle panel) and foreign currency government bonds 
over total government bonds (bottom panel), the Latin America dummy is significant and 
positive only in the specifications using the initial values of the regressors. 

We complement this analysis by studying the impact of refor-ms on stock markets 
in Latin America vis-a-vis other countries. Section 3 showed that financial liberalization, 
improvements in exchange infrastructure, institutional reform, enforcement of insider 
trading regulation, pension reform, and privatization lead to more domestic stock market 
activity and internationalization, increasing the share of stock market activity abroad: 
But is the impact of reforms equal across countries? Do reforms spur domestic stock 
market development in Latin America as they do in ·other economies? How significant is 
the increase in stock market internationalization in Latin America compared to other 
countries? 

In order to analyze whether the impact of reforms in Latin American countries 
differs from that in other regions, we re-estimate the regressions in Section· 3 (Tables 13, 
14, and 15) including the interaction between the reform dummies and the Latin America 
dummy. This interaction term captures the difference between the average impact of 
reforms across all countries and the impact of those same reforms in Latin America. A 
negative coefficient implies that reforms have a lower impact in· Latin America relative to 
other countries, while a positive one means that reforms have a· highe~ impact in the 
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region. To save space, we present these regressions only for the estimations without 
control variables. We choose these specifications because they have a wider coverage. 
As a robustness check, we performed the same type of analysis with the regressions 
including GDP per capita and government deficit as control variables, finding similar 
results. 

Table 20 reports the regression results. The estimations on stock market 
development (top panel) show that while all reforms have a positive impact on domestic 
market indicators, the impact of reforms on market capitalization and value traded is 
generally smaller in Latin America. In particular, infrastructure reform, the enforcement 
of insider trading laws, pension reform, and privatization have a significantly lower 
impact on stock market capitalization in Latin countries, relative to other economies. 
Similarly, for all the reforms we analyze, the increase in domestic trading is lower in 
Latin America. On the other hand, the impact of reforms on capital raised domestically 
in Latin America is not significantly different from other regions. 

The results for internationalization variables (middle panel) are more mixed, with 
some reforms having a higher impact in Latin American countries, while others have a 
lower impact. Financial liberalization and institutional reform lead to higher increases in 
market capitalization of international firms and value traded abroad in Latin America 
than in other regions. On the other hand, the impact of the enforcement of insider trading 
laws on market capitalization of international firms and capital raised abroad is lower in 
Latin America. 

The results for the share of international activity (bottom panel) are consistent 
across reforms, and show that most reforms tend to have a higher impact on the degree of 
internationalization in Latin America than in other regions. Institutional reform and the 
enforcement of insider trading laws lead to higher increases in market capitalization of 
international firms over total market capitalization in Latin countries. In the estimations 
on the ratio of value traded abroad to value traded domestically, the interaction term is 
significant and positive for all the reforms, indicating that the increase in this ratio after 
reforms is higher in Latin America than in other regions. 59 The increases in capital raised 
abroad over capital raised domestically associated with financial liberalization, 
infrastructure reform, and privatization are also higher in Latin American countries. 
Infrastructure reform seems to lead to a lower share of capital raised abroad in the region. 

The results presented in this section show that the development of domestic stock 
markets and local currency government bond markets in Latin America is lower than 
predicted by fundamentals, while the share of stock market activities taking place in 
international exchanges seems to be larger than predicted. A relevant question is why 
Latin countries have performed differently than expected. Although we believe that this 
is an issue that exceeds the objectives of this chapter and that merits further research, we 
will briefly discuss some possible explanations. 

S9 In fact, the results show that all the reforms under analysis only have a significant and positive impact on 
the ratio of value traded abroad to value traded domestically in Latin America, while having no significant 
impact in other regions. ~ 
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One factor that could help to explain the lower development of domestic securities 
markets in Latin America is macroeconomic volatility. There is, in effect, empirical 
evidence that the depth of domestic financial systems is in verse! y related to 
macroeconomic volatility (see, for example, IADB 1995). Therefore, to the extent that 
volatility might have been higher in Latin America than in other regions and was not 
fully captured in the regressions, this could explain the lower development of stock and 
government bond markets in Latin countries.60 However, this factor cannot account for 
the higher degree of internationalization of stock markets in Latin America, as a higher 
macroeconomic volatility should also lead to a lower participation in international equity 
markets.61 

The higher level of stock market internationalization in the region could be 
explained by an easier cultural connection with the U.S. markets. Pagano et al. (2001) 
and Sarkissian and Schill (2004) show that trade, common language, colonial ties, and 
similar industrial structure play an important role in the selection of an overseas listing 
venue. Although this might help to explain the higher level of internationalization of 

·Latin American stock markets relative to other emerging markets, it cannot explain the 
higher participation in international markets relative to developed countries. Another 
possible explanation for the different regional patterns of stock market 
internationalization is that, while European and U.S. markets performed well over the 
1990s, stock markets in Tokyo and Hong Kong - the natural candidates for migration in 
Asia - have not done so well. However, this explanation can only account for the 
higher degree of internationalization in Latin countries relative to East Asia, but not 
compared to develope~. economies. 

A striking feature of stock market internationalization in Latin America is the high 
level of trading in foreign markets, relative to other regions. In the case of European 
cross-listed stocks, Halling, Pagano, Randi, and Zechner (2004) find significant evidence 
of "flow back:" after an initial period of active trading in foreign markets, trading abroad 
follows a declining trend, which in most cases leads to a virtual disappearance of foreign 
trading activity. This pattern of trading concentrating back in the domestic market can be 
explained by the tendency towards agglomeration that characterizes trading activity, as a 
result of the positive externalities in the trading process (see, for example, Admati and 
Pfleiderer 1988, Chowdry and Nanda 1991 and Pagano 1989). In the case of Latin 
American cross-listed firms, however, there is no evidence of flow back; to the contrary, 

60 Note that the regressions on stock market development include two indicators of macroeconomic 
soundness, the annual inflation rate and the level of government deficit over GDP, and the regressions on 
government bond markets include an inflation index. 
61 We estimated the regressions in Tables 1, 2, and 3 including measures of inflation and interest rate 
volatility. These variables have a negative, although not always significant, impact on stock market 
development and internationalization indicators, and seem to be associated with a lower share of foreign 
activity, indicating that foreign investors are more sensitive to macroeconomic volatility than domestic 
investors, perhaps because they have other investment opportunities available. 
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the share of foreign trading remains significant many years after cross-listing, and even 
seems to increase.62 

The different patterns in the distribution of trading across markets can be explained 
by firm and market characteristics. Halling et al. (2004) find that for European cross
listed firms, lower trading costs abroad relative to domestic trading costs lead to a higher 
level of foreign trading. Differences in market microstructure between the home and 
foreign exchange also create frictions that prevent the concentration of trading back in the 
domestic market. On the other hand, the enforcement of insider trading laws leads to a 
higher level of foreign trading. Another factor that seems to play a significant role on the 
distribution of trading across exchanges is the time difference between the home and 
foreign market. Pulatkonak and Sofianos (1999) find that time zone difference explains 
40 percent of the variation of the share of trading abroad for foreign stocks cross-listed on 
the NYSE, with markets closer to New York exhibiting a higher level of foreign trading. 
Although this factor could help to explain the higher share of trading abroad in Latin 
American countiies, it is very difficult to disentangle the effects of time zone differences 
from simple regional dummies. Also, as Baruch, Karolyi, and Lemmon (2003) 
emphasize, there is a significant diversity in the share of foreign trading among different 
stocks from the same country and therefore country-level regulatory and institutional 
factors cannot fully explain differences in the distribution of trading across markets. 

Regarding the impact of reforms, the data indicate that most reforms in Latin 
America seem to have a lower impact on domestic stock markets than in other regions, 
but a higher impact on internationalization. Further research is needed to understand this 
puzzling finding and more detailed data on the extent and nature of reforms might help to 
understand better whether the quality of reforms or their sequencing can account for 
regional differences. 

5. Final remarks 

This chapter presented economettic evidence on the factors behind the development 
of capital markets. Some results point to important conclusions for the policy debate, as 
outlined below. 

The study of macroeconomic and institutional factors showed that size matters for 
capital market development. The size of the economy, and the domestic investor base in 
particular, are key determinants of the development of domestic capital markets. 
Countries with higher GDP and domestic demand for securities have larger domestic 
stock markets and local currency government bond markets. Foreign investor demand, 
conversely, is mainly geared to international firms' stocks and foreign currency 
government bonds. 

62 For the sample of Latin American films cross-listed in the NYSE included in our database we find that, 
on average, more than 60 percent of their total trading ta.lees place abroad, even in the long-run (after three 
of being cross-listed). ~ 



40 WHITHER LA TIN AMERICAN CAPITAL MARKETS? 

The evidence also showed that the internationalization of capital markets has 
negative spillover effects on the domestic markets. The internationalization of firms 
reduces the trading activity and liquidity of the domestic firms that do not 
internationalize. Furthermore, internationalization might have negative effects on 
domestic bond markets. The increase in foreign currency government bonds implies 
more currency risk. Also, to the extent that international investors require a higher term 
premium than domestic investors (at least during crisis periods), internationalization has 
negative consequences on the maturity structure of government bond markets. 

Another important result is that the processes of domestic stock market 
development and internationalization are driven by the same factors. hnprovements in 
economic fundamentals and the introduction of reforms lead to more domestic activity, 
but they also spur an increase in the share of stock market activity taking place abroad. 
As discussed in Chapter 4, this poses major challenges for policymakers. While 
countries may worry about internationalization, this process may be a natural part of their 
overall economic and institutional development. 

Finally, regarding capital markets in Latin America, the data suggest that there is· 
a shortfall in the actual state of domestic stock markets and local currency government 
bond markets in the region, relative to fundamentals and the extent of reforms. On the 
other hand, internationalization of stock market activities and foreign currency 
government bond markets appear to be larger than expected. Reforms in Latin America 
seem to have a lower impact on domestic stock markets than in other regions, but a 
higher impact on internationalization. Further research is needed to understand why the 
region has performed worse in terms of domestic capital market development but better 
in terms of internationalization of exchange activities. These findings also call for a 
revision to the reform agenda in Latin America, as most of the reform efforts seem to 
translate into more internationalization instead of domestic market development. 
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Table 1 
Determinants of Stock Market Development 

This table shows least square regressions estimated using random effects models for a panel of 82 countries 
between 1975 and 2000. A constant is estimated but not reported. Absolute values of z-statistics are in brackets. 
*, **, and*** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition 
of the variables. · 

Dependent Variable: Market Capitalization I GDP 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.213 ••• 0.144 ..... 0.163 ••• 0.100 .... 0.170 ••• 

[7.462) [5.091] [6.969] (2.776] [6.641] 

Law and order 0.014 0.026. 0.012 0.037 •• 0.010 
[0.962] (1.707) (1.063] (2 .047] (0.802] 

Shareholders rights 0.110 •• 
(2.524) 

Log (1 + Inflation) -0.017 
[0.471] 

Government deficit I GDP -2.625 ••• -1.770 ••• -2.144 ••• -1.608 ••• 

[7.385) [6.471) (4.895) [5.585] 

Capital account liberalization 0.098 ••• 0.051 
(2.682) (1.270] 

Total equity flows I GDP 3.845 ••• 2.354 ••• 
(one year lagged) (7.583) [2.840) 

Stock market liberalization 0.082 ••• 
(3.055] 

No. of observations 1007 843 802 401 661 
No. of countries 77 73 71 58 49 
R-s~uared ' 0.21 0.23 0.27 0.27 0.15 

Dependent Variable: Value Traded Domestically I GDP 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.215 *** 0.115 ••• 0.101 ••• 0.069 *** 0.095 ••• 

[9.347] [6.716] [5.919) [3.072] [5.573] 

Law and order -0.018 0.000 -0.005 0.016 -0.004 
(1.609] (0.006) (0.498] [I.097] (0.376] 

Shareholders rights 0.029 
(1.205) 

Log (1 + Intlation) O.Dl6 
(0.563] 

Goverrunent deficit I GDP -1.425 ••• -1.243 ••• -1.618 ••• -1.207 ••• 
[6.102] [5.080) [4.374) [4.723] 

Capital account liber.llization 0.049. 0.004 
[l.788) [0.171) 

Total equity flows I GDP 2.851 ••• 1.814 *** 
(one year lagged) [6.518) [2.694] 

Stock market liberalization O.Q28 
[l.164) 

No. of observations 999 838 797 399 657 
No. of countries 77 73 71 58 49 
R-s9uared 0.15 0.18 0.23 0.24 0.16 

Def!ndent Variable: Capital Raised Domestically I GDP 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.011 ••• 0.006 ••• 0.002 -0.002 0.001 
[3.727) [3.140) [l.301] [0.977) [0.295) 

Law and order -0.007 ••• -0.002 •• -0.002. 0.000 -0.002 •• 
[3.518) [2.012] [l.773] (0.220) (2.185] 

Shareholders rights 0.004 •• 
(2.384] 

Log (1 + Inflation) -0.002 
[0.595) 

Goverrunent deficit I GDP -0.021 -0.011 0.050. 0.013 
[0.993) (0.520) [l.716] [0.589] 

Capital account liberalization 0.007. -0.001 
[1.850] [0.462) 

Total equity flows / GDP 0.194 ••• 0.266 ••• 
(one year lagged) [5.087) [5.123] 

Stock market liberalization 0.011 ••• 
[4.066] 

No. of observations 541 468 437 258 361 
No. of countries 43 41 39 37 31 
R-s9uared 0.03 0.00 0 .05 0.18 0.02 

Source: Claessens, Klingebiel, and Schmukler (2004a) 



Table 2 
Determinants of Stock Market Internationalization 

This table shows Tobit regressions estimated using random effects models for a panel of 82 countries between 
1975 and 2000. A constant is estimated but not reported. Absolute values of z-statistics are in brackets. *, **, 
and ***mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the 
variables. 

Deeendent Variable: Market Caeltallzation of International Finns I GDP 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.123 ••• 0.084 ••• 0.083 ••• 0.068 ••• 0.061 ••• 

(6.246) [4.230) (4.799) (5.294) (5.874) 

Law and order 0.029. 0.043 ••• 0.042 ••• 0.030 •• 0.033 ••• 

(1.663) (3.215) (3.487) (2.352) (3.512) 

Shareholders rights -0.005 
[0.454) 

Log (l +Inflation) -0.126 •• 
(2.355) 

Government deficit I GDP -0.932 ••• -0.687 ••• -0.656 •• -0.642 ••• 

(3.726) (2 .588) (2.107) (3.391) 

Capital account liberalization 0.067 •• 0.043 
(2.084) (1.489] 

Total equity flows I GDP 3.531 ••• 3.253 ••• 

(one year lagged) [8.661) (7.526) 

Stock market liberalization 0.183 ••• 
5.987] 

No. of observations 706 557 536 365 419 
No. of countries 71 66 64 53 45 
No. of uncensored observations 541 441 423 312 320 
No. of left-censored observations 165 116 113 53 99 

D~ndent Variable: Value Traded Abroad I GDP 
(l) (2) (3) (4) (5) 

Log of GDP per capita 0.062 ••• 0.032 ••• 0.022 ••• 0.034 ... 0.047 ••• 

[5.802] [8.642] [9 .155] [9.870] (7.547) 

Law and order 0.001 0.004 -0.001 0.001 0.001 
(0.141] (1.475) (0.344) (0.289] (0.270) 

Shareholders rights -0.001 
(0.374) 

Log (1 + Inflation) -0.048 ••• 
[3.113) 

Government deficit I GDP -0.185 ••• -0.047 -0.126 •• -0.007 
[4.210) (0.967] (2.291) (0.132) 

Capital account liberalization 0.017 0.008 
(1.330) (1.460) 

Total equity tlows I GDP 0.640 ••• 0.943 ••• 
(one year lagged) [8.752) [9.647] . 

Stock market liber.1lization 0.050 ••• 

5.440) 
No. of observations 772 611 574 380 445 
No. of countries 75 70 67 54 45 
No. of uncensored observations 357 287 276 215 224 
No. of left-censored observations 415 324 298 165 221 

Deeendent Variable: Caeital Raised Abroad I GDP 
(l) (2) (3) (4) (5) 

Log of GDP per capita 0.003 *** 0.003 *** 0.003 ••• 0.001 ••• 0.002 *** 
[6.874] [6.164] (5 .332] [3.370] (4 .145] 

Law and order 0.001 ••• 0.001 ••• 0.001 ••• 0.001 0.000 
(2.878) (4.040] (3.035) (1.453) (0.622) 

Shareholders rights 0.000 
(0.064) 

Log (1 + Inflation) -0.002 
(1.270) 

Government deficit I GDP -0.017 •• -0.017 •• -0.001 -0.005 
(2.208) (2.129) (0.091) (0.663] 

Capital account liberalization 0.001 0.002 •• 
(1.139) (2.104) 

Total equity flows I GDP 0.055 ••• 0.033 •• 
(one year lagged) (4.572) (2.141) 

Stock market liberalization 0.008 ••• 

[7.302 
No. of observations 1056 884 825 394 676 
No. of countries 76 72 70 56 47 
No. of uncensored observations 444 372 352 236 267 
No. of left-censored observations 612 512 473 158 409 

Source: Claessens, K.lingebiel, and Schmukler (2004a) 



Table 3 
Determinants of Stock Market Internationalization Relative to Domestic Activity 

This table shows Tobit regressions estimated using random effects models for a panel of 82 countries between 
1975 and 2000. A constant is estimated but not reported. Absolute values of z-statistics are in brackets. *, **, 
and ***mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the 
variables. 

De(!endent Variable: Market Capitalization of International Firms I Total Market Capitalization 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.084 ••• 0 .145 ••• 0.136 ... 0.107 ••• 0.170 ••• 

[6.548] [13.129) [14.300) [6.759) [10.825) 

Law and order 0.032 ••• 0 .039 ••• 0.051 ••• 0.029 ••• 0.030 ••• 

[2.981) [4.409) [5.606) [2.786) [3.010) 

Shareholders rights 0.000 
[0.030) 

Log (l +Inflation) -0.214 ••• 

[7.686) 

Government deficit I GDP -0.724 ••• -0.223 0.204 0 .139 
[4.244) [0.789] [0.935] [0.602) 

Capital account liberalization 0.075 ••• 0.062 ••• 

[3.177] [3.303) 

Total equity ilows I GDP 3.217 ••• 3.335 ••• 

(one year lagged) [9.976) [7.584) 

Stock market liberalization 0.216 ••• 
... 6.055 

No. of observations 682 528 516 354 403 
No. of countries 71 65 64 53 45 
No. of uncensored observations 535 433 4 17 307 314 
No. of letl-censored observations 147 95 99 47 89 

D~dent Variable: Value Traded Abroad I Value Traded Domestlcall~ 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.308 ••• 0.426 ••• 0.346 *** 0.208 ••• 0.686 ••• 

[5.420] [4.333] [11.312) [4.512) [13.195) 

Law and order 0.052 0.095 0 .107 ••• 0.093 ••• 0.015 
[1.455) [1.261} [4 .259} [2.887) [0.497} 

Shareholders 1ights 0.003 
[0.159) 

Log (1 + Intlation) -0.447 ••• 

[4.764) 

Government deficit I GDP -0.831 1.778 •• l.802 ••• 2.002 ••• 

[0.860) [2.375) [2.725) [2.970] 

Capital account liberalization 0.155 0 .264 •• 

[1.625) [2.313] 

Total equity tlows I GDP 5.382 ••• 6.716 ••• 

(one year lagged) [6.037) [5.502i 

Stock market liberalization 0 .275 •• 

[2.572) 
No. of observations 720 567 541 372 422 
No. of countries 73 67 65 55 44 
No. of uncensored observations 345 282 269 211 219 
No. of left-censored observations 375 285 272 161 203 

Deeendent Variable: Ca~ital Raised Abroad I Ca~ltal Raised Domesticalll 
(1) (2) (3) (4) (5) 

Log of GDP per capita 0.287 ••• 0 .308 ••• 0.310 ••• 0.152 0.300 ••• 

[3.656) [3 .572} [3.927) [1.501) [3.057) 

Law and order -0.087 -0.082 -0.084 0.008 -0.125 
[1.540) [1.221} [1.369] [0.097} [l.546) 

Shareholders rights -0.013 
[0.219) 

Log (1 + Inflation) -0.185 
[l.280} 

Government deficit I GDP -2.903 ** -0.976 -2.037 -1.251 
[2.228) [0.678) [0.981} [0.778} 

Capital account liberalization 0.119 0 .106 
(1.025} [0.797) 

Total equity flows I GDP 7.558 *** 0.661 
(one year lagged) [3.354) [0.181) 

Stock market liberalization 0.817 *** 
'3.507) 

No. of observations 506 434 403 240 328 
No. of countries 41 39 37 35 29 
No. of uncensored observations 339 278 261 179 211 
No. of left-censored observations 167 156 142 6 1 117 

Source: Claessens, Klingebiel, and Schmukler (2004a) 



Table4 
Impact of Size on Stock Market Trading 

This table shows regressions for a panel of 82 c0W1tries between 1975 and 2000. 'lbe regressions using value 
traded domestically over GDP as a dependent variable are least square regressions estin~led using random 
effects Imdels. The regressions using value traded abroad over GDP and value traded aabroad over value traded 
domestically as dependent variables are Tobit regressions esti~led using nmdom effects m>dels. A constant is 
estimated but not reported. Absolute values of z-statistics are in brackets. *, **, and *** mean significance at 
10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

Dependent Variable: Value Traded Domestkalll /GDP 
(1) (2) (3) (4) (5) 

Log of GDP 0.173 ••• 0.095 ••• 0.091 ••• 0.065 ••• 0.085 ••• 

(9.509] (8.018) (7.865) (4.076] (7.645] 

Law and order -0.011 0.010 0.001 0.022. 0.007 
(0.978) (1.139) (0.004) (1 .687] (0.742) 

Shareholders rights 0.023 
(0.995) 

Log (1 +Inflation) 0.007 
(0.265) 

Government deficit I GDP -1 .527 ••• -1.264 ••• -1.677 ••• -1.292 ••• 

(6.671) (5.258) (4.579) (5.198] 

Capital account liberalii.ation 0.066 •• 0.021 
(2.448) (0.854) 

Total equity flows I GDP 3.115 ••• 2.202 ••• 

(one year lagged) (7.376) (3.294) 

Stock market liberalii.ation 0.008 
0.326 

No. of observations 999 838 797 399 657 
No. of countries 77 73 71 58 49 
R-~uared 0.149 0.239 0.292 0.263 0.255 

Def!ndent Variable: Value Traded Ahl'oad I GDP 
(1) (2) (3) (4) (5) 

Log of GDP 0.081 ••• 0.040 ••• 0.049 ••• 0 .028 ••• 0.040 ••• 

(9.383) (14.483) (15.085) (10.772) [7.811) 

Law and order 0.015 ••• 0.004 •• 0.008 ••• 0.004 •• 0.002 
[3.432) (2.069) [4.745] (2.284) (0.749) 

Shareholders rights 0.004. 
(1.912) 

Log (1 + lntlation) -0.045 ••• 
(3.072) 

Government deficit I GDP -0.097 •• -0.080. -0.022 -0.026 
(2.293) (1.(164) (0.415) (0.404) 

Capital account liberalii.ation 0 .032 ••• 0.002 
(2.635) [0.513] 

Total equity flows I GDP 0.654 ••• 0.992 ••• 
(one year lagged) [8.898) (10.120) 

Stock market liberalii.ation 0.046 ••• 

4.642] 
No. of obi;ervations 772 611 574 380 445 
No. of countries 75 70 67 54 45 
No. of uncensored observations 357 287 276 215 224 
No. of left-censored observations 415 324 298 165 221 

Def!ndent Variable: Value Traded Abroad/ Value Traded Domeatkalll 
(1) (2) (3) (4) (5) 

Log of GDP 0.421 ••• 0.457 ••• 0.475 ••• 0.218 ••• 0.479 ••• 

(7.042) (8.108] (11.902) (7.647) (11.156] 

Law and order 0 .125 ••• 0.177 ••• 0.125 ••• 0 .140 ••• 0.126 ••• 

[4.524) [5.824) [6.113) [S.747) (4.901] 

Shareholders rights 0 .032 
(1.252) 

Log (1 + Inflation) -0.335 ••• 
(3.586] 

Government deficit I GDP -0.088 2.403 ••• 1.772 ••• 2.275 ••• 
[0.078) [4.118) (2.673) (3 .161) 

Capital account liberalii.ation 0.286 ••• 0.335 ••• 

[3.900] [4.093) 

Total equity tlows I GDP 4.420 ••• 8.854 ••• 
(one year lagged) [4.632) [7.177) 

Stock market liberalii.ation 0.225 •• 
2.040) 

No. of observations 708 567 541 372 422 
No. of countries 72 67 6S SS 44 
No. of uncensored observations 344 282 269 211 219 
No. of left-censored observations 364 285 272 161 203 



Table S 
Effects of Internationalization on Domestic Firms 

This table reports least square regressions with standard errors that are robust to heteroskedasticity. The data cover over 3,000 finm 
across 55 emerging market countries during the years 1989 to 2000. The regressions include cow1try and year dununies, though they 
are not reported in the table. The sample includes only domestic firms. Absolute values oft-statistics are in brackets. *, **, and••• 
mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

Dependent Variable: Log of One Plus the Turnover Ratio of Domestic Firms 
(1) (2) (3) (4) (5) (6) 

Share of international companies -1.386 *** -2.977 *** -3.010 *** -2.547 *** -2.929 *** -2.564 *** 
(5.185] (8.171] (7.799] (6.785] (8.185] (6.627] 

Log of one plus the aggregate turnover 0.236 *"'* 0.179 *"'* 0.167 *** 0.215 *"'* 0.173 *** 0.191 *** 
ratio in international markets (4.369] (3 .113] (2.858] (3.637] (3.019] (3.198) 

Log of GDP per capita 0.204 *** 0.161 *** 
(5 .023] (3.914) 

Law and order 0.045 *** 0.035 *** 
[4.717] (3.612) 

Capital account liberalizatiun -0.009 -0.021 
[0.455) [1.020) 

Log of total assets -0.060 *** -0.062 *** -0.062 *** -0.056 *** -0.058 *** 
(9.712] (9.818] [9.874] (9.085] (9.283] 

Number of firms 2,400 1,531 1,530 1,509 1,517 1,494 
Number of observations 12,762 7,312 7,298 7,233 7,138 7,045 
Country dunnnies Yes Yes Yes Yes Yes Yes 
Year dununies Yes Yes Yes Yes Yes Yes 
R-squared 0.70 0.71 0.71 0.71 0.70 0.70 

Source: Levine and Schmukler (2004) 



Table 6 
Determinants of Domestic Currency Government Bonds 

This table shows regressions estimated through feasible generalized least squares with heteroskedastic error structures and autocorrelation within countries. The data cover 36 countries 
between 1993 and 2000. For columns (1)-(8), inflation index, fiscal burden, reserves over GDP, and the three exchange rate regimes are lagged one period. In column (9), these 
variables are expressed as their initial values of the time series. A constant is estimated but not reported in the table. Higher values of inflation index are associated with worse 
monetary policy or higher average inflation rate. Fiscal burden of government takes higher values when governments impose more pressure through expenditure and tax rates. 
Institutionalized democracy takes higher values when countries have better democratic institutions. The official and actual exchange rate regimes increase with the degree of flexibility 
of the exchange rate. (RR) stands for Reinhart and Rogoff (2004) and (LYS) for Levy Yeyati and Sturzenegger (2003), the two sources used for the indexes of actual exchange rate 
regime. The Wald test shown at the bottom is a joint test that all of the slope parameters in the regression are jointly equal to zero. Absolute values of z-statistics are in brackets. *, **, 
and *** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

Dependent Variable: Log of Domestic Currency Government Bonds Outstanding I GDP 
Lagged variables 

(1) (2) (3) (4) (5) (6) (7) 
Log of GDP 0.246 *** 0.229 *** 0.195 *** 0.118 *** 0.058 *** 0.270 *** 0.230 *** 

[11.987] [9.425] [9.892] [5.435] [2.782] [12.502] [13.459] 

Log of total deposits I GDP 0.498 *** 0.267 *** 0.498 *** 0.560 *** 0.818 *** 0.579 *** 0.320 *** 
[11.350] (4.804] (9.992] (11.186] [17.708] [11.340] (6.587] 

Inflation index -0.088 ••• 
[5.505] 

Fiscal burden 0.308 ••• 
[11.612) 

Institutionalized democracy 0.082 ••• 
[3.546] 

Log of reserves I GDP -0.003 
(0.115) 

Official exchange rate regime 0.065 ••• 
(3.649] 

Actual exchange rate regime (RR) 0.009 •• 
[2.211) 

Actual exchange rate regime (LYS) 0.002 
[0.270] 

Observations 158 158 231 234 200 237 192 
Number of Countries 35 35 35 36 30 36 34 
Wald test 531.80 *** 318.31 *** 191.50 *** 158.29 *** 374.71 *** 205.57 *** 195.38 *** 
Log likelihood 101.55 72.68 179.56 194.34 194.95 197.63 132.09 

Source: Claessens, Klingebiel, and Schmukler (2004b) 

(8) 
0.261 *** 

[13.635] 

0.423 *** 
(5.858] 

-0.066 ••• 
(3.897) 

0.034 
(1.300) 

0.128 ••• 
[23.085) 

0.042 •• 
[2.345) 

143 
32 

1904.51 *** 
90.94 

Initial values 
(9) 

0.141 *** 
[8.004] 

0.519 *** 
[8.229] 

-0.158 ••• 
[5.707] ' 

-0.061 
(1.118] 

0.099 ••• 
[4.284] 

0.168 ••• 
[5.404] 

216 
33 

250.15 *** 
170.08 



Table 7 
Determinants of Foreign Currency Government Bonds 

1bis table shows regressions estimated through feasible generalized least squares with heteroskedastic error structures and autocorrelation within countries. Tue data cover 36 countries 
between 1993 and 2000. For columns (1)-(8), inflation index, fiscal burden, reserves over GDP, and the three exchange rate regimes are lagged one period. In column (9), these 
variables are expressed as their initial values of the time series. A constant is estimated but not reported in the table. Higher values of inflation index are associated with worse 
monetary policy or higher average inflation rate. Fiscal burden of government takes higher values when governments impose more pressure through expenditure and tax rates. 
Institutionalized democracy takes higher values when countries have better democratic institutions. The official and actual exchange rate regimes increase with the degree of flexibility 
of the exchange rate. (RR) stands for Reinhart and Rogoff (2004) and (LYS) for Levy Yeyati and Sturzenegger (2003), the two sources used for the indexes of actual exchange rate 
regime. The Wald test shown at the bottom is a joint test that all of the slope parameters in the regression are jointly equal to zero. Absolute values of z-statistics are in brackets. *, **, 
and *** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

De2endent Variable: Log of Foreign Currencl'. Government Bonds Outstanding I GDP 

La~ed variables Initial values 

~ll (2l ~3l ~4l ~5l ~6l (7l ~Bl ~9l 
Log of GDP -0.757 *** -0.630 *** -0.701 *** -0.658 *** -0.979 *** -0.689 *** -0.678 *** -0.656 *** -0.664 *** 

[13.056] [13.822] [11.337] [11.255] [11.543] [11.606] (8.521] (8.395] [7.726] 

Log of total deposits I GDP -1.050 *** -0.844 *** 0.012 -0.038 -0.186 * -0.174 * -0.618 *** -1.150 *** -0.342 *** 
[13.868] [11.101] [0.114] [0.324] [l.953] [l.669] [6.371] [12.306] [2.908] 

Inflation index -0.314 *** -0.233 *** -0.357 *** 
[12.618] [7.067] [5.426] 

Fiscal burden 0.532 *** 0.258 *** 0.572 *** 
[9.716] (3.387] [2.702] 

Institutionalized democracy 0.084 ** 0.122 *** 0.075 * 
[2.573] [3.077] [l.847] 

Log of reserves I GDP -0.058 
[1.148] 

Official exchange rate regime 0.110 ** 
[2.170] 

' Actual exchange rate regime (RR) -0.004 
[0.417] 

Actual exchange rate regime (L YS) -0.009 -0.195 *** -0.505 *** 
[0.274] [2.815] [3.892] 

Observations 158 158 231 234 200 237 192 143 216 

Number of Countries 35 35 35 36 30 36 34 32 33 
Wald test 303.68 *** 352.80 *** 136.93 *** 128.21 *** 138.01 *** 135.07 *** 88.61 *** 545.91 *** 302.63 *** 
Log likelihood -32.20 -36.14 -13.56 -23.43 -2.56 -42.03 -53.71 -56.58 -23.96 

Source: Claessens, Klingebiel, and Schmukler (2004b) 



Table 8 
Determinants of the Share of Foreign Currency Government Bonds 

This table shows regressions estimated through feasible generalized least squares with heteroskedastic error structures and autocorrelation within countries. The data cover 36 countries 
between 1993 and 2000. For columns (1)-(8), inflation index, fiscal burden, reserves over GDP, and the three exchange rate regimes are lagged one period In column (9), these 
variables are expressed as their initial values of the time series. A constant is estimated but not reported in the table. Higher values of inflation index are associated with worse 
monetary policy or higher average inflation rate. Fiscal burden of government takes higher values when governments impose more pressure through expenditure and tax rates. 
Institutionalized democracy takes higher values when countries have better democratic institutions. The official and actual exchange rate regimes increase with the degree of flexibility 
of the exchange rate. (RR) stands for Reinhart and Rogoff (2004) and (LYS) for Levy Yeyati and Sturzenegger (2003), the two sources used for the indexes of actual exchange rate 
regime. The Wald test shown at the bottom is a joint test that all of the slope parameters in the regression are jointly equal to zero. Absolute values of z-statistics are in brackets. *, **, 
and ***mean significance at 10, 5, and 1 percent, respectively. See Appendix Table I for the definition of the variables. 

Dependent Variable: Log of Foreign Currency Government Bonds Outstanding I Total Government Bonds Outstanding 

Layed variables 
(1) (2) (3) (4) (5) (6) (7) (8) 

Log of GDP -0.893 *** -0.918 *** -0.726 *** -0.709 *** -0.926 *** -0.661 *** -0.844 ••• -0.891 ••• 
[19.498] [22.290] [14.869] (11.779] (13.103] (14.799] (16.214] (17.522] 

Log of total deposits I GDP -0.881 *** -0.934 *** -0.554 *** -0.520 *** -0.679 *** -0.537 ••• -0.780 *** -0.992 ••• 
(11.765] [12.583] (7.380] (5.417] (6.876] (6.577] (9.018] (15.769] 

Inflation index -0.093 ••• -0.066 ••• 
(4.660] (4.151] 

Fiscal burden 0.192 ••• 0.192 ••• 
[7.879] [4.008] 

Institutionalized democracy 0.045 -0.021 
[l.259] [0.966) 

Log of reserves I GDP -0.056 
[1.245) 

qfficial exchange rate regime 0.083 •• 
(2.054] 

Actual exchange rate regime (RR) -0.027 ••• 
(3.585) 

Actual exchange rate regime (LYS) -0.074. -0.141 •• 
[l.737] [2.422] 

Observations 158 158 231 234 200 237 192 143 

Number of Countries 35 35 35 36 30 36 34 32 

Wald test 447.47 *** 964.91 *** 292.38 *** 167.99 *** 196.95 *** 268.26 *** 317.90 ••• 1133.87 ••• 

Log likelihood 25.78 12.79 35.94 16.40 31.03 9.64 -7.54 -6.68 

Source: Claessens, Klingebiel, and Schmukler (2004b) 

Initial values 
(9) 

-0.721 *** 
[12.577) 

-0.622 ••• 
(7.120] 

-0.095 ••• 
[3.149] 

0.487 ••• 
[3.019] 

0.004 
[0.094] 

-0.585 ••• 
[6.320] 

216 
33 

363.06 ••• 
38.22 



Table 9 
Determinants of Government Bonds: Use of International Claims 

Tilis table shows regressions estimated through feasible generalized least squares with heteroskedastic error structures and autocorrelation within countries. The data cover 21 countries 
between 1993 and 2000. The reduction on the sample size is due to the introduction of international claims as explanatory variable which has a smaller coverage than the other variables. 
For columns (1), (3), and (5), inflation index, fiscal burden, and the three exchange rate regimes are lagged one period. For columns (2), (4), and (6), these variables are expressed as 
their initial values of the time series. A constant is estimated but not reported in the table. Higher values of inflation index are associated with worse monetary policy or higher average 
inflation rate. Fiscal burden of government takes higher values when governments impose more pressure through expenditure and tax rates. Institutionalized democracy takes higher 
values when countries have better democratic institutions. The actual exchange rate regime increases with the degree of flexibility of the exchange rate. (LYS) stands for Levy Yeyati 
and Sturzenegger (2003), the source used for the index of actual exchange rate regime. The Wald test shown at the bottom is a joint test that all of the slope parameters in the regression 
are jointly equal to zero. Absolute values of z-statistics are in brackets. *, **, and*** ~an significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of 
the variables. 

De~ndent variables: 
Log of Domestic Currency 

Log of Foreign Currency Government 
Log of Foreign Currency Government 

Government Bonds Outstanding I 
Bonds Outstanding I GDP 

Bonds Outstanding I Total 
GDP Government Bonds Outstanding 

La~ed variables Initial values LaS!ecl variables Initial values La9ed variables Initial values 

~12 ~22 ~32 ~42 (5~ ~62 
Log of GDP 0.086 ** 0.094 ** 0.001 -0.015 -0.244 *** -0.053 

[2.500] [2.025] [0.017] [0.168] (2.963] [0.634] 
Log of total deposits I GDP 1.024 *** 0.833 *** -1.177 *** -0.399 *** -1.439 *** -0.874 *** 

[32.214] [13.985] [9.226] [3.029) [13.023] (6.447] 
Log of international claims I GDP -0.114 ** -0.102 ** 0.668 *** 0.562 *** 0.400 *** 0.305 *** 

[2.014] [2.181] [5.744] [5.494] [4.561] [2.737) 
Inflation index 0.049 ** 0.008 -0.162 *** -0.099 -0.084 ** -0.194 ** 

[2.290) [0.254) [3.034] [1.148) [2.119] [1.978] 
Fiscal burden -0.023 0.139 ** 0.279 *** 0.736 *** 0.399 *** 0.412 * 

(0.877] [2.552] [2.923] [3.164] [5.573] [1.739) 
lns)itutionalized democracy 0.090 *** 0.078 *** 0.222 *** 0.305 *** 0.030 0.086 ** 

[4.324] [4.439] [3.897] [6.219] [0.826] [2.276] 
Actual exchange rate regime (LYS) 0.017 0.221 *** -0.326 *** -0.569 *** -0.283 *** -0.856 *** 

(0.928] [5.580] [3.821] [3.167] (3.719] [5.414] 

Observations 85 118 85 118 85 118 
Number of Countries 21 21 21 21 21 21 
Wald test 2289.06 *** 401.44 *** 1152.13 *** 477.57 *** 599.47 *** 263.09 *** 
Log likelihood 67.53 82.57 -31.55 -24.31 -18.24 -6.65 

Source: Oaessens, Klingebiel, and Schmukler (2004b) 



Table 10 
Emerging Market Government Bonds: Excess Returns 

1bis table shows the annualized means of excess returns over comparable Gennan and U.S. bonds by country and across countries. 
Excess returns are estimated using a holding period of one week and for coupon rates of 5, 1.5, and 10 percent Figures are in percent. 

Coupon=5% Coupon= 7.5% Coupon=l0% 
er3 er6 er9 er12 er3 er6 er9 er12 er3 er6 er9 er12 

Average 2.90 3.49 6.74 8.26 3.08 3.45 5.93 6.95 3.23 3.44 5.46 6.27 

Argentina -7.08 -4.21 0.55 0.48 -6.34 -4.02 -0.31 -0.98 -5.71 -3.85 -0.81 -1.63 
Brazil 6.02 6.34 9.28 12.69 6.04 6.21 8.60 11.34 6.06 6.12 8.16 10.52 
Colombia 4.67 4.41 4.11 4.50 4.61 4.34 4.03 4.28 4.57 4.30 3.99 4.15 
Mexico 3.56 5.25 6.72 7.89 3.52 5.08 6.40 7.43 3.49 4.95 6.17 7.11 
Russia 14.84 18.73 39.72 45.96 15.09 18.03 33.43 37.57 15.31 17.54 30.01 33.53 
Turkey 4.09 3.78 4.52 6.92 4.09 3.77 4.32 6.11 4.09 3.77 4.21 5.63 
Uruguay -2.72 -5.21 -5.33 -5.74 -2.51 -4.93 -5.22 -5.69 -2.32 -4.70 -5.11 -5.61 
Venezuela 2.50 1.05 1.10 1.74 2.63 l.21 l.18 1.59 2.74 1.35 1.25 1.53 

Source: Broner, Lorenzoni, and Schmukler (2004) 



Table 11 
Amount Issued of Government Bonds 

lb.is table reports the marginal coefficients of Tobit regressions of the aai1ount issued at different maturities on the 
predicted tenn premium. Regressions are estimated by maximum likelihood. The dependent variables are normalized 
by the average weekly amount issued, short-term or long-tem1 respectively, for each country. Maturity up to 3 years 
includes bonds of 3-year maturity, maturity from 3 to 6 years includes bonds of 6-year maturity, and maturity from 6 to 
9 years includes bonds of 9-year maturity. The independent variable is in logs. 'Ille standard errors are robust to 

. heteroskedasticity and serial correlation. Observations are assumed to be independent across clusters but not within 
clusters. Clusters are defined by country and crisis periods. Robust z statistics are in brackets. *, **, and *** mean 
significance at 10, 5, and 1 percent, respectively. 

Predicted Term Premium 
(er9-er3) 

Obseivations 
Uncensored Observations 

Maturity up 
to 3 years 

0.087 
[0.183] 

2,996 
46 

Source: Broner, Lorenzoni, and Schmukler (2004) 

Dependent Variable: Bond Issues 

Maturity between 
3 and 6 years 

-0.455 
[0.816] 

2,996 
109 

Maturity between 
6 and 9 years 

-0.692 
[1.434] 

2,996 
56 

Matutity over 
9 years 

-1.230 *** 
[3.975] 

2,996 
103 



Table 12 
Average Maturity of Government Bond Issues 

This table reports selection bias regressions of the average maturity of issues on the predicted term premia. In the selection 
equation, the decision to issue is explained by a crisis dummy, short- and long-term spreads, and the EMBI. Regressions 
are estimated by maximum likelihood. The independent variables are in logs. The standard errors are robust to 
heteroskedasticity and serial correlation. Observations are assumed to be independent across clusters but not within 
clusters. Clusters are defined by country and crisis periods. All regressions include country dummies. Regre.ssions using 
the EMBI do not include Uruguay due to data availability. Robust z statistics are in brackets. •, ••, and *** mean 
significance at 10, 5, and 1 percent, respectively. 

Dependent Variable: Average Maturity of Issues 
(1) (2) (3) (4) 

Main Equation 
Predicted Term Premium -2.724 ** -2.696 *** -5.554 *** -2.103 *** 
(er9-er3) [2.316] (3.238] (4.904] (3.029] 

Selection Equation 
Crisis Dummy -0.191 ** 

[2.212] 
3-Year Spread -0.031 *** 

[3.005] 
9-Year Spread -0.065 *** 

(3.352] 
EMBI -0.066 *** 

[3.764) 

Country Dummies yes yes yes yes 
Observations 2,996 2,996 2,996 2,338 

Source: Broner, Lorenzoni, and Schmukler (2004) 



Table 13 
Impact of Ref or~ on Stock Market Development 

This table shows least square regressions estimated using fixed effects models for countries implementing reforms between 1975 and 2002. Absolute values oft-statistics are in 
brackets.*,**, and*** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

°*t"IDllm& V ........ : Mullet CapitallzaUoa/GDP 
(I) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Financial l.ibecalizatioo 0.244 ••• 0.078 ••• 
(17.6&3) [4.755) 

Infrasuuctu.rc: reform 0.427 ••• 0.132 ••• 
(14.357) (4.033) 

Institutional reform 0.233 ••• 0.122 ••• 
(&.254) (4.125) 

E.nfon:emc:nt uf insider trading litwa 0.469 ••• 0.137 ••• 
(J7.S77) (4.066) 

Pension reform 0.440 ••• 0. 112 •• 
(9.270) (2.156J 

Privatization 0.285 ••• 0.141 ••• 
[17.196) [6.803) 

log of GDP per capita 0.228 ••• 0.221 ••• 0.201 ••• 0.293 ••• 0.394 ••• 0.186 ••• 

(12.710) (6.846] (4.916) (9.445) (6.837) (7.720) 

Government deficit I GDP -0.008 ••• -0.024 ••• -0.014 ••• -0.015 ••• -0.009 -0.014 ••• 

(4.268) [6.69SJ (3.633) (4.533} (1.450) (5.757) 

Conslallt 0.166 ••• -1.S73 ••• 0.199 ••• -1.550 ••• 0.307 ••• - 1.206 ••• 0.246 •H -2.166 ••• 0.330 ••• -3.053 ... 0.11.7 • 0 -1.171 n• 
(16.726) (ll .164) (9.872) (5.836) (16.152) (3.919) (l:S.256) (8.242) (11.515] (6.293) (10.794) (6.449) 

Fixed Effects Yea Yes Yea Yea Yes Yea Yes Yea Yea Yes Yes Yea 

No. of Obsc:cvations l,108 817 605 482 568 411 816 620 368 265 904 698 
No. of Countries 49 40 23 21 33 27 33 29 17 13 39 33 
R-s~uared 0.23 0.40 0.26 0.40 0.11 0.26 0.28 0.36 0.20 0.42 0.26 0.35 

Depmdeot Vartallle: Vahle Tndt!d Do-tic!!!! I GDP 
(I) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Financial liberalization 0.171 ••• -0.002 
(8.406) (0.160) 

Infrastructure reform 0.371 ••• 0.065 ••• 

(11.000J (2.1132) 
ln.stilutioual reform 0.196 ••• 0.095 ... 

(7.991) (4.366) 

Enforcement of insider trading lawa 0.455 ••• 0.118 ••• 
(15.210) (4.776) 

Pension reform 0.288 ••• 0.087 0 

(7.159) (2.262) 

Privatization 0.178 ... 0.058 ••• 

(12.490) (3.811) 

Log of GDP per capita 0. 181 ••• 0.126 ••• 0.109 ••• 0.165 ••• 0.123 ••• 0.121 ••• 

(14.422) (5.718) [3.645) [7.557) [2.995) [7.103) 

Government deficit I GDP -0.004 ••• -0.015 ••• -0.007 •• -0.010 ••• -0.009. -0.007 ••• 

(2.966) (6.068) (2.457) (4.012) (1.939) (4.186) 

Constant 0.065 ••• -1.357 ••• 0.055 •• -0.925 ••• 0.075 ••• -0.749 ••• 0.090 ••• -1 .252 ••• 0.147 ••• -0.900 ••• 0.013 -0.844 ••• 
(4.370) (13.620) (2.453) (S.127) (4.494) (3.304) (4.902) (6.775) (6.170) (2 .616) (1 .290) [6.557) 

Fixed Effects Yes Yes Yes Ye.s Ye.s Yes Ye.s Ye.s Yes Ye.s Yes Yes 

No. of Observations 1,154 861 625 502 582 425 844 651 372 273 904 701 
No. of Countries 52 43 23 21 34 28 34 30 17 13 39 33 
R-~uared 0.06 0.32 0.1'7 0 .30 0.11 0.19 0 .22 0.30 0 .13 0.20 O.IS 0.23 

D~dent Variable: C~bll Raised Donaesth:alll /GDP 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

Financial liberalization 0.010 ••• 0.008 ••• 
(3.860) (3.049) 

Infrastructure reform 0.014 ••• 0.006 •• 
(3.175) (2.095) 

Inscitulional reform 0.009 0.005. 
(1 .643) (1 .689) 

E.nforcement of insider trading laws 0 .016 ••• 0.008 ••• 
(5.315) (3.383) 

Pension reform 0.017 ••• 0.004 
(2.696) (0.925) 

Privatization 0.008 ••• 0.005. 
(3.858) (1.772) 

Log of GDP per capita 0.002 0.001 0.004 0.003 0.004 0.004 
(0.661) (0.199) (l .O'J8) (l.016) (0.726) (1.217) 

Government deficit I GDP 0.000 0.000 -0.001 0.000 -0 .001 •• 0.000 
[0.342) (0.344) (1 .611} (0.738) (2.045) (0.667) 

Constant 0.009 ••• -0.008 0.010 ••• 0.004 0.018 ••• -0.020 0.011 ••• -0.016 0.014 ••• -0.024 0.010 ••• -0.027 
(4.650) (0.314) (2.784) (0.135) (S.094) (0.616) (5.348) (0.598) (3.492) (0.459) (5.765) [0.887) 

Fixed Effects Yes Yes Yea Yea Yes Yes Yes Yes Yea Yes Yes YC$ 

No. of Observations 256 187 283 205 223 ISO 422 306 190 128 228 193 
No. of Countries 14 12 17 15 14 11 24 21 10 8 12 12 
R-~uared 0.06 0.12 0.04 0.05 0.01 0.12 0 .07 0.10 0.04 0. 12 O.o7 0.06 



Table 14 
Impact of Refor~ on Stock Market Internationalization 

This table shows least square regressions estimated using fixed effects models for countries implementing reforms between 1975 and 2000. Absolute values of t-statistics are in 
brackets.*,**, and*** mean significance at 10, 5, and I percent, respectively. See Appendix Table I for the definition of the variables. 

De~udeot Variable: Martlet ~HtallzatJoo or hiteniadooal Flmis I GDP 
(l) (2) (3) (4) (5) (6) (7) (8) (9) (10) (ll) (12) 

Financial liberaliz.atioo 0.066 ••• 0.048 ••• 
(6.207) (2.814) 

Infrasuucture reform 0.132 ••• 0.076 ••• 
(2.969) (3.241) 

Institutional reform 0.101 ••• 0.071 ••• 
(8.171) (4.875] 

Enforcement of insider trading law.s 0.269 ••• 0.214 ••• 
(8.322) (6.210) 

Pension reform 0.127 ••• 0.098 ••• 
(3.26K) (4.571) 

Privatization 0.086 ••• O.C>61 ••• 
(4.291) (4.852) 

Log of GDP per capila 0.117 ••• 0.089 .. 0.088 ••• -0. llS 0.018 0.04S • 
(3.097) (2.067) (2.696) (1 .383) [0.439) (l .683) 

Government deficit I GDP 0.000 -0.009 ••• 0.000 -0.013 ••• -0.003 -0.005 ••• 
(0.161) (2.674) (0.093) (2.698) (1.265) (2.879) 

Constant 0.017 •• -0.856 ••• 0.073 •• -0.666. 0.016 -0.646 ••• 0.083 ••• l .124 0.145 ••• -0.088 0.001 -0.334 
(2.088] [3.037] (2.121] (1 .882) (1 .622) (2.603) (3.618) [l.534] (6.022) (0.25S) (0.039) (l.584) 

Fix~d Effects Yes Yes Yes Yes Ye., Yes Yes Yea ye,, Yea y" Yea 

No. of Observations 296 192 153 134 255 218 319 240 115 91 368 234 
No. of Countries 27 20 l3 13 23 22 28 24 10 9 ll 2l 
R-s~uared 0.13 0.19 0.06 0.26 0.22 0.23 0.19 0.21 0.09 0.32 o.os 0.18 

De~odeot Variable: Value Traded Abwad I GDP 
(1) (2) (3) (4) (5) (6) t7) (8) (9) (10) (It) (12) 

Financial liberalization 0.009 ••• 0.000 
(4.373) (0.137) 

Infrastructure reform 0.042 •• 0.027 ••• 
(1.999) (3.962) 

Institutional reform 0.011 ••• 0.005. 
(4.880] (1 .899) 

Enforcement of insidc:r ll".tdiog law.s 0.027 ••• 0.012 ••• 
(2.708) (2.668] 

Pension reform 0.013 ••• 0.006 
[3.108) [0.873) 

Privatiution 0.016 •• 0.009 ••• 
(2.209) (2.961) 

Log of GDP per capita 0.044 ••• 0.018 0.032 ••• 0.026 •• 0.027 •• 0.017 ••• 
(6.201] [I.SOI) (5.146) (2.526) (2.234) (2.937) 

Government deficit I GDP -0.001 •• -0.003 ••• 0.000 -0.001 0.000 0.000 
(2.307] (3.062] (0.777] [l.104] [0.385] (l.023) 

Constant 0.002 -0.318 ••• 0.006 -0.141 0.002 -0.239 ••• 0.010 -0.219 •• 1>.011 ••• -0.214 •• 0.000 -0.132 ••• 
[1.043) [6.103] [0.368] (1.428) [1.367) (5.038) [l.440) (2.401) (4.360] (2.103) (0.081) (2.888] 

Fixed Effects Yes Yes Yea Yes Yes Yes Yes Ye& Yes Yes Yea Yes 

No. of Observations 426 268 156 137 303 261 332 252 130 101 487 300 
No. of Countries 38 27 13 13 26 25 28 24 11 9 42 29 
R-~uarcd 0.05 0.19 0.03 0.27 0.08 0.18 0.02 0.14 0.08 0.13 0.01 0.09 

Deptndent Variable: Ca1>1ta1 Raised Abroad I GDP 
(1) (2) (3) (4) (S) (6) (7) (8) (9) (10) (11) (12) 

Financial liberalization 0.002 ••• 6.001 •• 
(6.722) (2.546] 

Infrastructure reform 0.002 ••• 0.QOO 
(5.932) [0.985) 

Institutional reform 0.002 ••• 0.001 ••• 
(4.901) · (2.645) 

Enforcement of insider trading laws 0.004 ••• 0.002 ••• 
(8.695) (4.415] 

Pension reform 0.002 •• -0.001 
(2.153) (0.813) 

Privatization 0.002 ••• 0.001 ... 
(1.061] (4.343) 

Log of GDP per capila 0.002 ••• 0.002 ••• 0.002 ••• 0.001 • 0.005 ••• 0.002 .... 
(3.239) (3.225) (4.446) (1.684] (3.S25] (3.653) 

Government deficit I GDP 0.000 ••• 0.000 0.000 ••• 0.000 0.000 0.000 
(2.697] (1 .190] (2.824] [0.392] (1.305] (0.911) 

Constant 0.000 -0.012 ••• 0.001 .••• -0.0lS ••• 0.000 -0.014 ••• 0.001 ••• -0.008 0.002 ••• -0.038 ••• 0.000 -0.012 ••• 
[0.874] 13.020) (2.783) (2.983) (0.959) (4.191] (3.053] (1 .498) [3.078) (3.336) (0.239) (3.520) 

Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yea Yea Yes Yea Yes 

No. of Observations 794 S76 369 304 571 481 548 422 223 174 920 634 
No. of Countries 48 37 20 18 35 33 31 26 13 11 S6 40 
R-~uared 0.06 0.10 0.09 0.13 0.04 0.13 0.13 0.13 0.02 0.13 0.06 0.11 



Table 15 
Impact of Reforms on Stock Market Internationalization Relative to Domestic Activity 

1bis table shows least square regressions estimated using fixed effects models for countries implementing reforms between 1975 and 2000. Absolute values oft-statistics are in 
brackets.*,**, and*** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variable· . 

Finaocial liberalization 

Infrastructure reform 

Ins1i1u1ional reform 

Eufon:emenl of insider trading laws 

Pension reform 

Privatization 

Log of GDP per capita 

Goverwu.:nt deficit I GDP 

Construit 

(1) 

0.130 ... 
(7.248] 

0.052 .... 
(3.757) 

D"IJ'.'lldm Varial*: M:ut:et Capltalizadoo or lntematJooid Flnlis I Total Mlllrilet Capita.Uzutlon 

0.059 ••• 
(2.779] 

0.317 ••• 
[6.901) 

0.000 
(0.080) 

-2.289 ••• 
(6.785) 

0.236 ••• 
(9.128) 

0.132 ... 
[6.646) 

0.152 ••• 
[5.21t(} 

0.264 ••• 
(4.937) 

-0.004 
(1.042) 

-2.024 ... 
[4.622) 

0.175 ••• 
(10.190] 

0.075 ••• 
(5.5S9] 

0.095 ••• 
(4.5921 

0.265 ••• 
(5.795) 

0.1)08 •• 
(2.068] 

-1 .934 ... 
(5.614) 

0.219 .... 0.165 ... 
[14.063] (8.027] 

0.196 ••• 
117.659) 

0.218 ..... 
[4.315} 

0.002 
(0.625] 

-1721 ... 
[3.867} 

0.244 ... 
(7.780} 

0.229 ... 
(11.385} 

(10) 

0.145 ••• 
(3.638] 

0 .308 ••• 
(3.731] 

-0.002 
(0.398] 

-2.355 .... 
(3.408) 

(11) 

0.171 ••• 
(ll.766] 

0.059 ••• 
(3 .516] 

(12) 

0.098 ••• 
(4.743] 

0.298 ... 
(6.916] 

0.001 
[0.367] 

-2.303 ... 
(6.701) 

~~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ 
~N~o-.o~f~Ob~sa-· -v~~ions-------------------2-68 ________ 1_7_1 _______ 1_5_3 ________ 13_4 ________ 22_0 ________ 18_6 ________ 3_04 ________ 2_3~7-------1~09..,-------~9~2--·----....,..24~7:--------.:-200 

No. of Countries 25 18 13 13 20 19 27 24 10 9 22 20 
R-5uared 0.18 0.41 0.38 0.54 0.34 0 .45 0.42 0.46 0.38 0.S2 0.26 0.40 

Fiuancial liberalizalioo 

Infrastructure reform 

lnslilutional reform 

Eafon:emeut of insider trading laws 

Pension reform 

Pl ivatizalion 

Log of GDP per capita 

Government deficit I GDP 

CoDStant 

Fixed Effects 

No. of Observations 
No. of Countries 
R-squared 

Financial liberalization 

Infrastruclure reform 

institutional reform 

Enforcement of insider trading laws 

Pension reform 

Privatization 

Log of GDP per capita 

Government deficit I GDP 

Constant 

Fixed Effects 

No. of Observations 
No. of Counllies 
R-squared 

(I) 

0.077 ••• 
(2.712] 

0.03S 
(1.588) 

Yes 

341 
32 

0.02 

(I) 

0.243 ••• 
(3.912] 

0.085. 
(1.875) 

Yes 

208 
13 

0.07 

(2) 

-0.075 • 
(1.696] 

0.725 ••• 
(7.290) 

-0.004 
(0.511] 

-5.235 ••• 
(7.222) 

Yes 

229 
24 

0.23 

0.133 
(1.195) 

0.228. 
(1.819] 

0.010 
(0.923) 

-1.845. 
(l.764] 

Yes 

160 
11 

0.0') 

D~eot Variable: Value Tnded Abroad I Vlliue Tr41ded Domestically 

0.41S ••• 
(4.996] 

0.026 
[0.412) 

Yes 

156 
13 

0.15 

0.192 
(1.648] 

0.750 ••• 
(3.570) 

0.004 
(0.238] 

-6.040 ••• 
l3.S22) 

Yes 

137 
13 

0.24 

0.154 ••• 
(3.599] 

0.036 
(1 .094] 

Yes 

260 
23 

0.05 

0.085 
(1.400) 

0.493 ••• 

[3.652J 

0.015 
(1.388] 

-3.730 ••• 
[3.670] 

Yes 

224 
22 

0.13 

O.IS5 ••• 0.082 
(4.190] (1.496) 

0.05S •• 
(2.132J 

Yes 

313 
27 

0.06 

0.515 ... 
(3.877) 

0.014. 
[1.944} 

-4.461 ••• 
(3.846) 

Yes 

248 
24 

0.14 

Dependent Variable: Capital Raised Abroad I Capital Raised Domc.>stlcully 

0.051 
(0.735) 

0.194 ••• 
[3.526) 

Yes 

228 
16 

0.00 

-0.122 
(1.176) 

0.389 ••• 
(2.824) 

-0.014 
(1.048] 

-3.141 •• 
(2.593] 

Yes 

176 
14 

0.08 

0.192 •• 
(2.603) 

0.132 •• 
(2.607] 

Yes 

153 
10 

0.05 

0.165 
(1.503] 

0.183 
(1.354] 

0.019 
(1.503] 

-1.483 
[1.300] 

Yes 

139 
10 

0.08 

0.125 ••• 
[3.096] 

0.156 ••• 
(5.867] 

Yes 

369 
24 

0.03 

0.076 
(1 .235) 

0.130 
(l.568] 

0.009 
(1 .254) 

-1.043 
(l.369] 

Yes 

288 
21 

0.04 

(9) 

0.361 .... 
(3.866] 

0.089 
[1.462] 

Yea 

114 
11 

0.13 

(9) 

0.182. 
(1.930] 

0.204 ••• 
(3.431] 

Yes 

130 
8 

0.03 

(10) 

0.203 
(1.411) 

0.595 .. 
(2.021) 

0.017 
(0.88S] 

-4.882. 
(1.982] 

Yes 

93 
9 

0.19 

(10) 

-0.097 
(0.658] 

O.S53 •• 
(2.579] 

-0.005 
[0.259] 

-4.752 •• 
(2.423] 

Yes 

103 
7 

0.13 

(11) 

0.089. 
(1.918) 

0.053 
ll.30'J) 

Yes 

311 
28 

0.01 

(11) 

0.312 ••• 
(5.368] 

0.034 
[0.764) 

Yes 

201 
12 

0.13 

(12) 

-0.025 
(0.426] 

0.618 ••• 
[5.263] 

0.013. 
(l.702) 
-4.725 ••• 

(5.212] 

Yes 

250 
25 

0.13 

(12) 

0.241 ... 
(3.068] 

0.145 
(1.388) 

-0.010 
(1.230] 

-1.155 
(1.270) 

Ye.~ 

182 
12 

0.17 



Table 16 
Stock Market Development in Latin America - Residuals Regressions 

This table shows least square regressions on the residuals of the estimations in Tables 1-3 as indicated below. Each column corresponds to a different specific.ation as presented in Tables 1-3. A constant is estimated but not reported. Absolute values oft-statistics 
are in brackets. •, ••, and ••• mean significance at 10, 5, and I percent, respectively. See Appendix Table l for the definition of the variables. 

Dependent Variable: Residuals of Regressions on Stock Market Deve!opment (Table 1) 

Market Capitalization I GDP Value Traded Domestically I GDP Capital Raised Domestically I GDP 
(J) (2) (3) (4) (5) (l) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dununy Latin America and -0.118 •• -0.123 ••• -0.115 ••• -0.089 -0.112 ••• -0.096 ••• -0.084 ••• -0.119 ••• -0.128 ••• -0.106 ••• -0.009 •• -0.008 ••• -0.012 ••• -0.012 ••• -0.011 ••• 
Caribbean (2.574] (2.648] (3.028] (1.550] [2.847] [2.870] [3.141] [4.517] (3.434] (4.365] [2.042] (3.242] [5.290] [4.787] [4.698] 

Number of observations 1007 843 802 401 661 999 838 797 399 657 541 468 437 258 361 
Number of countries 77 73 71 58 49 77 73 71 58 49 43 41 39 37 31 
R-!Suared O.Ql O.Ql O.Ql 0.01 0.01 O.Ql 0.01 O.o3 0.03 0.03 0.01 0.02 0.06 0.08 0.06 

Dependent Variable: Residuals of Regressions on Stock Market Internationalization (Table 2) 
Market Capitalization of International Firms I GDP Value Traded Abroad I GDP Capital Raised Abroad I GDP 

(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dummy Latin America and 0.050. O.Q35 0.013 0.006 0.037. 0.051 ••• 0.036 ••• 0.023 ••• 0.039 ••• 0.034 ••• 0.002 ..... 0.002 ••• 0.002 ••• 0.001 •• 0.001 •• 
Caribbean (1.662] [1.321] [0.466] [0.206] [1.834] [4.739] (6.204] [4.988) [4.813] [4.172] [2.965] (3.609] [3.108] (2.155] [2.261] 

Number of observations 706 557 536 365 419 772 611 574 380 445 1056 884 825 394 676 
Number of countries 71 66 64 53 45 75 70 67 54 45 76 72 70 56 47 
R-s9uared 0.00 0.00 0.00 0.00 0.01 0.03 0.06 0.04 0.06 0.04 0.01 0.02 O.Ql 0.01 0.01 

Dependent Variable: Residuals of Regressions on Stock Market Internationalization Relative to Domestic Activity (Table 3) 

Market Capitalization of International Firms I Total Market Capitalization Value Traded Abroad I Value Traded Domestically Capital Raised Abroad I Capital Raised Domestically 

(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dummy Latin America and 0.151 ••• 0.135 ••• 0.118 ••• 0.108 ••• 0.146 ••• 0.692 ••• 0.692 ••• 0.693 ••• 0.705 ••• 0.650 ••• 0.498 ••• 0.412 ••• 0.310 ••• 0.380 •• 0.434 ••• 

Caribbean (6.312) [4.629) [4.158] [3.824) (5.017] [10.039] [7.337) [9.5921 [10.635) [5.682] [S.222) [3.913] [2.881] [2.541] [3.835] 

Number of observations 682 528 516 354 403 720 567 541 372 422 506 434 403 240 328 
Number of countries 71 65 64 53 45 73 67 65 55 44 41 39 37 35 29 
R-s9uared 0.06 0.04 0.03 0.04 0.06 0.12 0.09 0.15 0.23 0.07 0.05 0.03 0.02 0.03 0.04 



Table 17 
Stock Market Development in Latin America - Economic Fundamentals 

1bis table shows the regressions from Tables 1-3 estimated including a regional dummy for Latin America and Caribbean. Each column corresponds to a different specification as presented in Tables 1-3. Only the Latin America and Caribbean dummy is reported. 
The regressions on stock market development are least square regressions . The regressions on stock market internationalization and stock market internationalization relativr to domestic activity are Tobit regressions . Standard errors are adjusted for clusters at the 
country level. Absolute values oft-statistics are in brackets. •, ••, and ***mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the variables. 

Stock Market Development {Table 1) 

Market Capitalization I GDP Value Traded Domestically I GDP Capital Raised Domestically I GDP 

(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dummy Latin America and -0.166 -0.214 • -0.222 •• -0.258. -0.180 -0.151 ••• -0.120 ••• -0.145 ••• -0.190 ... -0.122 ••• -0.015 •• -0.014 ••• -0.017 ••• -0.018 ••• -0.017 ••• 
Caribbean [1.583] [1.877] [2.356] [1 .970] [1.673] [4.128] [3.519] [4.025] [3 .406] [3.440] [2.427] [2.942] [3.630] [4.328] [3.561] 

Number of 0b;ervations 1007 843 802 401 661 999 838 797 399 657 541 468 437 258 361 
Number of countries 77 73 71 58 49 77 73 71 58 49 43 41 39 37 31 
R-s~uared 0.24 0.28 0.32 0.33 0.18 0.19 0.21 0.26 0.28 0.19 0.07 0.10 0.16 0.28 0.19 

Stock Market Internationalization (Table 2) 

Market Capitalization of International Fnms I GDP Value Traded Abroad I GDP Capital Raised Abroad I GDP 

(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dummy Latin America and -0.002 -0.017 -0.043 -0.025 -0.014 0.065 •• 0.052 ... 0.051 ••• 0.068 ••• 0.043 •• -0.001 0.000 0.000 0.001 0.000 
Caribbean [0.029] [0.291] [0.803] [0.471] [0.245] [2.163] [2.888] [2.835] [3.333] [2.317] [0.397] [0.078] [0.264] [0.917] [0.174] 

No. of observations 706 557 536 365 419 772 611 574 380 445 1056 884 825 394 676 

No. of countries 71 66 64 53 45 75 70 67 54 45 76 72 70 56 47 

No. of uncensored observations 541 441 423 312 320 357 287 276 215 224 444 372 352 236 267 

No. of left-censored observations 165 116 113 53 99 415 324 298 165 221 612 512 473 158 409 

Stock Market Internationalization Relative to Domestic Activity (Table 3) 

Market Capitalization of International Fnms I Total Market Capitalization Value Traded Abroad IV alue Traded Domestically Capital Raised Abroad I Capital Raised Domestically 

(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

Dummy Latin America and 0.107 0.106. 0.088 0.127 ** 0.096 * 0.870 ••• 0.926 *** 0.816 *** 0.917 *** 0.785 *** 0.477 •• 0.332 •• 0.236 0.477 ** 0.286 * 

Caribbean [1.489] [1.843] [1.437] [2.268] [1.736] [3 .052] [3.689] [3.454] [4.110] [3 .223] [2.539] [2.057] [1.316] [2.357] [1.791] 

Number of observations 682 528 516 354 403 720 567 541 372 422 506 434 403 240 328 

Number of countries 71 65 64 53 45 73 67 65 55 44 41 39 37 35 29 

No. of uncensored observations 535 433 417 307 314 345 282 269 211 219 339 278 261 179 211 

No. ofleft-censored observations 147 95 99 47 89 375 285 272 161 203 167 156 142 61 117 



Table 18 
Bond Market Development in Latin America - Residuals Regressions 

11ris tabJe shows ]east square regressions on the residuals of the estimations in Tables 5-7 as indicated be1ow. Each column corresponds to a different specifications as presented in 

Tables 5-7. Absolute values oft-statistics are in brackets. *, **, and *** mean significance at 10, 5, and 1 percent, respectively. See Appendix Table 1 for the definition of the 

variables. 

Dependent Variable: Residuals of Regressions on Domestic Currency Government Bonds (Table 6) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Dummy Latin America and -0.443 * -0.488 ** -0.491 ** -0.609 *** -0.569 *** -0.559 ** -0.772 *** -0.387 -0.173 
Caribbean [1.771] [2.085] [2.392] [2.777] [4.082] [2.567] [3.274] [1.603] [0.835] 

Number of observations 158 158 231 235 200 237 193 143 216 
Number of countries 35 35 35 36 30 36 34 32 33 
R-s~uared 0.02 0.03 0.02 0.03 0.08 0.03 0.05 0.02 0.00 

Dependent Variable: Residuals of Regressions on Foreign Currency Government Bonds (Table 7) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) . (6) (7) (8) (9) 

Dummy Latin America and 0.277 0.365 . 0.413 0.347 -0.177 0.181 0.079 0.482 1.212 *** 
Caribbean [0.604] [0.800] [1.048] [0.850] [0.467] [0.452] [0.183] [1.033] [3.102] 

Number of observations 158 158 231 235 200 237 193 143 216 

Number of countries 35 35 35 36 30 36 34 32 33 
R-squared 0.00 0.00 O.Gl 0.00 0.00 0.00 0.00 0.01 0.04 

· Dependent Variable: Residuals of Regressions on Share of Foreign (:urrency Government Bonds (Table 8) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Dummy Latin America and 0.292 0.272 0.441 0.438 0.124 0.363 0.396 0.324 0.825 ** 

Caribbean [0.745] [0.694] [1.308] [1.308] [0.382] [1.090] [1.094] [0.808] [2.464) 

Number of obser.vati ons 158 158 231 235 200 237 193 143 216 

Number of countries 35 35 35 36 30 36 34 32 33 

R-squared 0.00 0.00 O.Ql O.Ql 0.00 0.01 0.01 . O.Ql 0.03 



Table 19 
Bond Market Development in Latin America • Economic Fundamentals 

This table shows the regressions from Tables 5-7 estimated including a regional dummy for Latin America and Caribbean. Each column corresponds to a different specification as 
presented in Tables 5-7. Only the Latin America and Caribbean dummy is reported. The regressions are estimated through feasible generalized least squares with heteroskedastic 
error structures and autocorrelation within countries. Absolute values of z-statistics are in brackets. *, ••, and ••• mean significance at 10, 5, and 1 percent, respectively. See 
Appendix Table 1 for the definition of the variables. 

Dependent Variable: Residuals of Regressions on Domestic Currency Government Bonds (Table 6) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Dummy Latin America and -0.315 -0.768 ••• -0.551 ••• -0.388 -0.594 ••• -0.398 -0.390 -0.400 •• 0.166 
Caribbean (1.159) [2.680] (3.103) [1.427] [3.053] (1.226] [1.453) (2.146) [0.700) 

Number of observations 158 158 231 235 200 237 192 143 216 
Number of countries 35 35 35 36 30 36 34 32 33 

Dependent Variable: Residuals of Regressions on Foreign Currency Government Bonds (Table 7) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Dummy Latin America and 0.732 ••• -0.140 0.685 * 0.560 0.350 0.609 0.153 0.514 1.329 ••• 

Caribbean [3.786] [0.305] (1.657] [1.443] [1.095] [1.460] [0.519] rt.575] (3.233] 

Number of observations 158 158 231 235 200 237 192 143 216 
Number of countries 35 35 35 36 30 36 34 32 33 

Dependent Variable: Residuals of Regressions on Share of Foreign Currency Government Bonds (Table 8) 

Lagged variables Initial values 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Dummy Latin America and -0.120 -0.413 -0.324 -0.168 -0.566 -0.065 -0.585 -0.464 0.925 ** 
Caribbean [0.271] [0.925] [0.718] [0.403] [1.436] [0.150] [l.545] [1.279] [2.329] 

Number of observations 158 158 231 235 200 237 192 143 216 
Number of countries 35 35 35 36 30 36 34 32 33 



Table 20 
Stock Market Development in Latin America • Reforms 

This table shows least square regressions estimated using filled effects models for countries implementing reforms between 1975 and 2002. A constant is estimated but not reported. Absolute values of t-stalistics are in brackets. • , **, and •••mean signifjcance a1 1 o, 5, and 1 percent, respectively. 

Reform 

Dummy Latin America & Caribbean 
interacted with reform 

Fixed Effects 

Number of observations 
Number of countries 
R-squared 

Reform 

Dummy Latin America & Caribbean 
interacted with reform 

Fixed Effects 

Number of observations 
Number of countries 
R-sguared 

Reform 

Dununy Latin America & Caribbean 
interacted with reform 

Fixed Effects 

Number of observations 
Number of countries 
R-squared 

Financial 

liberalization 

0.242 ... 
[15.632) 

0.006 
(0.191) 

Yes 

1108 
49 

0.228 

Financial 
liberalization 

0.0.57 ... 
(4.799) 

0.047. 
(1.760] 

Yes 

296 
27 

0.136 

Market Capitalization I GDP 

Infra.structure Institutional Enforcement 
of insider 

reform 

0.511 ••• 
[l.S.289) 

-0.349 ... 
(U20) 

Yes 
605 

23 
0.294 

reform 

0.240 -
[8.017) 

-0.064 
(0.714) 

Yes 
568 

33 
0.114 

trading laws 

0.499 ... 
(17.803) 

..0.286 ... 
(3.291) 

Yes 
816 
33 

0.293 

Pension 
reform 

0.596 ••• 
[10.46.SJ 

..0.4.53 ... 
[4.666) 

Yes 

368 
17 

0.244 

Market Capitalization of International Firms I GDP 

Infrastructure Institutional Enforcement 
of insider 

reform 

0.161 *** 
(2.676) 

-0.064 
(0.720) 

Yes 
153 
·13 

0.063 

refonn 

0.092 -
[7.075) 

0.083 .. 
(2.117) 

Yes 
25.S 

23 
0.239 

trading laws 

0.290 ... 
(8.385) 

..0.160. 
(l.660] 

Yes 

319 
28 
0.2 

Pension 
reform 

0.195 ·
(3.6.SO) 

-0.141. 
[J.830) 

Yes 

115 
10 

0.122 

Privatization 

0.316 ... 
(16 . .532] 

-0.121 ... 
(3.203) 

Yes 

904 
39 

0.264 

Privatization 

0.097 -
(4.363) 

..0.059 
[l.133) 

Yes 

368 
33 

0.056 

Stock Market De\•elopment 

Value Traded Domestically I GDP 

Financial 
liberalization 

0.206 ••• 

r9.oo8J 

-0.162-
(3.302) 

Yes 

11.54 
.52 

0.07 

Infrastructure Institutional Enforcement 
of insider 

reform 

0.490 ... 
[12.872) 

..0.456 ... 
(6.133) 

Yes 
625 

23 
0.217 

reform 

0.220 ••• 
(8.432) 

..0.194 ... 
(2.590) 

Yes 

582 
34 

0.115 

trading laws 

0.507 ... 
(16.222) 

-0.466 ••• 
(5.014) 

Yes 

844 
34 

0.246 

Stock Market Internationalization 

Financial 
liberalization 

0.006 .. 
(2..564] 

0.025 -
[4.255] 

Yes 

426 
38 

0.09 

Value Traded Abroad I GDP 

Enforcement 
1nfrastrudure Institutional of insider 

reform reform 

0.044 
[1.589] 

-0.006 
(0.152] 

Yes 

156 
13. 

0.028 

0.007 ... 
(3.040) 

o.oso ... 
[6.559) 

Yes 

303 
26 

0.204 

trading laws 

0.025 •• 
(2.306] 

0.019 
(0.641) 

Yes 

332 
28 

0.025 

Pension 
reform 

0.444 -
[9.027) 

-0.416 ... 
[5.169] 

Yes 

372 
17 

0.188 

Pen.~ion 

reform 

0.007 
(1.217) 

0.014. 
(1.709) 

Yes 

130 
JI 

0.098 

Stock Market Internationalization Relative to Domestic Activity 

Mllket Clpilalization of International Finns /Total Market Capitalization 

Finana·a1 .._.._ __ ·cture '-""ruu·ona1 Enforcement 
llW...UU Jl~U Of insider 

liberalization reform refonn trading laws 

0.115 ... 
[5.677] 

0.068 
[J.579] 

Yes 
268 
25 

0.187 

0.20.5 ... 
(5.868) 

0.069 
(1.340) 

Yes 

153 
13 

0.383 

0.145-
(8.348) 

0.245 -
(4.963] 

Yes 

220 
20 

0.416 

0.202 ••• 
(12.204) 

0.12! -· 
(2.773) 

Yes 

304 
27 

0.433 

Pension 
reform 

0.223 ... 
(5.079) 

0.042 
[0.672) 

Yes 
109 
10 

0.38.5 

Privatization 

0.163 -
[7.198) 

0.033 
[0.743) 

Yes 

247 
22 

0.257 

Financial 
liberalization 

0.023 
(0.7.56) 

0.312 -
[4.275] 

Yes 

341 
32 

0.078 

Value Traded Abroad I Value Traded Domestically 

1nfrastrudure hutitutional Enforcement 
of insider 

reform 

0.089 
[0.8.58] 

0.737- . 
(4.72S] . 

Yes 

156 
13 

0.266 

reform 

0.028 
(0.755) 

1.248 -· 
(10.667] 

Yes 

260 
23 

0.361 

trading laws 

0.015 
[0.476] ' 

1.053 ·
[11.764) 

Yes 
313 
27 

0.367 

Pemion 
reform 

0.017 
(0.143) 

0.724 -
[4.165) 

Yes 

114 
11 

0.256 

Priv-.itization 

0.231 ... 
[14.058] 

..0.190 ... 
[6.120] 

Yes 

904 
39 

0.188 

Privatization 

0.017 .. 
(2.109) 

..0.004 
(0.175) 

Yes 

487 
42 

0.011 

0.037 
(0.719] 

0.261 -
(2.2.58) 

Yes 

311 
28 

0,03 

CApital Raised Domestically I GDP 

Financial 

libenlization 

0.012 ... 
(3.964) 

-0.008 
[J.375) 

Yes 

256 
14 

0.066 

Infrastructure Institutional Enforcement 
of insider 

reform 

0.017 ••• 
(3.445) 

-0.016 
(1.331) 

Yes 

283 
17 

0.043 

reform 

0.012. 
(1.790) 

-0.010 
(0.742] 

Yes 

223 
14 

0.015 

trading laws 

0.018 ... 
[5.496) 

-0.015 
[l.395) 

Yes 
422 

24 
0.071 

Clpital Rai!ed Abroad I GDP 

Finmcial bmutructure Institutional ~~==nt 
libenlization reform reform 

0.002 ... 
(6.270] 

0.000 
(0.626] 

Yes 

794 
48 

0.0.58 

0.003 ... 
(6.446) 

.0.002 .. 
(2..532) 

Yes 

369 
20 

0.108 

0.002 ... 
(4.790] 

-0.001 
(0.3.54) 

Yes 

571 
3.5 

0.043 

trading laws 

0.004 -
(8.847] 

-0.002 • 
(J.844] 

Yes 

.548 
31 

0.134 

Pension 
reform 

0.022 ••• 
(3.123] 

..0.022 
(1..559) 

Yes 
190 
10 

0.052 

Pension 
reform 

0.003 .. 
(2.206] 

-0.002 
(0.890] 

Yes 

223 
13 

0.025 

Clpital Raised Abroad I Capital Raised Domestically 

Financial 
libenlization 

0.137. 
(l.825] 

0.315 .. 
[2.426] 

Yes 

208 
13 

0.101 

Jnlrutructure Institutional Enforcement 
of insider 

reform 

0.121 
[1 . .578) 

..0.395 .. 
(2.162] 

Yes 

228 
16 

0.024 

reform 

0.152. 
(1.789) 

0.162. 
[0.946] 

Yes 

153 
10 

0.052 

trading laws 

0.134-
(3.171) 

-0.106 
[0.725) 

Yes 

369 
24 

0.029 

Pension 
reform 

0.092 
(0.802) 

0.274 
[J.370) 

Yes 
130 

8 
0.045 

Pri v&tization 

0.009 ••• 

(3.791] 

-0.004 
[0.837) 

Yes 

228 
12 

0.068 

0.002-
(6.839) 

..0.001 
(J.109} 

Yes 

920 
56 

0.0.56 

Pri\'aliution 

0.244 -· 
(3.738) 

0.304 .. 
(2.198) 

Yes 

201 
12 

0.1.55 



Appendix Table 1 
Description of Variables and Data Sources 

This table presents a brief description of the dependent and independent wriables used in the estimations as well as the sources of information. 

Variable 

Dependent Variables 

Domestic market capitalization (current 
U.S. dollars) 

Domestic market capitalization of 
international firms (cun·ent U.S. dollars) 

Domestic value traded (current U.S. 
dollars) 

Value traded abroad (current U.S. 
dollars) 

Capital raised domesllcally (current 
U.S. dollars) 

Capital raised abroad (current U.S. 
dollars) 

Domestic and foreign cunency 
denominated government bonds 
outstanding (in current U.S. dollat'S) 

Share of foreign currency denominated 
government bonds 

GDP at market prices (current U.S. 
dollars) 

Independent Variables 

GDP per capita at mai-ket prices (current 
U.S. dollars) 

Inflation, coru;wner prices (percent per 
year) 

Law and order 

Shareholders rights 

Total equity flows 

Government deficit 

Capital account liberalization 

Description 

Market rapital.ization in domestic stock markets. 

Market capitalization of lnt.emational companies at the end of the year. Series are computed from finn level data, by 
adding, for each countiy and year, the market capitaliz.alion of all compai1ies with international activity. Companies with 
inten\atlonal activity ai·e those identlfted ~ having at lea~t one active deposilal)' receipt program at any lime ln the year, 
or having raised capital In international market-. In the current or previous years. or trading ln the London Stock 
Exchange. NYSE, or NASDAQ. 

Value traded In the domestic stock market. 

Value traied in depositary rerelpts covering the period 1989-2000. Selies rue computed from firm level data by adding 
all tickers belonging to the saine company. 

Arnow11 of new equity capital raised by domestic finns in the domestic market. The series cover the peliod 1982-2000 
for 43 countrie.-.. 

Capital raised in International markets through deposilal)' receipts or equity Issues. Series are computed from firm level 
data based oi1 two sources: Euromoney and Bank of New York. The first rovers all capital ral'\lng operations in 
intenialional markets. The second covers capital raised through deposltaiy receipts. The series are based on 
Euromoney's information, augmented by deposltaiy rerelpts operations reported in Bank of New YOik aild not included 
ln Euromoney. The series cover capital raising operations since 1980. 

Amounts outstanding of bonds (including notes and money-market instruments) issued by the public sector 
denominated In their own local currency and in foreign wrrendes at year-end values. The public sector includes all 
government levels and state agencies. This variable romprises Issues In all markets (domestic, foreign. aild Eurobond). 
Comprehensive data are available for 36 countries from 1993 to 2000. The BIS soun:es are: Bank of England, Capital 
DATA, Euroclear, ISMA. Thomson Financial SecwiUes Data, and nalional sources. For Argentina. data from the 
Minlstiy of Finance are used Instead. 

This ratio is constructed by dividing fonilgn currency denornlnal.ed govenunent hoods by the total government bonds 
outstanding. 

Gross domestic product (GDP) at purchaser prices. GDP data is converted from domestic currencies using yearly 
average oftldal exchange rates. For a few countr1es where the official exchange rate does not reflect the rate effectively 
applied to actual foreign exchange transactions, an alternative conversion factor is used. 

Gross domestic product divided by mid-year population. 

Inflation as measured by the conswner price index. 

Qualitative vaiiable that ranges from one to six, whe1e higher numbers indicate higher "levels" of Jaw and order. Law 
and order are assessed separately, with each sub-component taking a value between zero and three. The law sub
component is an assessment of the strength and impartiality of the legal system, while the order sub-component is an 
assessment of popular observance of the law. Thus, a countiy can have a high rating in tenns of its judicial system, for 
example three, but a low rating. for example one, if the law is Ignored for a political alrn, e.g. widespread strikes 
involving illegal p1adices. 

Index aggregating shareholders rights that ranges from zero to six. The index is formed by adding one when: (1) the 
countiy allows shareholders to mall their proxy vote; (2) shareholders are nor required to deposit their shares pdor to 
the General Shareholders' Meeting; (3) cumulative voting is allowed; (4) ai1 oppressed minorities mechanlsm is in 
place; (5) the minimum percentage of shat-e capital that entltles shareholders to call for an Exuaordlnaiy Shareholders' 
Meeting is ten percent or less; (6) shareholders have pre-emptive rights when new shares are issued that can be waived 
only by a shareholder vote. 

Sum of foreign direct investment (FDI) and portfolio equity flows. Foreign direct Investment includes equity capital, 
reinvested earnings, other capital, and finailCial derivatives associated with various intercompatly transactions between 
affiliated enterprises. Portfolio equity flows Include tmnsactJons In shares and stocks, and similar documents. 

Overall budget balance, defined as current and capital revenue and official grants rereived, less total expenditure and 
lending minus repayments. Data are for central government only. 

Dwmny that equals oiie on and after the year of capital accowll liberallzalion, and zero elsewhere. The IMF revised the 
reporting format foi· capital acx:ount restrictions In 1996, when lt started to provide more details on aspects of capital 
account llberallzation. Before 1996, the IMF me~ure of capital account liberalizatloo is a siraple dummy variable. In 
order to splice the two series together to create a selies of capital account freedom going back, we 11se the year-by-year 
dummy rne~ure up to 1995, and then create a single liberalization durnmy after 1996 If al least half of the detailed 
aspects covered by the IMF signal liberalization. 

Source 

Standard & Poor's (fonner IFC) 
Emerging Markets Database 

Wol"ldscope, Emerging Markets 
Database, aild Bloomberg 

Standard & Poor's (former lFC) 
Emerging Markets Database 

Bank of New York 

World Fede1atlon of Exdiaiiges 

Euromooey ruld Bank of New York 

Bank for Imematio1ial Settlements, 
International Financial Statistics and 
the Argentine Minislly of Finance 

Bank for International Settlements, 
lnten\alional Financial Statistics 

World Bank: World Development 
lndicalOl'S 

World Bank: World Development 
lndicators 

World Bank: World Development 
Indicators 

Political Risk Services: International 
CoWlll)' Risk Guide 

La Porta et al. (1998) and Pistor et al. 
(2000) 

IMF: International Financial 
Statistics 

World Bank: World Development 
lndlcators 

IMF: Atmual Report on Exchange 
Ammgements aild Exchange 
Restrictions 



Vruiable 

Stock maiket liberalization 

Total assets 

Fiscal burden of government 

Inflation index 

Institutionalized democracy 

Total deposits (current U.S. dollars) 

International claims (current U.S. 
dollars) 

Reserves (current U.S. dollars) 

Official exchange rate regime 

Actual exdrange rate regime (RR) 

Actual exchange rate regime (L YS) 

Financial liberalization 

Infrastructure reform 

Institutional reform 

Enforcement of insider trading laws 

Pension reform 

Privatization 

Description 

Dummy tlrat equals one on and after tlie year of stod< market liberalization, and zero otl1erwise. The llbera!l:r.ation date 
corresponds to tl1e date of formal regulatmy change after which foreign investors officially have tlie opportunity to 
invest in domestic equity securities. The liberalization date is based on Bekaert, Harvey, and Lundbald (2003) and 
Kaminsky and Schmukler (2003) . 

Total assets as reported In Worldscope for ead1 firm-year, In million of U.S. dollars. 

Fiscal burden of goverrunent ls a component of tl1e index of eronomlc freedom published by Tiie Heritage Foundation 
and encompasses income tax rdtes, rorporate tax rates, and government expenditures as percentage of output. The 
variable is a five-category scale in whld1 higher scores represent higlier level of govemment expenditure as percentage 
of GDP and higher corporate tax rates. 

Inflation index is a rompo11ent of tlie Index of economic freedom published by Tlie Heritage Foundation. The variable 
is calculated using tlie average inflation rate from 1991to2000 and has a five point scale, where higher values represent 
higher average inflation rate or worse mmieooy policy. Tlie original name of the variable ls monetary policy. 

Institutionalized democracy is conceived as three essential, interdependent elements. One is tlie presence of 
institutions and procedures through which citizens can express etlective preferences about aJtemative policies and 
leaders. Another is the existence of institutionalized constraints 011 Uie exercise of power by the executive. Tlie third 
one is the guarantee of dvil liberties to all citizens In their daily lives and in acts of political participation. Other 
aspects of plural democracy, sud1 as the rule of law, systems of checks and balances, freedom of the press, and so Oil are 
means to, or specific manifestations of, tl1ese general principles. TI1e institutionalized democracy indicator Is an 
additive eleven-point scale (0-10). 

This variable is romposed by all tlie deposits held by oommerdal banks and otl1er financial institutions that accept 
transferable deposits including demand, time, and saving> deposits, and deposits from the govemment. As the original 
data are available in domestic currency, tlie year-end market excltange rates are l&!d to oonvert U1e variable into U.S. 
dollars. 

International claims are defined as BIS reporting banks cross-border claims in all aurencles plus the local claims of 
their foreign affiliates in foreign currency only. 

Total reserves minus gold is tlie sum of the foreign exchange, reserve position in the Intemarkmal Monetary Fund, and 
the U.S. dollar value of SOR holdings by monetary authorities. M011etary authorities wmprise centml banks, and to the 
extent tl1at they perform monetary authorities' functi011S, currency boards, exdiange stabilization fw1ds, and treasuries. 

Official exchange rate regime is coded from 1 to 4 as follows: (1) exd1ange rate pegged to a single currency, (2) limited 
flexibility, (3) managed floating. and (4) Independently floating. 

Actual exdrange rate regime (RR) is coded from 1 to 15 where higher value.<> represent more flexible exd1ange 
arrangements and lower values more fixed arrangements. Tiie classification is based on market-determitied dual oi 
parallel exchange rates as well as exd1ange rates and inflation rates from a variety of sources. 

Actual exchange rate regime (L YS) is a three-way classification of exchange rate regimes. Tlie variable has been 
transformed to have higher values for more flexible exchange arrangements and lower values more fixed arrangements. 
The classification is based 011 the volatility of tlie nominal exchange rate, tlie volatility of its rate of change, and tlie 
volatility of tl1e intematimtal reserves. 

Dummy equal to 1 if tlie country is financially liberalized. Fitrancial liberalization might take place through capital 
account liberalization or stock maiket liberalization. See definitions above for tliese two types of financial 
liberalization. 

Dummy equal to l if tl1e country has w1dertaken reforrm in at least two of tliese categories: (i) custody of securities (ii) 
trading environment, and (iii) clearing and settlement processes. See chronology of ilifrastruclure reforms in Appendix 
Table 2. 

Dummy equal to 1 if tl1e value of the law and order Index or tlae corruption index surpasses tlie sample median of !lie 
index. See defmitlon of the law and order index above. Tlie rorruption index measures tlie extent to which bribery is 
present within the political system. Forms of conuption corisidered are related to bribes in the areas of exchange 
controls, tax assessments, police protection, loans, and licensing of exports and imports. TI1is hidex ranges between 0 
and 6, where low srores indicate high levels of corruption. 

Dwnmy equal to l if hISider trading laws arc establislied and enforced in tl1e cow1try. The e1iforcement of insider 
trading regulation is identified as lite date of tlae first prosecution. Tlie data come from a questlomaaite sent lo regulators 
and officials of stock markets in March 1999. 

Dwnmy equal to l if tl1e cow1try has it1troduced a refonn h1 the pension system, movh1g away from a publicly 
administered defined benefit pe11Sion system and toward a privately managed system of defined contribution. 

Dummy equal to 1 if tl1e country ha'i started a process of privatization of state-owned companies. Perotti and van Oijen 
(2001) provide data 011 tl1e start dates of privatization for several economies. For the otlier cou11tries, we use data 011 
amow1t raised by privatization from World Bank and OECD databases, and define lite start date of privatization as the 
year of the first privatization transaction reported, provided that at least two transact1011S are made ht tlaat year. 

Source 

Bekaert, Harvey, and Lundbald 
(2003) and Kaminsky and Sclimukler 
(2003) 

Worldscope 

The Heritage Foundation 

Tiie Heritage Foundation 

PolitylV, INSCR Program, CIDCM, 
University of Ma1)'la11d 

Interrrational Mo11etaiy Fwid. 
International Fhiandal Statistics 

Bank for Intenratimtal Settlements, 
Jntematlonal Banking Statistics 

Jntemational Mmietary Furid, 
International Financial Statistics 

lntentatlo1ral Monetary Fwld, 
Exchange Arrangements and 
Exchange Restrictions 

Reinhart and Rog:iff (2002) 

Levy Y eyatl .and Stwzenegger (2003) 

IMF: Annual Report on Exd1ange 
Arr-c111gements and Exchange 
RestrlctiOJIS, Bekaert, Harvey, and 
Lwtdbald (2003) aitd KamiJISky and 
Sclimukler (2003) 

Local data and The Haiidbook of 
World Stock, Derivative, and 
Commodity Exclranges 

Political Risk Services: lntenrational 
Country Risk Guide. 

Bhattacharya and Daouk (2002) 

lntemational Center for Pension 
Reform, Federaci n lntemacimtal de 
Administradoras de Fo~ de 
Pens lo11es (FIAP) . Palacios aiid 
Pallares-Millares (2000) , Gill, 
Packard, and Yermo (2002) 

World Bank Privatization Database, 
OECD 2002 Financial Market 
Trends, and Perotti and van Oijen 
(2001) 



Appendix Table 2 
Chronology of Exchange Infrastructure Reforms 

This table describes different exchange infrastructure refonns undertaken by 24 developed and developing countries. The refonns are classified into three categories: custody, trading, and clearing and settlement. 

1 u 

Custodv 

In August 1974, the Caja de Valores de Buenos Aires (CV) was a-eated as the 

central depository. 

In 1981 , an unsegregated custody of securities was introduced. In late 80s, 
BOVESPA developed a fungible custody system. In January 1998, CBLC, an 
independent clearing agency, became responsible for the custody. In May 2000, 

the integration of the Brazilian stock market on a nation-wide level included a 
restructuring for the model of custody. CBLC incorporated the Clearing and 
Depository of Rio de Janeiro. 

In 1995, the Central Securities Depository (DCV) was a-eated. In June 1997, 
DCV started providing a service cl "Custody and Electronic Transfer of Equities.• 

In June 1992, an automated system named Dep6sito Central de Valores (DCV) 

was established to provide custody services and facilitate the transfer of 
ownership of dematerialil.ed piblic securities. In April 1994, Sociedad 
Administradora dd Dep6.sito Centralizado de Valores de Colombia (DECEVAL) 

started operations to keep custody and administer those securities registered in the 

National Register of Securities and Inacnnediaries. 

In 1980, the Danish Securities Centre started operations as l!Ccurities depository. 

In January 1997, Finnish Central Securities Depository started operations. In 
April 1999, after several organii.ations were merged, the Hex Group was formed 
and started to p-ovide comprdienaive services, including depository and 
registration. 

In 1984, France terminated piysical securities certificates, which were 

transformed into computerized units held by authoril.ed intermediaries, each of 
which has an account with Sicovam S.A., the Central Securities Depository 
(CSD). In 2000, CSD merged with Euroclear. 

In January 2000, Clearstream International was formed through the merger of 
Cede! International and Deutsche Biirse Clearing. Most of the securities traded in 

the FWB are kept in collective holding in Clearstream. 

In 1989, Hong Kong Securities Clearing Company was incorporated. 

In May 1995, an integrated central custodian was established as part of the Jakarta 
Automated Trading System (JATS). 

Tradlne: 

In March 1989, Mercado Abierto Electronico (MAE) started opecations a.• an electronic environment 
to process OTC transactions. In June 1997, MAE introduced SIOPEL, a specialil.ed software for the 
trading of securitites. In February 1999, the Buenos Aires stock exchange enacted SIN AC, a computer 
assisted trading system. 

In 1972, BOVESPA implemented automated trading sessions. In 1990, a computer assisted trading 
system was introduced. In 1997, Mega Bolsa, a new trading system that integrates open-outcry and 
electronic trading, was implemented. In 1999, two new systems were introduced: Home Broker, 

allowing investors to transmit their buy or sell orders directly to the Mega Bolsa through the brokerage 
firms' websites, and After-Market, offering evening electronic trading. In May 2000, the Bnmtian 
stock market was integraled on a nation-wide level. 

In 1988, the Santiago stock exchange created a computerized system for negotiation of stocks known 
as "Telepregon. • Iii 1989, Bolsa Electr6nica was a-eated by a group of banking institutions to offer 
securities brokerage services to their clients. In 1989, the exchange aeated the System for Elearonic 

Auction of Fixed Income and Money Market. I11 1993, the exchange adopted a new computerized 
pllllform. 

In March 1996, the Bogota stock exchange started to operate a new electronic trading system for fixed 

income securities. In October 1996, the exchange implemented a new electronic trading system for 
shares. In July 2001, the three Colombian stock c.xchanges (Bogota, Medellin, and Occidente) merged 
into one. 

In 198~1988, with the "Stock Exchange Reform I; the trading cl bonds and shares was transferred 
from the open-outcry auction form to an electronic trading system. In 1996, with the implementation« 
the "Stock Exchange Reform II; the exchange was denmtualized. In January 1998, the Copenhagen 
and Stockholm exchanges decided to create a common Nordic l!Ccurities market (NOREX). This 
involved the a-eation of a new aoss-border tradina system called SAXF.SS. The exch1111ges atarted 
trading their shares in SAXESS in June 1999 and their bonds in 2000. In 2000, the trading pllllform 
included Iceland and Oslo stock exchanges operations as dley joined the Alliance. 

In 1935, an electro-mechanical quotation board was introduced. In 1987-1989, securities trading 

adopted a new automated trading system called HETI. In April 1999, after several organii.ations were 
merged, the Hex Group was formed and started to provide comprehensive services covering all aspects 

of trading. In September 1998, a new fully cornputeril.ed trading system for equities and bonds was 

adopted. In April 2001, evening trading was introduced. 

In September 2000.,Euronext was a-eated by the merger of the exchanges in Amsterdam, Brussels and 

Paris to achieve further consolidation in the European capital market. 

In 1993, the newly established Deutsche Barse AG assumed sponsorship of the public-sector Franlcfurt 
stock exchange. In March 1997, the "Neuer Markt" was opened as a new trading segment on the 

Frankfurt stock exchange for young. rapidly growing and future oriented industries. In November 
1997, the new Xetra Electronic Trading System was introduced for German and cross-border securities 

trading in Frankfurt. 

In April 1986, a computer assisted trading system was introduced. In 2000, the stock exchange cf 
Hong Kong and Hong Kong futures exchange demutualized and together with Hong Kong Securities 

Oearing Company, merged under a single holding company, HKEx. 

In May 1995, the Jakarta stock exchange launched the automated trading system JATS. 

Clearln2 and settlement 

In August 1974, the CV, which effects the settlement of securities transactions, was 

created. In June 1996, a new centralized clearing and settlement mechanism 
(ARGENCLEAR) started operations. 

Calispa S.A. carried out the settlement of securities. In January 1998, CBLC, an 
independent clearing agency, became responsible of the settlement of transactions. In 
May 2000, the integration of the Brazilian stock market on a nation-wide !eve.I included 

a restructuring for the model of settlement of securities. CBLC incorporated the Clearing 
and Depository of Rio de Janeiro. 

In 1995, DCV was aeated, allowing a centralil.ed settlement of stock securities. In 
September 1998, the Service for Netted Settlement for share transactions held in 
exchanges was created. 

The clearinghouse cl each of the stock exchanges carries out the clearing by transferring 
the instruments in a physical form or through the DCV or DECEV AL. In November 
1998, the DCV system was interconnected to SEN, the electronic trading system, in 
order to allow the aitomatic settlement of transitory or final buy and sell orders of 
securities deposited a1 DCV. 

In 1980, the Danish Securities Centre started operations, performing the settlement and 
clearing of share and bond transactions. In February 1997, the Copenhagen stock 
exchange and the Futqi Oearing Centre merged their organii.ations and operations to 
perf onn as a clearing center for options, futures, and forward contracts as well as other 
financial products. 

In 1991, centralized settlement cl trades started. In 1992, a clearing system for book

entry trades was introduced. In January 1997, in order to centralize the proceMing of 
book-entry seauities and the basic clearing ser\'ices, Finnish Centtal Securities 
Depository starte4 operations. In April 1999, after several organiutions were merged, 
the Hex Group was formed and started to provide comprehensive services, including 

clearing and settlement. 

In Septemeber 1990, a new delivery-versus-payment system was introduced. In February 
2001, the clearing organizations cl the three founding exchanges of Euronext merged 
with Oearnet, a a-edit institution regulated by the French banking authorities and a 

wholly-owned subsidiary of F.uroneXL 

In 1970, settlement was fully computerized. In January 2000, Oearstream International 
was fonned and be.came the new European clearing and settlement <rganii.ation. 

In 1989, Hong Kong Securities Clearing Company was incorporated. In 1992, it aeated 
the central clearing and settlement system called CCASS. 

In May 1995, an integrated system of clearing and settlement began to operate as part of 

JATS. 



Custody Tradilu! ClearinJ! and settlement 

"c:I 
A.~ a resuh of an alliance with Deutsche Borsc, the Ireland stock exchange operates an electronic In July 1996, the Crest scttlancnt system was mtoduccd for Irish equities. Irish 

i trading system for Irish equities on a special segment of the Xe11'll platform in Frankfurt (introduced in government bonds are settled through Euroclear. 

] 1997). In September 2000, the Ireland stock exchange launched ITEQ, a lailor made market for Irish 
technology C<llllpanies at IPO stage in their development. 

In 1986, Monte Titoli became the Italian Central Securities Deposit<ry for all In November 1991, a compuu:riz.ed order-driven trading system was introduced. In lune 1999, Borsa In January 1989, Monte Titoli started to provide the settlement of multilateral net 

i 
securities ocher than ltali1111 government bonds, which were assigned in 2000. In ltaliana launched a new market dedicated to high-growth C<llllpanies known as Nuovo Mercato. In balances coming from the Liquidaziooc dei Titoli, the multilateral neaing system 
December 1998, a new law ocdered the complete demau:rialization of fmancial December 1999, it launched a new market for asset backed securities and Euroboods called EuroMOT. currently managed by the Banca d1talia In November 2000, Monte Titoli launched 
instruments, which was completed in 1999. In May 2000, Borsa Jtaliana launched after hours trading. EXPRESS, its new delivery-versus-payment real-time gross settlement system. 

In October 1991 , the Central Depository and Clearing System began operating. In January 1982, the C001putcr assisted Order Routing & Executioo System (CORES) was introduced. In July 1971, the book-entry clearing system for stoc.'cs was introduced. In October 1991 , 

i 
In November 1990, the Floor Order Routing and Executioo System (FORES) was implemented. In the Central Depository and Clearing System began opcrating. 

~ 
April 1999, the stock trading floor was closed. In November 1999, the Mothers market for high-
growth and emerging companies was established. In November 2001, Tokyo Stock Exchange, Inc. 
established after demutualizatioo of Tokyo stock exchange. 

In 1990, Malaysian Central Depository was set up to implement and operate the In 1988, a Secood Board of the Kuala Lumpur stock exchange was launched to enable smaller In 1984, the clearing system was computerized with the formation of a central clearing 
Central Depository System (CDS). companies to be listed. In 1989, SCORE (System On Computerized Order Routing md &ecutioo) hou.>1e, Securities Clearing Automated Network Service; (SCANS). In 1990, the Fixed 

.!! 
was implemented as a aemi-automated trading system. In October 1992, a fully automated trading was Delivery and Settlement System (fDSS) was introduced. In July 1999, the Kuala 

~ introduced. In March 2002, following the merger betwccn the Malaysian exchange of securities Lumpur stock exchange launched the lnstirutiooal Settlement Service (ISS) io achieve 

~ 
dealing and automated quotation (Mesdaq) with the Kuala Lumpur stock exchange, Mesdaq was delivery versus payment for institutional investors in securities settlement In December 
established as a market designed for technology and high-growth potential can.panics. 2000, lhc T+3 settlement cycle was implemented. In July 2001, The ISS was enhanced 

to include the processing of Direct Business Transactioos under a delivery-versus-
payment environment 

The canpany SD Indeval is the central security depository. In November 199S, a trading platform for debt instruments (BMV-SENI'RA Titulos de Deuda) was Clearing and scUlement of stock.~ and boods are made by SD lndeval, the central 

j 
implemented. In August 1996, a trading platform for equities (BMV-SENTRA Capilalcs) began security depository. In July 1996, the deposit<ry and transfer system was Jinked to the 
operating. In August 1998, SIF was incorporated as a subsidiary company to provide electroo.ic Banco de Mexico payment sy.item and other systems to improve the settlement 
brokerage. In January 1999, all operations were automated. In September 2000, as SIF merged with infrastructure. In January 1997, lndeval launched Programa de Pr~o de Valores to 
Galban lnten:apital, electronic fixed-income trading was improved. gain efficiency in the settlement process. 

r In 198S, VPS was established and began to provide regimation md custody In February 1999, an electronic trading system was introduced. In 2000, the Oslo stock exchanges In 198S, VPS was established. All transactioos related to seauities registered with the 
aervic:cs. started trading in the platform SAXE.SS, developed for the commoo Nordic seauitiea market VPS system are handled through c<mputcrized book-entries. 

c (NOREX). z 

c In May 1997, a security clearing and settlement in5titution called Cavali was In 199S, the Lima stock exchange implemented the electrmic trading system (ELEX) through which In May 1997, a security clearing and settlement institutioo called Cavali was aeated. 

l. aeated. Custody service& are provided by Cavali. all trading opcntioos are cwrently calTied out Cavali effects the clearing, settlement, and traD5fer of all securities. 

j In January 1997, the Philippine Central Depository (PCD) began to operate as a In Msch 1994, a one-price-ooe market exchange was achieved lhrough a computer linkup of 1he two In January 1997, PCD started providing the securities settlement system for both debt 

Cl. 
central securities depository. existing trading floors of the Philippines stock exchange. In Novcmebcr l 99S, trading became fully and equity instruments of the exchange. In January 2002, 1hc Securities Clearing 

Cl. automllled with 1he impk:mentation of the the Unified Trading System (UfS). Corporation of the Philippines (SCCP) started to opcnte as a cJearancc: 111d settlement ii 
f agency for deposit~ eligible tradc8 executed in 1hc: Philippines stock achange. 

t 
In September 1991, the Associa?<> para a Pres~ de Servi~ u Bolsa de In M•ch 1999, all the securities listed in BVLP (company resulting from the mage of the Lisbon In September 1991 , the Associ~ para a ~ode S~ &5 Boise de Valores 
Valores started to provide custody, clearing, and settlement services. In February stock exchange associatioo md Porto derivatives exchange association in March 2000) adopted a new started to provide custody, cel.-ing, and settlemen.t services. In February 2000, the 
2000, the lnterbolsa- Socicdade Gcstora de Sistcmas de Liquidayio e de Sistcmas order-driven trading system called LIST. Interbolsa- Socicdade Gcst.ora de Sistc:mas de Liquid&?<> e de Sistemas Centraliz.ados 

£ Centralizadoo de V alorcs MobilWioo was created. de Valorcs MobilWioo was aeated. 

.E 
In December 1992. the Servicio de Compcnsaci6n y Liquidaci6n de Valores In 1989, computerized share trading began. In Novcmebr 199S, a new trading system called SIBE In December 1992, SCLV was launched. The settlement and clearing of securities 

!. (Sc;i-V) was launched. Custody services are p-ovided by SCL V. (Sisiana de Interconexi6n Burdtil Espanol) was launched. In September 2001, SIBE introduced traded oo the exchange. except for government debt, is handled by SCL V. 
Ill automltic orders through duly recognised ectemal applications. 

' In November 1989, TSCD was founded and in 1990began to operate as Taiwm's In August 1985, the open outcry system was gradually substituted by a computer assisted trading In November 1989, TSCD was founded and in 1990 began operatiODS. TSCD has 

= 
~ 

securities central depository. system (CATS). In ,1993, this system was upgraded to a fully automated securities trading (FAST) rcspaistoility for 1hc settlement of securities trading. In Fclruary l 99S, the book-entry 
systan. Since November 1997, the public offering of all Taiwan stock exchange-listed and OTC-listed syslml of shares and payments settlement was implemented. 
securities can be distnliuted through the Taiwan stock exchange'& computer drawing system. 

1 
In Novemeba 1994, the Thailand Securities Depository (I'SD) was established. In April 1991, the stock exchange of Thailand introduced a fully computerized trading system. In Novcmeber 1994, TSD was established. All settlement and clearing is operated by 

JI! Custody services are provided by TSD. TSD. Since September 2000, in order to improve efficiency, TSD has used electronic 
iii fund transfers through the settlemait banks and the Bahtnet system of the Bank of 
i= Thailand 

In 1997, depository services began to be rrovided by CRESTCo. In October 1986, trading moved from being conducted face-(().face on a market floor to being In 1997, the settlement savice was no Jonga provided by the exchange, moving to 

:.:: performed via computer and telephone from acparate dealiug rooms. In 1995, the Loodon stoclc CRESTCo. 

::i exchan8c launched AIM, a mlll'ket for small and growing c<mpanies. In October 1997. 111 electrooic 
trading sCl'Vice (SETS) was launched to bring greater speed and efficiency to the mwlcct. 

1 
In 199S, the Venezuelan Depository Trust Compmy(CVV) was established to act In November 1992, an automated exchange trading system (SATB) was inaugurated. In 1994, a In May 1994, the exchange implemented an electrmic e<mpensation and settlement 

as a n3'ional central depository of sccuritics through electrODic systems. remote connection system (SISTECOR) was introduced. In 1998, the cxclumge acquired a new system. In July 2001, the t+3 settlement period was achieved. 
elecirooic trading system (SIBE). 

> 



Appendix Table 3 
Impact of Reforms on Stock Market Development: Summary Statistics 

This table shows the changes in market capitalization over GDP, value traded domestically over GDP, and capital raised domestically over GDP after reforms are 
introduced. The figures correspond to the difference between the post- and pre-reform mean values of these variables. 

Market Capitali7.atkm I GDP 

FEancial Infrast. Imtitut. Insidec Pension 
Country lib. reform reform trading reform Privat. 

Argentina 
Armenia 
Australia 
Austria 
Azerbaijan 
Bangladesh 
Belgium 
Botswana 

11 .1 11.2 12.6 11.5 11.8 ll.5 
U M 

39.0 51.7 48.9 

Brazil 
Bulgaria 
Canada 
Olile 
auna 
Colombia 
Cote 'lvoire D 
Croatia 

Czech Republic 
Denmark 
Ecuador 
Egypt 
Estonia 
Finland 
France 
Germany 
Ghana 

Greece 
Hong Kong 
Hungary 
India 
Indonesia 

9.5 

2.2 
40.3 

18.4 

62.8 

11.l 
6.6 

-4.3 
23.t 

17.3 

28.8 

15.0 
31.0 

25.4 

Iran slaroic eflublic R 15.6 
Ireland 
Israel 21.9 
Italy 19.1 
Jamaica 
Japan 
Jordan 
Kazakhstan 
Kenya 
Korea 
Kyrgyz. epublic R 
Lal via 
Lithuania 
Malaysia 
Malta 
Mauritius 
MexlCO 
Moldova 
Morocco 
Netherlands 
New eala11J Z 
Nigeria 
Norway 
Pakistan 
Peru 
Philippines 
Poland 
Portugal 
Romania 
Russia 
Saudi rabia A 
Singapore 
Slovak epublic R 
Slovenia 
Soulh Africa 
Spain 

Sri anka L 
Sweden 
Swuzerland 
Taiwan 
ThailanJ 

29.6 
40.4 
18.0 

3.7 
23.6 

4.0 
5.3 

21.0 
23.0 

17.2 
44.5 

4.1 
20.7 
11.0 

50.8 

26.0 

1.4 

46.6 
28.9 
6.8 

56.1 

47.0 
39.6 

Trinidad nd obaga T 43.1 
Tunisia 
Turkey 
U.K. 
Ukraine 
Venezuela 
Zimbabwe 

Total Average 

7.5 
20.0 
63.5 

6.7 
25.9 

23.1 

126 

46.5 

11.2 

23.1 

86.3 
41.6 
21.8 

146.6 

21.9 

22.3 

6.3 

125.1 

12.2 

21.0 

15.2 
31.3 

26.2 

36.0 

69. l 
28.9 

78.6 

1.2 

39.0 

18.0 

7.7 

28.4 

3.9 
3.2 

17.4 

34.5 
85.8 

18.6 
22.8 

-15.2 
26.0 
30.5 

-28.1 
24.2 

3.7 
11.9 

71.0 

22.3 

9.4 
46.7 

24.7 

21.S 
-4.9 

-2.8 

35.9 
44.8 
-2.8 

40.0 

7.3 
19.1 

22.7 

20.0 

0.5 
38.6 

8.2 

27.7 
39.0 

34.7 

95.7 

30.4 

63.1 
163.8 
20.2 
15.4 
19.3 

121 
35.2 

10.6 

34.1 

57.1 

90.0 

20.1 

17.2 

10.3 

10.3 

55.5 
-28 
61.0 

159.2 
69.1 
39.6 

25. 1 
69.8 

42.2 

3.2 

28.0 

11.1 

30.1 

176.8 
17.5 

3.6 

-0.7 

10.5 

65.5 

17.3 

12.1 

43.9 
109.4 

78.6 

39.3 

2 1 
36.9 

18.4 

47.2 
23.0 
11.l 
4.7 

4.1 
18.4 

95.7 
47.6 

38.0 

25.1 
21.6 

25.1 
29.9 

18.0 

123 
23.6 

6.4 

102.3 

18.1 

24.0 

24 

10.5 
15.0 
46.9 

25.8 

48.6 

6.5 
67.2 

41.9 
31.9 
4.6 

18.7 

6.7 
26.7 

26.1 

v-. 'fraded Dowst!cal!y I GDP 

Financial lnfrut. lmlitut. lmidet' Pension 
Ii>. reba reform tnding reform Privat. 

3.3 3.1 2.6 2.7 2.9 3.3 
0.0 0.0 

27.0 40.9 35.4 
3.7 

1.0 
13.7 

10.4 

7.0 

0.8 
0.1 

-1.8 
15.2 

4.2 

30.5 
20.6 

0.4 
23.5 

17.6 

1.8 

5.7 
14.3 
2. 1 

23.8 
-0.3 

0.3 
75.0 

0.9 
0.8 
1.6 

1.6 
7.7 

23 
43.1 

0.5 
15.3 
17.4 

12.6 

13.6 

4.7 
39.8 

43.5 
50.9 

1.8 
40.1 

118.9 
28.6 
0.9 
1.5 

21.5 
40.1 

22 
4.1 

15.8 

8.3 

6.7 

0.9 

IS.2 

59.7 
320 
2fUI 

96.7 

10.1 

20.6 

-3.2 

73.6 

6.3 

16.1 

2.1 
8.1 

17.4 

76.3 

220.9 
15.8 

56.5 

0.2 

33.6 

7.9 

6.4 

3.4 

0.1 
0.0 

4.5 

22.3 
33.1 

18.3 
9.3 

1.9 
11.9 
35.0 

-2.4 
4.0 

0.3 
64.5 

52.3 

3.1 

-1.2 
13.6 

12.8 

4.9 
5.2 

-2.5 

37.2 
112.3 

0.1 

29.7 

1.4 
32.7 

1.7 
4.0 

15.6 

1.4 
11.6 

7.0 

22.7 
4.8 

31.5 

65.6 

31.0 

49.4 
114.5 

15.8 
31.6 
10.4 

3.9 
36.7 

-0.4 

69.6 

43.9 

106.5 

17.3 

4.1 

4.7 

39.8 

1.6 

134.1 
0.1 

59.7 
101.3 
220.9 
23.0 

38. 1 
45.2 

40.9 

0.6 

3.9 

0.8 

27.3 

100.2 
18.5 

0.2 

0.1 

2.4 

62.2 

4.4 

2.6 

92.8 
64.2 

56.5 

27.9 

0.8 
10.9 

10.4 

5.3 
28.2 
0.8 
0.1 

0.1 
4.6 

65.6 
38.9 

28.7 

17.0 
8.7 

25.6 
2.3 

-0.3 

0.4 
78.9 
0.9 

57.6 

7.5 

3.4 

0.3 

16.1 
3.7 

11.4 

IS.6 

24.5 

1.6 
69.8 

29.1 
0.9 
1.2 

25.7 

2,2 
4.4 

15.5 

Capital Raised Domestically I GDP 

Foncial lnCrast. Imtilut. will« Pensioo 
Ii>. reform reform trading reform Privat. 

0.2 0.1 0.2 0.1 0.1 0.2 

2.1 1.1 1.1 
0.5 

1.4 

0.8 

1.0 

0.8 

1.1 

0.8 

0.2 

0.7 

1.7 
2.6 

1.4 

).1 

0.4 

LS 
1.2 
0.4 

9.8 

0.8 

0.0 

-0.1 

2.3 

0.6 

-0.6 
-0.8 

3.5 

2.0 
2.2 

-0.l 

0.5 

0.5 

0.8 

-2.4 
1.7 
0.1 

-0.1 

0.6 

0.4 

-0.4 

1.4 
s.o 

-0.6 

0.5 

0.4 

0.5 

0.5 

1.7 

0.2 

3.4 
8.5 

0.9 

1.1 
0.0 

0.0 

2.0 

0.1 

6.7 

0.6 

-2.4 

8.0 

0.8 
1.6 
2.0 
1.5 

0.0 

1.6 

0.7 

14.5 

-0.2 

4.6 

0.0 

-0.1 
1.1 

-0.1 

2.2 

0.2 

0.8 

1.7 
1.4 

0.1 

1.0 

1.9 

0.6 

0.7 

0.8 

1.4 

0.9 



Appendix Table 4 
Impact of Reforms on Stock Market Internationalization: Summary Statistics 

This table shows the changes in market capitalization of intemational finrts over GDP, value traded abroad over GDP, and capital r.lised abroad over GDP after refonns are 
intrcxiuced. The figures correspond to the difference between the post- and pre-reform· mean values of these variables. 

Country 

Argentina 
Armenia 
Aus1ralia 
Austria 
Azerb:ujan 
Bangladesh 
Belgium 
Botswana 
Brazil 
Bulgaria 
Canada 
C.bile 
China 

Colombia 
Cote 'lvoire D 

Croatia 
Czech Republic 
D;:nmark 

Ecuador 
Egypt 
Estonia 
Finland 
France 
Germany 
Ghana 
Greece 
Hong Kong 
Hungary 
India 
Indonesia 

Iran slamic ef>ublic R 
Ireland 
Israel 
Italy 
Jamaica 
Jbp.'111 

Jordan 
Kazakhstan 
Kenya 
Korea 
Kyrgyz epublic R 
Latvia 
Lithuania 
Malaysia 
Malta 
Mauritius 
Mexic.o 
Moldova 

Morocco 
Netherlands 
New ealand Z 
Nigeria 
Norway 
Pakistan 
Peru 
Philippines 
Poland 
Portugal 
Romania 
Russia 
Saudi Arabia 
Singapore 
Slovak Republic 
Slovenia 
South Africa 
Spain 
SriLauka 
Sweden 
Swi!Zerland 
Taiwan 
Thailand 

Market Capitalization ofblternaticmal Finns I GDP 

Financial Infrast. lmtitut. Insider Penaion 
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Appendix Table 5 
Impact of Reforms on Stock Market Internationalization Relative to Domestic Activity: Summary Statistics 

This table shows the changes in the ratios market capitalization of intemational finns to market capitalization, value traded abroad to value traded domestically, and capital 
raised abroad to capital raised domestically after reforms are introduced. 1be figures correspond to the difterence between the post- and pre-refonn mean values of these 
variables. 
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Appendix Table 6 
Reform Years 

'Ibis table shows the date of different types of refomlS by country. Note that we only report the reform years for the sample of 
countries used in the estimations. Missing values in this table correspond to countries for which we do not have either information on 
the date of the reform or data on stock market variables. The sample covers the period 1975-2002, therefore countries implemnting 
refoms before 1975 have missing values. 

Fiuanciul Infrastructure bastitutiuul E11forceaneot ur Peusiuo 
liberulizatiu11 reform reform iluoider tr8dl11G laws reform Privatization 

Argentina 1989 1996 1993 1995 1994 1990 
A1menia 19% 1996 
Australia 1984 1996 1993 
Austlia 1991 
Azerbaijan 1996 1997 
Bangladesh 1991 1998 1989 
Belgium 1999 2001 1994 1993 
Botswana 1990 1985 
Brazil 1991 1981 1985 1978 1991 
Bulgaria 1992 1999 1991 
Canada 1976 
Chile 1992 1995 1996 1996 1981 1985 
China 1988 1992 
Colombia 1991 1992 1993 1991 
Cote D'Ivoire 1995 1985 1991 
Cmatia 2001 1992 
Czech Republic 2000 1993 1993 
Denmru·k 1980 1980 1996 1993 
Ecuador 1994 
Egypt 1992 1993 1993 
Estonia 1994 1993 
Finland 1980 1992 1993 1993 
France 1980 1990 1993 
Gennany 1984 1995 
Ghana 1993 1989 1989 
Greece 1987 1986 1996 1990 
Hong Kong 1989 2002 1994 2000 
Hung&)' 1995 1998 1989 
India 1992 1994 1998 1991 
Indonesia 1995 1993 1996 1991 
Irai1 Islainic Republic 19% 1993 1993 
Ireland 1988 2002 
Israel 1993 1992 1989 
Italy 1980 1989 1996 1996 1992 
Jainaica 1991 1986 
Japan 1979 1991 2002 1990 
Jordan 1995 1992 1995 
Kazakhstan 1998 1994 
Kenya 1995 1995 1992 
Korea 199.( 1992 1988 1993 
Kyrgyz Republic 1996 19% 
Latvia 1999 19% 
Lithuania 1997 2001 1992 
Malaysia 1989 1994 1996 1985 
Malta 1992 1991 
Mau1itius 1994 
Mexico 1989 1978 1997 1985 
Moldova 1994 1996 
Morocco 1988 1992 1993 
Netherlands 1977 1994 1985 
New Zealand 1984 
Nige1ia 1995 1989 
Norway 1983 1985 1990 
Pakistan 1991 1990 
Peru 1997 2001 1994 1993 1991 
Philippines 1991 1997 1994 1989 
Poland 1993 1999 
Portugal 1986 1991 1985 1989 
Romai1ia 1990 1992 
Russia 1996 1991 
Saudi Arabia 1999 1992 
Singapore 1978 1978 
Slovak Republic 1999 1992 
Slovenia 1998 1992 
Soulh Africa 19% 1995 1989 
Spain 1985 1992 1996 1998 
Sii Lanka 1991 1996 19CJ6 1989 
Sweden 1980 1990 2001 1992 
Switzerland 1995 1985 
Taiwan 1991 1989 1989 
Thailand 1987 1994 1989 1993 1992 
Trinidad and Tobago 19% 1993 
Tunisia 1995 1992 1988 
Turkey 1989 1992 1996 1988 
U.K. 1979 1988 1981 1988 
Ukraine 1992 
Venezuela 1990 1994 1985 1990 
Zimbabwe 1993 1992 1994 
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Chapter 4 

Whither the Reform Agenda? 

lo Intir.1}dudion 

This regional study was motivated by the observation that the state of development 
of domestic securities markets in most Latin American countries is perceived as 
disheartening and puzzling. Disheartening because of the low level of development of 
local capital markets relative to the expectations of the early 1990s. Disheartening also 
because of what seems to be too meager a payoff for the intense reform efforts of the last 
two decades. Puzzling because of the lack of clarity and consensus as to what and how to 
modify the capital market reform agenda going forward. 

In previous chapters, we described the sense in which the state of the Latin 
American domestic capital markets should in fact be disheartening. These markets, 
especially those for private sector securities, and with few exceptions (notably Chile), 
score poorly by intemational comparison and are below of what can be expected (in 
terms of commonly used measures of size and liquidity), even after controlling for per 
capita income, economic size, macroeconomic policies, and indices of legal and 
institutional development. While domestic market development has responded favora~ly 
to macroeconomic, ~nstitutional, and capital market reforms, such response has be~ 
significantly less strong in Latin America. At the same time, however, relative to other 
emerging economies, the degree of Latin participation in international capital markets 
(measured by the extent of Latin securities issued and/or traded abroad) has been not only 
greater than expected, once we account for the effect of economic and institutional 
variables, but also more responsive to the introduction of reforms. Importantly, we 
further showed that these outcomes have not been independent. The below-expectations 
development of domestic securities markets has in part been the consequence of greater
than-expected internationalization-as migration of securities issuance and trading 
abroad is shown to have had an adverse effect on the liquidity of local markets. 1 In all, 
disenchantment is warranted by the evidence, but mainly to the extent that the initial 
expectations were concerned with domestic capital market development. 

In this chapter, we turn to the puzzling side of the motivating observation-that 
is, to the question of what to do with the capital market reform agenda going forward. To 
this end, we discuss how different lines of thought would assess the evidence presented in 
previous chapters. This exercise will help us gain a better understanding of the possible 

1 The impact on domestic capital market liquidity of the migration of securities issuance and trading to 
international markets is ambiguous in theory. Empirically, however, it is found to be adverse as a result of 
several effects-trade reduction {the domestic turnover of firms that internationalize decreases), spillovers 
(the collateral damage of trade reduction through, say, the increase in the cost per trade at home, given 
fixed costs in operating a market), and trade diversion (trading at home shifts in favor of those firms that 
internationalize). For details, see the background paper for this study by Levine and Schmukler (2004). 
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reasons for the divergence between actual and expected outcomes and sharpen the criteria 
to guide an appropriate reformulation of future reform recommendations. Our main 
objective is to put on the table of the reform debate some basic issues with far-reaching 
implications that-we argue-have not been adequately factored in yet. All along, we 
keep the discussion at the level of the "big picture"-sacrificing technical detail for a 
better view of the landscape-and try to derive broad directions and criteria to reassess 
capital market reforms. We do not take the additional important step of weaving the 
general threads that emerge from our discussion into specific reform recommendations. 

Our approach leaves us open to two sorts of criticism. For one, securities markets 
experts--e.g., professional market practitioners, experts in regulation and supervision, 
specialists in securities clearance and settlement, and experts in trading platforms-may 
complain that our analysis fails to provide sufficient operational guidance as to what they 
should do different. For another, reform-minded policymakers might throw their hands 
up, noting that our analysis pokes holes into the reform agenda without charting a well
defined specific alternative. We stand guilty as charged on both counts. In our defense, 
we submit that a fresh look at basic issues is a necessary first step, without which a 
discussion of specific technical recommendations is likely to be hasty or presumptuous. 
Hasty if recommendations emerge in an unduly fragmented or ad-hoc manner, without 
the benefit of an integrating rationale or, worse yet, if they simply replay the same 
recommendations of the past. (Recall here the lapidary dictum, attributed to Einstein, 
according to which the beginning of madness is to do more of the same and expect 
different results.) Presumptuous if a view is already formed but remains implicit, risking 
becoming an unquestioned prior with faulty premises that are not corrected for lack of an 
open discussion. Crafting more specific recommendations is no doubt an essential task 
for future work, and one that should, in any case, be carried forward mainly by those with 
specialized expertise in the micro dimensions of securities markets. 

The rest of this chapter is organized into three sections. Section 2 discusses three 
typological views on why the state of capital markets is different than previously 
expected given the reform efforts. These views also shed light on what to do next. The 
first two views are general characterizations of two different diagnoses that have emerged 
repeatedly in the debate. The third view is essentially our reevaluation of the first two 
views, based on how we interpret the evidence presented in the previous chapters. While 
each of the three views emphasizes distinct aspects of the evidence, reaching different 
diagnoses and drawing different lessons, they are not necessarily incompatible. 

The first view, encapsulated in the message "be patient and redouble the effort," 
contends that past reforms were right, despite their teething pains, that the reforms 
needed in the future are essentially known, and that reforms--especially second
generation ones-have long gestation periods before producing visible dividends.2 It thus 

2 In general terms, first-generation reforms concern those taken as part of the initial wave of efforts to 
regain macroeconomic stability while de-regulating and privatizing the economy. In the financial sector, 
first-generation reforms focused mainly on liberalizing the domestic financial market (by, for instance, 
dismantling administered interest rates, unifying multiple exchange rate regimes, lifting credit ceilings, 
phasing out directed credit, reducing legal reserve requirements, privatizing public-sector commercial 
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recommends to let market discipline work, while forging ahead patiently with further 
reform implementation efforts. The second view, encapsulated in the message "get the 
sequence right," draws attention to problems that arise when some reforms are 
implemented ahead of others. Its central prescription is that key preconditions should be 
met-including the achievement of a minimum institutional strength-before fully 
liberalizing domestic financial markets and allowing free international capital mobility. 

Despite their important contributions and insights, we argue that these two views 
do not properly address some relevant aspects of the evidence. We thus introduce a third 
view, which arises from the identification of some of the shortcomings of the previous 
two views. This third view can be encapsulated in the message "revisit basic issues and 
reshape expectations." It contends that there are important deficiencies with respect to 
the expectations and design of past reforms, related to the failure to take appropriately 
into account the implications of certain basic issues. This third view is, therefore, less 
prescriptive. It rather emphasizes the need to step back and reconsider basic issues with a 
fresh look. This analysis will hopefully help to articulate a better-grounded reform 
agenda in the years to come. 

Section 3 turns to a discussion of the basic issues raised by the third view. For 
presentational purposes, the discussion is organized around three main themes (whose 
importance is suggested by the evidence presented in previous chapters): financial 
globalization, liquidity, and risk diversification. We are highly selective in the choice of 
issues to revisit and do not claim to have identified all of the important ones. In fact, we 
consciously leave out issues that are arguably as important as the chosen ones-such as 
systemic risk, information asymmetry, risk aversion, moral hazard, etc.3 In addition, we 
do not pretend to cover all the important angles of each of the chosen issues or to analyze 
them in the depth that they deserve. All of this we do, however, by design, as we aim to 
illustrate the usefulness of going back to basics in a broad sense, rat~er than to provide an 
exhaustive discussion. 

As regards globalization, we argue that taking financial globalization seriously 
calls for a redefinition of success, one that emphasizes less the outcomes in local capital 
markets and more the depth and breath of access by residents to capital market services, 
regardless of whether these are provided at home or abroad. We stress that, while 
financial globalization augments-through competition-the pressures in favor of 
structural reforms, it also complicates the reform agenda with respect to fixed income 
markets to the extent that it magnifies the problems associated with weak currencies
that is, currencies that are not accepted even at home (let alone abroad) as a reliable store 
of value for savings. We thus see a major need to bring the discussion on the links 
between money and financial market development more explicitly into the reform debate. 

banks, and lowering functional ban-iers to banking) and on allowing freer cross-border capital mobility. 
Second-generation reforms concern the subsequent wave of reforms that are, by and large, much more 
intensive in institution building. In the financial sector, these entail, for instance, strengthening prudential 
oversight and transparency, improving creditor rights systems, enhancing corporate governance practices 
and minority shareholder protection, modernizing market infrastructures, etc. .. 
3 We discuss the issue of systemic risk in greater detail elsewhere. See De la Tone and Schmukler (2004). 
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As regards domestic market liquidity and risk diversification, our view is that 
Latin securities markets perform poorly in both regards for reasons that are much more 
difficult to overcome than commonly believed. We note that illiquidity begets illiquidity 
(by limiting the capacity of investors to unwind their positions without affecting prices, 
illiquidity discourages the entry of new players which, in tum, further limits liquidity) 
and that illiquidity fundamentally hinders "price revelation" (one of the most distinctive 
functions of securities markets vis-a-vis, say, banking markets). Similarly, in most Latin 
countries, domestic securities markets do not seem to add much directly to risk 
diversification, beyond the risk diversification function . already performed at home by 
banks, while risk diversification by international portfolio investors tends to marginalize 
small countries and small corporate issuers. 

We argue that illiquidity and insufficiently diversified portfolios are intrinsically 
related to two other prevalent characteristics of Latin American capital markets, namely, 
small size-of countries and corporations-and a highly segmented participation of 
issuers. Small size is a key structural feature of many Latin markets and one that matters 
for liquidity, as liquidity is a positive function of scale economies and agglomeration 
effects. This fact points to the flaws in taking the large developed financial markets as 
the model to imitate and the benchmark to measure progress. To the extent that liquidity 
is structurally undermined by the small size of the domestic economy, the basic question 
is whether a suitable type of domestic securities market exists for small open economies 
and what would be the expected role of such market. We also argue that size also matters 
for risk diversification through securities markets in various ways. Diversification within 
small economies is limited by asset scarcity. Moreover, to the extent that there is a fixed 
cost of gathering information on issuers, investors would require investments of a 
minimum size, which would tend to segment the market, excluding small issuers and 
issues, and limit the scope of risk diversification. This helps explain why the few 
companies and governments that participate in international capital markets tend to be 
relatively large. Furthermore, this segmentation in participation may be related to the 
problem of lack of access to domestic capital markets for small firms and to international 
capital markets for issuers from small economies. 

Section 4 concludes with some final remarks. It calls for eclecticism and for a 
more varied reform agenda, as a one-size-fits-all approach is destined to fail. It 
emphasizes that a key step in designing country-specific reforms going forward should be 
a determination of whether the emerging economy in question can realistically meet the 
size thresholds to sustain a liquid domestic market for private sector securities. It argues 
that much more thought is needed to sketch a suitable "light" version of a domestic 
capital market for small countries, one that is not "over-engineered" and is 
complementary to international financial integration. It argues that, ultimately, any 
reform agenda for capital markets needs to be couched within a broader vision of 
financial development for emerging markets. Such a broader vision would emphasize 
access to high-quality and diverse financial services, regardless of whether they are 
provided at home or abroad, by securities markets or by other financial intermediaries. 
Rather than emphasizing domestic securities markets per se, a bmader vision would 
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emphasize linkages between financial markets and, in particular, the ways in which 
capital markets services can enhance the workings of the financial system. Examples of 
such linkages can be found in housing finance and structured financial operations, where 
local and international securities markets can help bring institutional investors to the 
scene and enable the emergence of financial products and services that would not be 
possible otherwise. Finally, a broader vision would seek the diversification of vehicles 
and instruments to mobilize investable funds from the widest possible base of savers and 
allocate them to the broadest possible range of efficient newcomers, including those that 
do not participate in the international or domestic securities markets proper. 

2. What Went Wrong and What to Do Next? 

Assessing the evidence to draw implications for the reform agenda is a process 
that, by nature, involves significant resort to judgment calls. The same evidence 
examined from different perspectives can and does lead to different diagnoses and policy 
recommendations. There is thus ample scope for differing yet reasonable arguments 
regarding the question of what went wrong with the past capital market reform agenda 
and what to do next. This section aims at providing a flavor of the range of perspectives 
on such questions by identifying three typological views. The main message of each 
view can be summarized as follows: (i) "be patient and redouble the effort," (ii) "get the 
sequence right," and (iii) "revisit basic issues and revise expectations." To be sure, the 
categorization of perspectives into three views is arbitrary, for things are not as clear cut 
in real life. The typology is used mainly for presentational purposes, to help depict the 
nature of the debate and highlight the policy issues under discussion. 

It will hopefully become clear throughout this section that each of the three views 
has many important things to say about the question of why the development of capital 
markets after the reform process has not met the ex-ante expect~tions and what to do 
next. While the three views do differ on diagnosis, their contrasting prescriptions are in 
many respects complementary. In no way do we claim that any one view trumps the 
others. The only claim we make is that the third view points in directions that, in our 
opinion, have not been adequately explored in the debate so far. In all, we believe that a 
sensible reformer would not be an ardent partisan of any individual view. He or she 
would not ignore the valuable insights and messages of each view and would, instead, 
combine them in ways suited to specific country circumstances. To the characterization 
of the three views we now turn. 

2.1 Be Patient and Redouble the Effort 

According to this view-which is commonly held among experts trying to build 
capital markets-the salient elements of the capital market reform package are well 
known. · While actions are required in various fronts and their application to specific 
country circumstances is by no means an easy task, there is little disagreement on what 
those actions should be in general terms. Thus, this view rightly claims that there is 
broad agreement on the following propositions. (i) Reforms are needed to improve the 
enabling environment for capital markets-by strengthening macroeconomic stability and 
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contract-related institutions, including the rights of minority shareholders and creditors. 
(ii) These should be accompanied by reforms to enhance the efficiency and market 
discipline through greater competition-including opening the capital account of the 
balance of payments. (iii) Reforms in other areas can play a particularly important 
complementary role-including pension reforms to create privately administered pension 
funds (which can enhance the demand for private sector securities and put pressure for 
improvements in governance and transparency) and the privatization of public enterprises 
(which can boost the supply of securities and help democratize ownership). (iv) There is 
a need for the more technical and specialized reforms to enhance capital market 
transparency and integrity by fortifying their micro underpinnings. These include the 
upgrading of capital market-specific legislation and regulation, the improvement of 
supervisory enforcement, the strengthening of the legal framework for (and practices of) 
corporate governance, and the modernization of such key dimensions of securities 
markets "plumbing" as securities valuation, accounting and disclosure standards, 
securities trading, custody, clearing, and settlement systems. 

This view further notes that much of the objectives, principles, and best practices 
that are germane to the adequate functioning of domestic capital markets are increasingly 
being captured in relevant international standards and codes.4 Assessments of country 
practices in light of these standards would help identify weaknesses and development 
needs, thus guiding the formulation of the reform agenda. To be sure, such assessments 
run the risk of degenerating into mechanical checks of compliance with items in the 
"template." In practice, however, this risk is not very large, as assessors tend to be 
experts in the field, oft~J?. with considerable international experience, that have enough 
good sense to stay away from a simplistic, formulaic approach. They tend to be careful 
in taking into account the particular stage of financial development of the country in 
question, tailoring their assessments to individual country circumstances. Moreover, 
compliance with international standards is typically evaluated in the context of broader 
reviews of a country's financial system, which further limits the risks of a "template 
approach. "5 This said, the main point still stands-that the key benchmarks of what 
domestic capital markets should strive towards are relatively well known and that reforms 
should foster convergence towards such benchmarks. 

4 Following the financial crises of the second half of the 1990s, initiatives to strengthen the international 
financial architecture partly resulted in an ambitious program to assess the degree of convergence of 
country practices with international standards. A number of new international standards were developed as 
a consequence. The International Monetary Fund and World Bank were entrusted with a leading role in 
implementing such programs-whose results are summarized in the so-called Reports on the Observance of 
Standards and Codes (ROSC). International standards that are relevant to the functioning of securities 
markets include the following: IOSCO Objectives and Principles of Securities Regulation, CPSS-IOSCO 
Recommendations for Securities Clearance and Settlement, OECD Principles of Corporate Governance, 
Accounting and Auditing Standards, and the World Bank Principles and Guidelines for Effective 
Insolvency and Creditor Rights Systems. For details see http://www.worldbank;org/ifa/rosc.html. 
5 Observance of the mentioned international standards is often evaluated in the con.text of a fairly thorough 
diagnosis of a country's financial system, conduced jointly by the IMF and World Bank under the so-called 
Financial Sector Assessment Program. For details see http://wwwl.worldbank.org/finance/html/fsap.html 
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This view thus argues that past reforms were essentially right as regards their 
objectives, content, and even design. Moreover, this point of view is consistent with the 
type of evidence presented in Chapter 3 of this study, which shows that that the reforms 
that were implemented in Latin America were part of the solution, not of the problem. In 
effect, all types of reforms studied-including the controversial financial liberalization 
and also the less controversial reforms geared at upgrading securities market 
infrastructure, strengthening institutions and the rule of law, enforcement of insider 
trading laws, pension reform, and privatization-are found to have resulted in a greater 
development of domestic capital markets than would have been the case otherwise. 

This view also recognizes that past reforms provided visible gains but not without 
costs, and costs that, in the case of financial crises, were extremely high. But it notes that 
this is more or less as it should be, since teething pains and even crises are part and parcel 
of the financial development process, as confirmed by observation and increasingly 
suggested by theory. 6 In effect, the opening and competition that results from 
liberalization may raise instability in the short run but also help expose weaknesses and 
foster a cleansing process that ultimately strengthens defenses and stimulates further 
reform. Over time, through both pain and success, learning takes place and incentives are 
eventually set right, yielding durable results. If some doubt remains, just look at the 
successful case of Chile's financial development, where today's strengths owe in no 
small part to a constructive reaction to the painful crisis of the late 1970s and early 1980s. 

What went wrong? Why is the situation of capital markets not the expected? 
According to this view, the failures are mostly related to a combination of insufficient 
reform implementation with impatience. In effect, despite what many claim, key reforms 
were in some cases not even initiated, while other reforms that were initiated were often 
implemented in an incomplete or inconsistent fashion. In many cases, only laws were 
passed, but they were not duly implemented through regulatory changes, institutional 
adaptations, and capacity building, nor were they adequately enforced. Even where the 
reform indices reported in previous chapters increased, these increases do not capture 
well the quality of reforms, which-most would agree-varied widely across countries. 
Moreover, reformers have been too impatient, often expecting results to materialize 
sooner than warranted. While the expectation of a rapid payoff may be justified with 
respect to some types of first-generation reforms, it is the wrong expectation to have 
when it comes to the more complex second-generation reforms. No one in his or her 
right mind would deny that these later reforms typically require long implementation and 
gestation periods before producing visible dividends. 

The above considerations lead naturally to the prescription encapsulated in the 
title to this subsection: "be patient and redouble the effort."7 The emphasis going forward 
should therefore be on forging ahead persistently (and patiently) with the hard work of 
overcoming resistance to the implementation of reforms-especially second- and third-

6 See, for instance, Aghion, Bacchetta, and Banerjee (2004), who establish theoretically that countries 
undergoing intermediate stages of financial development are likely to experience greater instability that 
countries in either advanced stages or low stages of financial development. 
7 This view is articulated, for example, in World Bank (1997) and Fernandez Arias and Montiel (2001). 
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generation reforms-that, albeit difficult, are already, and for the most part, well 
understood. Moreover, along the path to financial development a premium should be 
placed on letting market discipline work, recognizing that such discipline sets in motion a 
process that involves short-term pain and long-term gain-a process that is essentially 
one of creative destruction. 

Note, finally, that among its many important contributions to the reform debate, 
one that is worth noting is this view's implicit recommendation that much more attention 
should be directed towards understanding the political economy of reform 
implementation. This is an essential complement to the technical soundness of reform 
design, and one that is necessary to consider in order to more effectively dislodge the 
resistance to reform. 

2.2 Get the Sequence Right 

This second view reflects what is arguably the most well-known line of criticism 
to the first view, as it contends that reforms were-to one degree or another-part of the 
problem rather than the solution. This second view draws attention to the messy 
problems that arise from misguided reform sequencing, that is, the unwise adoption of 
certain reforms before others are in place. The most familiar rendition of this view 
focuses on the pitfalls of premature financial market liberalization broadly understood 
(including the de-regulation of domestic markets as well as their integration into 
international capital markets). However, this view also concerns sequencing arguments 
that are not related to liberalization proper but to other aspects of the "building block" 
nature of reforms, whereby certain reforms are deemed to be pre-conditions for, or 
necessary complements to, the success of others. 

Proceeding without due regard to sequencing is, it is argued ·by this view, like 
venturing into the sea in stormy weather without an appropriately built vessel-a brash 
decision. This is not to deny that some costs are unavoidable on the path to financial 
development. But trying to advance along that path with the wrong sequencing can turn 
the normal pains of growing up into gains that do not endure (because pre-conditions for 
capital markets development were not properly in place) or unnecessary suffering 
(because financial crises can rapidly wipe out the gains achieved in decades).8 

Let us first consider the sequencing arguments that relate to financial 
liberalization. A prominent strand in connection has focused on the instability and 
unsoundness that results from a rapid opening of the capital account if introduced before 
achieving a minimum threshold of institutional strength-in terms of the legal 
framework, the regulatory system, the supervisory capacity, the accounting and 
disclosure standards, etc.9 The earlier versions of this argument applied mainly to the 
domestic banking system. Weak banking systems were found, time and again, ill-

8 Renditions of this view can be found, for instance, in Bhagwati (1998) and St1glitz (2002). 
9 This view draws this inference from the literature that links financial liberali;ation to crises. See, for 
example, Demirguc-Kunt and Detragiache (1998) and Kaminsky and Reinhart (1999). 
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prepared to intermediate prudently surges in capital inflows, which led to credit bubbles 
(characterized by excessive risk taking and even looting) followed by credit busts. 10 As 
time went by in the 1990s, this type of sequencing argument was extended to the 
problems of excessive currency and maturity mismatches in the balance sheets of 
corporations that borrowed in banking and securities markets in the midst of a liberalized 
market environment Such mismatches were a salient factor behind the Asian crisis of 
1997 and the Argentine crisis of 2001. The basic policy prescription of this analysis is 
that reforms focused on enhancing prudential oversight, corporate governance, and 
transparency should precede financial market liberalization and international opening. 

The implications of the prescription in favor of consolidating regulatory and 
institutional reforms before liberalizing vary depending on the initial conditions (e.g., 
how open the country is). Proponents of this argument do not normally disagree in the 
case of countries that are still closed-they concur that these countries should not open 
too soon or too fast. Disagreements arise, however, with respect to countries whose 
financial system is already liberalized. Proponents of a strong version of the prescription 
would counsel emerging economies to roll back capital market opening and "throw sand 
in the wheels," including through the use of Chilean-style capital controls on short-term 
inflows. Some would even suggest that financial integration should be managed on a 
permanent basis, as full integration might never be desirable. 11 Proponents of a softer and 
perhaps more widely accepted version would advocate only delaying further 
liberalization while attention is reoriented towards re-prioritizing reforms, in favor of 
strengthening in earnest the regulatory and institutional preconditions. 

Also associated with liberalization, a second class of sequencing arguments can 
be derived from views that emphasize the need for a minimum presence of domestic 
securities markets to help absorb shocks and sustain intermediation when the banking 
system is in crisis.12 These views can be extended to a sequencing prescription: that a 
greater development of the local markets for debt and equity securities should be 
achieved before fully opening the external capital account. In effect, in purely bank
dominated systems, capital flow volatility tends to propagate rapidly through deposit 
withdrawals (at face value), while governments tend to feel compelled to bail out 
depositors for fear that a contagious run could bring the banking and payment systems to 
their knees. By contrast, in a more balanced domestic financial system, where securities 
markets have a significant presence, much of the losses need not be propagated 
throughout the system-they would presumably be absorbed directly by capital market 
investors and thus not shifted to the government. 

A more specific rendition of this latter type of sequencing argument arises from 
the "original sin" literature. This literature draws attention to the major vulnerabilities 
that result from the inability of emerging economy sovereigns and corporates to issue 

10 See Gavin and Hausmann (1996) for an excellent analysis of the macroeconomic roots of banking crises. 
11 See, for example, Stiglitz (1999, 2000), Tobin (2000), and Ocampo (2003). 
12 Greenspan's argument that the capital markets can act as a "spare tire" when the "main tire" (the banking 
system) is flat illustrates this view (see Greenspan 1999). 
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long-term domestic currency denominated debt. In its earlier stages, this literature tended 
to recommend the adoption of formal dollarization as the preferred route to overcome the 
"original sin" and develop domestic financial markets more safely within a financially 
globalized context.13 In light of the disastrous collapse of the Argentine "convertibility" 
system, however, the same "original sin" problem led to a contrasting prescription that 
emphasizes the need for sequencing. That is, that the "road to redemption" requires that 
priority be given to the development of the market for domestic currency denominated 
debt, and that this should preferably be achieved before completely opening the capital 
account (Eichengreen, Hausmann, and Panizza 2003). Proponents of this view point to 
Australia as an example of a country that got this sequence right, a sequence that is 
arguably being adopted also by the two largest emerging economies-India and China. 

A third type of sequencing arguments associated with liberalization focuses on 
various dimensions of domestic market de-regulation. One example concerns the de
regulation of pension fund investments. An oft-repeated recommendation is that the 
limits imposed on pension fund in vestments at home should be relaxed, in order to 
enhance their capacity to diversify risk. If sequencing issues are ignored, however, this 
recommendation could backfire. In effect, the liberalization of pension funds domestic 
investment regime, to yield durable benefits, would need to be preceded by a 
strengthening of risk-focused supervision and risk management capacity of pension 
funds, as well as by improvements in liquidity, disclosure, and price integrity in the local 
securities market. 

An noted at the beginning of this section, not all sequencing arguments are related 
to liberalization. Some emphasize the building block nature of capital markets 
development. This leads to the recommendation that reforms should be ordered so as to 
ensure that preconditions are put in place to enhance the likelihood of success of 
subsequent reforms. For example, well-functioning money markets are arguably a 
precondition for a sound development of bond markets, and deep sovereign bond markets 
are a precondition to the healthy development of corporate bond markets (Schinasi and 
Smith 1998). In effect, money markets link capital markets to the banking system (the 
ultimate provider of liquidity) and help anchor the short-term end of the yield curve, 
which is essential to the pricing of debt securities. A well-organized sovereign bond 
market, for its part, provides the safe asset class to which investors can switch in times of 
uncertainty and turmoil. It· also provides needed benchmarks-including the yield curve 
for the presumably risk-free asset-without which corporate bonds cannot be adequately 
priced. Similarly, a case can be made that the combination of a deep money market and a 
liquid secondary market for securities is a precondition for a safe and sound development 
of the derivatives markets-if the cash market for the underlying asset is illiquid, the 
unwinding of derivatives transactions would greatly magnify asset price volatility, 
increasing systemic risk. 

Sequencing arguments based of the building block approach also apply to the case 
of reforms aimed at reducing the excessive exposure of domestic government debt to 

13 See, for instance, Calvo and Reinhart (2000) and Hausmann et al. (1999). 
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rollover, interest rate, and exchange rate risks. Other things equal, as the government 
succeeds in reducing such exposure, it transfers the associated risks to private investors 
(e.g., bank money desks, securities brokers, mutual funds). In the absence of adequate 
oversight, including appropriate valuation (and related disclosure) of the securities held in 
their portfolios, brokers and asset managers may be ill prepared to manage the attendant 
risks, and this would amplify distress in times of jittery markets.14 It follows that a 
strengthening of the regulatory environment and the risk management capacity of, say, 
the domestic mutual fund industry is generally required to achieve a durable reduction in 
the risk exposure of government's debt. 

In all, the "get the sequence right" view spans a wide range of capital market 
related reforms. While the international standards and codes mentioned in the previous 
section are no doubt helpful in identifying the needed reforms, they offer little or no 
guidance with respect to the question of how to sequence the reforms. The task of 
appropriately recasting the reform agenda going forward hinges, according to this view, 
on the success of efforts devoted at systematically clarifying sequencing issues. 

2.3 Revisit Basic Issues and Reshape Expectations 

This third view arises from the identification of shortcomings in the previous two 
views. In effect, even when accepting their internal logic, the previous views appear 
subject to important qualifiers. 

Consider first the "be patient and redouble the efforts" view. One of its crucial 
shortcomings is that it ignores a key finding reported in Chapter 3. Namely, that 
improvements in institutional and macroeconomic fundamentals and the introduction of 
reforms spur not only the development of domestic securities markets but also, and even 
to a greater extent, the internationalization of securities issuance and trading. This 
finding, of course, does not invalidate the importance of undertaking reforms, but it 
clearly calls for a profound change in expectations, beyond simply learning to be patient. 
It also suggests that to reshape expectations appropriately, there is a need to revisit the 
issues associated with the process of financial globalization. 

To be sure, the reformers of the 1990s-as noted in Chapter 2-were not 
dismissive of the globalization process. On the contrary, they strongly supported it. But 
they tended to expect that the effect of reforms would be to attract foreign investors and 
global liquidity to their growing domestic markets, where risk-adjusted returns would 
presumably be systematically higher given the relative scarcity of capital in emerging 
economies. Reformers did not anticipate that the fruit of their efforts would be an 
increased tendency for the best securities issuers and issues to move to international 
markets and, in the process, adversely affect the liquidity of the domestic market. 

14 Reversals in government debt management gains at times of financial turmoil, resulting in part from risk 
management problems in the private sector, particularly in the mutual fund industry, are illustrated by the 
cases of Brazil and Colombia, as discussed, for example, in World Bank (2003) and World Bank (2002), 
respectively. 
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Consider now the "get the sequence right" view. Its Achilles Heel is its 
questionable expectation that sequencing, even if technically correct, is consistent with 
sufficient pro-reform incentives. There is nothing wrong in principle with the 
prescription that unrestrained competition and full capital account opening should be 
postponed until a threshold of institutional maturity and risk management capacity is 
achieved. But the political economy reality is that institutional reform does not happen 
simply because of good logic. Good logic is in most cases insufficient to dislodge the 
resistance coming from the incumbents-that is, from those that benefit from the status 
quo and that, as a result, tend to use their economic power and political influence to shape 
reforms. In effect, the losses from reform are felt upfront and incumbents, with much to 
lose at stake, can organize vigorously to resist change. By contrast, the gains from 
reform accrue in the future and are spread among numerous winners who, as a result, face 
a collective action problem-with little incentive to act as a group, they tend to remain 
relatively voiceless and unorganized. Against these realities, nothing serves better the 
interests of incumbents than keeping them protected from the competition of local and 
international entrants. 

Thus, the idea that resistance to reform would yield in the absence of the 
pressures that come from domestic and foreign con testability appears rather naive. In 
fact, the historical experience with financial development in the world amply illustrates 
the special role played by competition, particularly by openness to international 
competition, in reducing the power of incumbents and fostering reform. Competition 
from outsider induces domestic insiders to become more efficient and, as a result, it 
changes their incentives vis-a-vis reform--efficient incumbents become supporters of the 
very reforms they had previously resisted. 15 

Another questionable aspect of the previous two views is their implicit premise 
that domestic capital market development in emerging economies should be measured 
against the benchmark of the developed capital markets. For those two views, the reform 
path may be long and difficult, and it may require a period of relative isolation before a 
full embrace of globalization, but the path, in most cases, is only one. The expectation 
associated with this premise is that, as reforms succeed, emerging domestic capital 
markets will increasingly resemble the developed ones. But it is difficult to accept the 
premise given the outcome-i.e., the rather poor state of development of Latin capital 
markets in spite of the intense reform efforts of the 1990s, as documented in previous 
chapters. Perhaps the most obvious ·reason to doubt the premise is the small economic 
size of most emerging markets. Size was shown in Chapter 3 to matter significantly, 
arguably because such crucial aspects of capital markets functioning as liquidity are 
strongly dependent on scale economies (a point to which we return below). But if size 

15 A cogent and well-documented articulation of this type of criticism of the "get the sequence right view" 
is found in Rajan and Zingales (2003). Kaminsky and Schmukler (2003) provide evidence on how reforms 
increase after financial liberalization. Braun and Raddatz (2004) show that trade liberalization, by 
increasing the strength of those sectors that benefit from better access to finance relative to those where 
increased availability of funds would dissipate incumbents' rents, can have a significant impact on financial 
development. 
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matters, we are faced with a major structural constraint and the expectations from reform 
should be deeply modified, at least in the case of the smaller emerging economies. 

In all, confronting the previous two views with relevant aspects of the evidence 
leads to the conclusion that important things are either left our or inadequately addressed 
by them. Thus, the third view focuses on the basic gaps in knowledge and is, as a result, 
much less prescriptive. Its main advice is to step back and revisit basic issues before 
moving forward. It anticipates that such a return to basics would provide a better ground 
to interpret the evidence, guide the reformulation of reform, and reshape expectations. 
In the next section, we attempt such an exercise, by briefly discussing a selected set of 
basic issues and seeking to draw, albeit tentatively, some general implications for the 
reform agenda going forward. 

3. Back to Basics 

In this section we illustrate the potential usefulness to the reform debate of 
revisiting basic issues from perspectives that are frequently underplayed. As mentioned 
above, we are highly selective in choosing only few issues to revisit and we stay at a "big 
picture" level in their analysis, as our aim is to exemplify how a return to basics can 
unearth wide reaching implications for the reform agenda going forward, rather than to 
provide an in depth discussion of each issue. For presentational purposes, we organize 
the selected issues around three topics: financial globalization, liquidity, and risk 
di versification. In the discussion, the issues of size and segmentation appear as recurring 
themes. 

3.1 Financial Globalization 

Financial globalization calls for a different measurement of capital market 
development, one that does not center only on the local dimension. However, the 
tendency in most studies and in policy discussions is to measure and compare financial 
development across countries mainly in terms of indicators of size and activity of the 
domestic financial system (e.g., ratios to GDP of such variables as assets, liabilities, 
capital, income, and turnover). Essential as these measures are, they alone fail to reflect 
the simple fact that, in a globalized context, financial development has much to do with 
the extent and type of integration with international financial markets. To be sure, data to 
gauge such integration are often harder to obtain than data on the domestic financial 
system. But scarcity of data is itself no excuse for the failure to qualify the limitations of 
domestic-based measures and to adequately discuss financial market integration issues. 

Financial globalization also invites a more general approach to understanding 
financial development-one that looks at the domestic and international sides of the 
process simultaneously. In this perspective, successful financial development is best 
characterized as the sustainable deepening and broadening of access to financial services, 
regardless of whether such services are provided at home or abroad, by securities markets 
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or other markets. 16 This more general approach requires an understanding of how 
reforms affect the development of the domestic market, the internationalization process, 
and the relation between these two. The evidence in Chapter 3 shows that these links are 
complex and, in a sense, unexpected. Reforms have led to a rising importance of 
internationalization (in securities issuance and trading) relative to the local securities 
markets, not least because the internationalization appears to have happened, in some 
sense, at the expense of local market development-a phenomenon that is more 
pronounced in Latin America than in other regions. Herein lies a major reason to reshape 
expectations and reconsider the meaning of reform success. 

A greater attention to financial globalization does not imply, however, that the 
much wider scope for cross-border financial contracting resulting from financial 
globalization renders domestic financial markets useless. It is in effect difficult to 
imagine that international financial markets would, at least in the foreseeable future, 
become a perfect substitute of local markets in every respect, and especially when it 
comes to such financial services as local currency payments, local currency savings, 
small consumer loans, and loans to micro and small and medium sized enterprises. 
Indeed, there is rigorous empirical work suggesting that, even where financial integration 
is very high, local financial development matters for the economic success of firms, 
especially the smaller ones (Guiso, Sapienza, and Zingales 2002). Thus, the point is not 
to deny the relevance of local financial markets but to stress that such relevance acquires 
meaning under globalization to the extent that domestic markets are a complement, rather 
than a substitute, to the international market integration. 

Emerging economies' integration into international financial markets facilitates 
the reform process in some respects. As noted earlier, through competition by outsiders, 
globalization dislodges the grip of domestic incumbents and augments the pressures in 
favor of institutional change. More often than not, and despite the likelihood of increased 
transitional instability, reforms get a boost as countries open up. 

Financial globalization, however, complicates the reform agenda to the extent that 
it magnifies the problems in debt markets associated with weak currencies, as repeatedly 
noted by the international finance literature. The lessons that this literature yield are 
important for the capital market reform debate and highlight the need to build bridges 
between financial development experts and macro/international finance economists. In 
effect, the current globalization wave-which in contrast with the gold-standard period is 
unfolding in a context of floating exchange rates-bestows benefits that rise depending 
on how well the local currency performs two functions simultaneously: the function of a 
shock absorber (with flexibility facilitating, in particular, a non-deflationary adjustment 
in the real exchange rate towards a more depreciated equilibrium) and that of a reliable 
store of value for savings. 11 Performing these two functions well is already difficult in 

16 This view of financial development is consistent with the message in Caprio and Honohan (2001, p. 48) 
that "it is the financial services themselves that matter [for growth] more than the form of their delivery." 
17 In De la Torre, Levy Yeyati, and Schmukler (2002), we argue that these ..functions of the currency 
constitute two of the three components of the "blessed trinity" (strong contractual institutions is the third 
one), which empowers countries to seize the full benefits of the current wave of financial globalization. 
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the case of currencies that are not in the small set of currencies used internationally as 
reserve assets. It is drastically more complicated if, in addition, the local currency is not 
well accepted even at home as a reliable receptacle for savings-the case of many Latin 
American countries where financial contracting is high dollarized or dominated by short
termism. In such circumstances, policy is not only constrained, it is also liable to be tom 
between the goals of fostering the currency role in shock absorption and promoting its 
role as a store of value for financial intermediation. 

The problems arising at the interface of globalization and weak currencies are 
directly relevant only to debt markets. This is because in countries where the equilibrium 
real exchange rate is subject to significant fluctuations, borrowing in dollars (at home or 
abroad, it does not matter) systematically exposes debtors in the non-tradable sector to 
real exchange rate risk and, as a result, exposes their creditors to the real exchange rate
induced default risk. This exposure goes un-hedged if a reliable market for foreign 
exchange derivatives does not exist-the case, almost by definition, of countries where 
financial dollarization is high. Hence, globalization magnifies the weak currency 
problem because of adverse balance sheet effects stemming from the missing market for 
local currency denominated debt or, to put it in technical terms that are more accurate and 
general, the missing market for debt contracts denominated in non-tradable prices. 18 

In contrast, the weak currency problem is rather orthogonal to markets for equity 
securities. This is because currency of denomination does not generate vulnerabilities in 
the balance sheet of the issuer of equity contracts. These contracts are not subject to 
default risk because , such contracts do not commit the issuer to paying a flow that is 
independent of her performance. As a result, the issuer of an equity security does not 
take any exposure to exchange rate risk, even if her income is derived from the emerging 
economy's non-tradable sector. To be sure, her performance might be affected by real 
exchange rate fluctuations in various ways, but such effects are passed on to the equity 
investor via changes in dividend payments. Therefore, the internationalization of equity 
markets carries, of itself, no systemic vulnerability implications, even if the integrating 
country has a weak currency. 

It follows that as an emerging economy becomes more integrated to international 
financial markets, the incentives for issuers of equity securities rise in favor of issuing in 
international markets. If emerging economy corporations can break the cost and size 
thresholds to issue equity at a reasonable price in the deeper and immensely more liquid 
international financial centers, there would be no advantage in issuing in the domestic 
stock markets. As noted, however, the migration of equity issuance and trading to 
international markets may entail adverse effects for the liquidity of the domestic stock 

18 This clarification is important because the missing market problem applies also to formally dollarized 
emerging countries, inasmuch as their equilibrium real exchange rate is subject to significant fluctuations
which can be the case even in countries that are small and open if their non-tradable sectors accounts for a 
relatively large share of GDP. Even if the country in question remained formally dollarized, a market for 
financial contracts denominated in non-tradable prices would be needed for debtors in the non-tradable 
sector to avoid incurring on-hedged real exchange rate exposure. 
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market, and this-we insist-cannot be ignored when setting expectations and recasting 
·reform recommendations. 

In all, the reform agenda needs to pay much greater attention to the problems 
arising at the interface of financial globalization, weak currencies, and debt markets 
development. This calls, at a minimum, for an early determination, made on a country
by-country basis, of whether realistic prospects exist for reversing high financial 
dollarization. This determination should be followed by sensible recommendations to 
prevent or even roll back financial dollarization where feasible, and to live with financial 
dollarization while mitigating balance sheet vulnerabilities where appropriate. However, 
the development of practical recommendations in this area is at an early stage, 
particularly for the case where financial dollarization might be too difficult to reverse. 19 

Additional work is needed to set the future reform agenda with respect to these issues on 
a more solid empirical and analytical footing. 

Finally, while our discussion in this chapter focuses on policymaking by 
developing countries, one cannot forget that financial globalization raises the need to 
improve the international financial architecture. As this is an area outside the control of 
emerging markets, the onus is on the international financial community. 20 The salient 
gaps are in such crucial areas as contagion (i.e., the absence of an international liquidity 
facility to mitigate ripple effects unwarranted by fundamentals in the markets for 
sovereign bonds),21 default (i.e., the lack of a functional framework for dealing efficiently 
with sovereign debt defaults),22 and the mentioned "original sin" problem (i.e., the 
absence of an international market for local currency debt of emerging countries).23 

Improving the international financial architecture would disproportionately benefit 
emerging economies. Unfortunately, the economic and geopolitical power to address the 
flaws in the international financial architecture reside with the industrial countries, which 
are also the countries with the least incentive to worry about it, except in those rare 
occasions where their financial centers are threatened by contagion. 

19 In De la Torre and Schmukler (2004), we note that the economics profession is moving towards a 
consensus on a three-pronged de-dollarization agenda, involving macroeconomic policy (i.e., exchange rate 
flexibility cum inflation targeting), prudential policy (e.g., higher capital or provisioning requirements for 
dollar-loans to debtors in the non-tradable sector), and financial policy (i.e., the promotion of CPI-indexed 
contracts, possibly aided by CPI-indexed lending and borrowing by multilateral organizations). We also 
caution that enthusiasm for this agenda should be tamed, given the difficult thresholds that must be crossed 
for each of the three policy prongs to chip away financial dollarization in a sustainable manner. In De la 
Torre, Levy Yeyati, and Schmukler (2002), we sketch the reform priorities suitable for financial 
development of a highly dollarized system in a globalized context. 
20 A cogent and fairly comprehensive discussion of reform issues concerning the international financial 
architecture is found in Eichengreen (1999). 
21 A discussion of the issues, along with a specific proposal to create an Emerging Market Fund (EMF) is 
found in Calvo (2001). 
22 A discussion of the issues, along with a specific proposal to create a Sovereign Debt Restructuring 
Mechanisms (SDRM) is found in Krueger (2002). ~ 
23 See, for instance, Hausmann and Eichengreen (2002) and Levy Yeyati (2003). 
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3.2 Liquidity 

The focus here is on secondary market liquidity, as it is at the core of one of the 
unique contributions of capital markets to a sound and vibrant financial system. In effect, 
secondary market liquidity underpins "price revelation," a distinctive function of 
securities markets vis-a-vis, say, banking markets. In the absence of reasonably liquidity, 
concerns regarding price integrity cannot be completely dispelled. When the secondary 
market trading of a security is too sporadic, its valuation needs to be done via methods 
that, even where well designed and uniformly applied, are imperfect substitutes of the 
real thing-an observable and reliable market price. Even in the best of cases, those 
methods are quite blunt in their capacity to capture in real time the changes in the actual 
and perceived risks and prospects of the issuer.24 By undermining price revelation-even 
where disclosure standards are high-secondary market illiquidity causes "marking to 
market" to lose much of its meaning and turns fair value accounting into an inherently 
tentative task. 

In addition, secondary market liquidity is what enables investors to exit in a non
disruptive manner-that is, to unwind their positions without affecting asset prices. 
Illiquidity, therefore, constitutes a major hindrance to investor entry into the market 
(thereby undermining primary market liquidity) even in normal times, let alone in 
turbulent times, where illiquidity magnifies the effects of shocks on asset price 
fluctuations. In this sense, illiquidity begets illiquidity: new investors and issuers are 
discouraged from entering the market because of concerns about price integrity and exit 
and, in tum, the lack of new entrants further undermines liquidity. 

Liquidity in secondary markets constitutes, moreover, a building block for safe 
and sound development of other key markets, such as the repo and derivatives markets. 
This largely explains why repo markets in most Latin countries are typically 
circumscribed to using government debt paper (relatively more liquid, easier to price, and 
presumably safest asset) as the underlying security. It also helps explain why the 
derivatives market that tends to develop first-in the few countries (Brazil, Chile, and 
Mexico) where it has developed at all-is that for foreign exchange, given the relatively 
high liquidity of the underlying spot market. By contrast, the derivatives markets for 
interest rates, credit risk, and equity prices are, by and large, underdeveloped in the 
region.25 

Against this background, a key issue to consider in the reform debate is that 
secondary market liquidity is a positive function of market size and of the related scale 
economies and network and agglomeration effects. This simple fact explains why global 

24 A good way to a gaining a sense of this problem is to revise the highly convoluted regulations on 
"valuation" issued by securities markets regulators in countries with highly illiquid secondary markets. 
25 As noted in Chapter 2, the exception is Brazil, where derivatives markets for interest and exchange rates 
have grown to become much more liquid than the underlying cash markets. However, this asymmetry 
appears to be an important source of vulnerability, as illustrated by 200'.l-2003 episode of financial 
turbulence, where the unwinding of portfolios caused such volatility in asset prices that the government 
was compelled to shift risks to itself by becoming the main provider of hedges. See World Bank (2003). 
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liquidity is increasingly clustering around few international financial centers. And it 
constitutes sobering news for the small domestic capital markets in Latin America. As 
evidenced by the results in Chapter 3, market size is a major structural determinant of 
liquidity. To be sure, the experience in the region suggests that even the relatively small 
Latin countries can sustain a not-too-illiquid market for government debt securities. 
However, beyond that-and, to an extent, because of that-most Latin countries, 
excepting perhaps the largest ones, have been unable to generate reasonably liquid 
domestic markets for corporate debt and equity securities. Therefore, if private securities 
price revelation is unlikely to be a well performing function of the local capital markets 
in Latin America, especially in the smaller countries, researchers and reformers alike 
need to address more frontally the question of what would be the distinctive functions 
expected to be played by these markets. 

Furthermore, while not tested in Chapter 3, it can be reasonably hypothesized that 
the adverse effects on domestic liquidity of small market size are exacerbated by 
concentration, a feature of Latin American capital markets highlighted in Chapter 2. In 
effect, the general pattern in the Latin markets is that only few firms are capable of 
issuing securities in amounts that meet minimum thresholds for liquidity, and these 
securities are mostly purchased by few institutional investors-mainly pension funds
that dominate the scene. 26 These investors tend to buy and hold, not least because of 
concerns of significantly affecting prices. The result is little trading. In the case of the 
equity market, furthermore, low trading also reflects low "float" ratios-a low proportion 
of listed equities available for trade-in part due to concentrated property patterns and 
the associated reluctance to give up control.27 

Given the constraints on liquidity arising from small size, and the possibly 
reinforcing effects of concentration, it is not surprising that the domestic Latin American 
securities markets-even those that, like Chile, are large in size (e.g., assets to GDP) and 
thus have no shortage of investable funds-appear caught in a low-liquidity trap, 
especially with respect to private sector securities. Even the cases where liquidity is 
above average exemplify the small size constraint. Take the case of the relatively more 
liquid government bond markets and, to get a sense of proportion, consider, for example, 
McCauley and Remolona's (2001) empirical analysis of bid-ask spreads for certain 
minimum transaction amounts. That study suggests that a highly liquid secondary market · 
for government bonds would require a negotiable stock of such bonds in the range of 
100-200 billion U.S. dollars. The problem with this conclusion from the Latin 
perspective is, of course, that only a couple of countries in the region have a GDP, let 
alone a government debt stock, that exceeds this range. Even what appear to be fairly 
liquid secondary markets for domestic government debt in Latin countries are really not 
that liquid, according to the McCauley and Remolona' s metric. 

26 The retail investor base is miniscule in virtually all Latin American countries, as noted in Chapter 2. 
27 The helps explain why local stock markets and IPOs appear to have been withering away (see Chapter 2) 
despite the efforts to enhance corporate governance practices, as documented in the background paper for 
this study by Capaul (2003). 
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An additional complication is that in small countries with small investor bases 
there might not be enough room for both liquid sovereign and corporate bond secondary 
markets. As a result, smallness exacerbates the crowding out of corporate bond markets 
by government bond markets. At the same time, however, liquid government bond 
markets are arguably needed to generate a yield curve that is key to the development of 
corporate bond markets. Therefore, small Latin countries appear caught between a rock 
and a hard place-with little or no room to ensure that domestic markets for government 
bonds play a salutary role in the development of corporate bond markets without 
crowding these markets out. 

Views differ as to the threshold size for liquidity in corporate bond and equity 
markets. But market participants in most of the middle and larger Latin countries 
typically consider that bond issues below 50 million U.S. dollars would not wet the 
appetite of large institutional investors, in part because smaller issues would not generate 
sufficient secondary market liquidity to enable orderly exit.28 However, 50 million 
dollars is quite an amount in relative terms for many Latin countries. It is, for instance, a 
multiple of the capital of most of the corporations within Latin countries and, hence, it is 
a threshold that leaves only a handful of firms size-eligible to participate through 
securities issuance in the local market. 

To be sure, the structural constraints on liquidity posed by small market size do 
not eliminate the scope for enhancing liquidity in Latin domestic markets. As 
documented in country specific assessments of securities markets-including under the 
FSAP program mentioned earlier-there is nontrivial room for enhancing domestic 
market liquidity through suitable reforms focused on, for instance, reducing 
fragmentation in issuance and trading, enhancing securities clearance and settlement 
arrangements, organizing securities lending and borrowing facilities, improving valuation 
methods, promoting contract standardization, and upgrading finandal reporting. But the 
same experts that recommend these reforms recognize that they would normally lead to 
modest improvements rather to qualitative jumps. 

In sum, the reform agenda can no longer underestimate as blatantly as it has 
tended to do in the past the fundamental constraint to liquidity arising from smallness. 
An obvious and direct way to address the small-market constraint is, of course, to 
promote further international market integration. This is indeed a sure way to break free 
from the confines of local market illiquidity-for the few issuers that use the services of 
foreign capital market. But it brings back to the discussion table the two caveats that we 
have already emphasized: first, that the internationalization of securities issuance and 
trading can further reduce domestic market liquidity; and second, that, with respect to 
bond markets, internationalization can magnify the vulnerabilities associated with the 
weak currency problem. 

28 This sort of size threshold for issues is also needed to spread out the transaction costs of issuing, as 
discussed in the background paper for this study Zervos (2004). 
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3.3 Risk Diversification 

Do domestic capital markets in Latin America materially enhance risk 
diversification? This is such a basic question that one wonders why has it not been asked 
more frequently and more seriously. It is clear that the initial enthusiasm behind reforms 
to develop the local capital markets was full of hopes in this regard. Domestic capital 
markets were expected to significantly expand the risk diversification opportunities for 
local investors, freeing them from the traditional dependence on bank deposits and 
helping democratize firm ownership. In the process, local capital markets would broaden 
the range of financing options for corporations. The outcome, however, as documented 
in Chapter 2, has been quite different on the whole. For one thing, with the exception of 
the contributors to mandatory pension funds, retail investors in the local securities 
markets continue to be a miniscule fraction of the Latin population. For another, the 
portfolios of the domestic institutional investors are, by and large, quite undiversified. 
They are, in the majority of Latin countries, preponderantly invested in government debt 
securities and the investment that flows to private assets takes mainly the form of bank 
deposits. For most Latin countries, therefore, it is difficult to escape the conclusion that 
their local capital market has added little to the risk diversification function already 
performed by the banking system through its lending choices. 

To be sure, there are a handful of exceptions, as noted also in Chapter 2, to this 
somber state of affairs for the regional average. First, in few countries-notably Chile
the local institutional investors do allocate a significant share of their portfolios to 
domestic securities issueq by non-bank corporates. But even in the case of Chile, the set 
of issuers whose securities are held in portfolios is rather narrow-with equity holdings 
concentrated in a small subset of the universe of listed companies, and bond holdings 
focused on very large companies rated A and above. Second, the local capital markets of 
few countries-notably Brazil, Chile, and Mexico-do feature fairly deep markets for 
derivatives, mainly foreign exchange hedges in the form of non-deliverable forwards. 
These important exceptions notwithstanding, the general conclusion stands that the role 
played by domestic securities markets in enhancing risk diversification is well below the 
initial expectations. 

While many reasons help explain this disappointing outcome-including 
crowding out effects by governments thirsty for finance and regulations that tightly 
restrict institutional investors' freedom-there is no doubt that the small size of the 
domestic market is central to the story. Small domestic markets cannot sustain more that 
a limited number of issuers that could meet the size, quality, and liquidity thresholds 
required by local institutional investors. The result is compounded where concentration 
of ownership is high-as is the case of most Latin American countries-since few shares 
are traded. Moreover, even what appears to be a varied set of local securities would 
entail less "true" diversification if and when systemic risk is high. This is because 
systemic risk affects investments in local economy assets across the board and, as a 
consequence, cannot be diversified away by varying portfolio holdings within the 
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domestic market.29 The implications of small market size thus emerge as strongly for risk 
diversification as they do for liquidity. 

The limited diversification opportunities in small domestic markets have 
prompted many analysts to argue for a relaxation of the regulatory regime to give local 
institutional investors greater latitude to invest in foreign assets. The argument is 
particularly compelling in the case of the fast growing pension funds, whose primordial 
fiduciary function-to protect workers savings so as to maximize retirement income for a 
given (relatively low) level of risk-is systematically thwarted if they live in a small 
domestic market and are not permitted to reduce risk through international 
diversification. While the argument has been transformed into action in a few Latin 
countries-again, most notably Chile-that have raised the ceiling on pension fund 
investments abroad, in the majority of countries in the region the argument has ran into a 
political wall. This is because allowing institutional investors to find assets in 
international markets smacks of an official blessing to capital flight. It is also because 
such action is dissonant with respect to the cherished expectation that pension funds can 
play a crucial role in stimulating the development of local financial markets, especially 
by supplying long-term finance to the private sector, without sacrifice to their primary 
fiduciary duty. 30 

-

Hence, others would argue that, rather than focusing on international 
diversification, the relaxation of regulatory limits should give priority to widening 
pension funds' ability to diversify their investments at home, a strategy that would be 
consistent with the objective of fostering pension funds' role in domestic financial 
development. There is clearly a point to this contention, considering that in many Latin 
countries the regulatory regime is highly constraining and mandates pension funds to 
direct the lion's share of their funds to the purchase of government debt paper.31 Would a 
more liberal domestic investment regime lead to a significant diversification of pension 
fund holdings? Again, the evidence suggests that expectations in this regard should be 
tamed. Consider, by way of illustration, the case of Chile, where efforts have been 
underway for some time to enhance risk di versification at home via a gradual relaxation 
of regulatory limits on domestic investment and the more recent introduction of a system 
of multiple funds with different risk-return profiles (among which contributing workers 
can choose). The results of these efforts, however, have been rather disappointing. In 
particular, the range of corporate issuers represented in the aggregate portfolio of pension 
funds has remained narrow despite the introduction of the multiple funds. 32 This suggests 
that, even under a more liberal investment regime, there seem to be structural factors 
limiting the extent of diversification of institutional investor portfolios. This, together 

29 In De la Torre and Schmukler (2004), we discuss ways in which financial contracts are adapted (through 
dollarization, short-terffiism, and offshorization) to cope with systemic risk and, in the process, transform 
one form of systemic risk into another. 
30 The hope actually goes beyond this in the mind of reformers that argue that fostering financial 
development at home is consistent with pension funds' fiduciary duties to the extent that domestic financial 
deepening promotes growth. 
31 For details see Gill, Packard, and Yermo (2003). 
32 For a detailed discussion of these finding and associated issues, see Rocha (2004). 
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with illiquidity, leads to a strong segmentation of participation in the local capital markets 
in favor of the larger issuers. 

Initial reform expectations regarding the participation of Latin issuers in the risk 
diversification strategies of foreign investors were too modest in one sense but 
exaggerated in another. In effect, the results in Chapter 3 indicate that the degree of 
internationalization of the issuance and trading of Latin securities was larger than 
expected, given policy and institutional fundamentals and reforms. This might suggest 
larger holdings of Latin assets by foreign investors. But even if that were the case, 
expectations turned out to be exaggerated with respect to the diversity of such holdings. 
While the initial hope was that foreign investor risk diversification strategies would be 
inclusive-i.e., open equally to big and small countries and selecting securities mainly in 
light of the quality of the issuer-the evidence proves that this hope was unrealistic. 

That foreign portfolio diversification is not very inclusive is illustrated by the 
observation that the few and dominant investment managers actively investing in 
emerging markets display a highly selective strategy, heavily biased in favor of large size 
issuers, both sovereigns and corporates (see the background paper for this study Ladekarl 
and Zervos 2004). These investors include only few of the larger Latin countries-ones 
with large locally and internationally listed companies and large quantities of 
international bond issues-in their set of "must invest" countries. These are typically the 
same countries that are included with relatively high weights in the benchmark indices 
used by many investment funds to measure their performance.33 As such performance is 
also used to determine the asset manager's compensation, incentives are · strong for 
managers not to deviate too much into off-index bets, which further accentuates the 
segmentation in favor of large issuers and issues. 

The bias in favor of larger sizes in issuers and issues does not'imply, however, 
that issuer quality does not matter. It does. As discussed in Ladekarl and Zervos (2004), 
international asset managers decide whether a country in the "must invest" list is under
or over-weighted relative to the index depending on perceptions regarding, importantly, 
the soundness of macroeconomic policies, the degree of political stability, the health and 
resiliency of the local financial system (including the size of the domestic investor base 
and reliability of the market infrastructures), the coverage, timeliness, and reliability of 
data disclosure, the quality of corporate governance, and the soundness of accounting and 
auditing practices. Moreover, these variables play a key role in determining which 
countries are included in investors' "may invest" list or in the "satellite" (as opposed to 
"core") list, regarding which asset managers are given greater discretion. Thus, there is 
room, albeit typically at the edges, for foreign investors to take positions in relatively 

33 Indices used to benchmark the performance emerging market sovereign bond funds include the EMBI 
indices reported by J.P. Morgan Chase and the Brady Bond Index published by Salomon Brothers. Local 
cunency debt funds are normally benchmarked to the ELMI index, calculated also by J.P. Morgan Chase. 
An index commonly used to benchmark emerging market equity funds is the Morgan Stanley Capital 
International (MSCI) indices and the emerging market indices produced by Lehmap Brothers and Merrill 
Lynch. According to the MSCI website, over 90 percent of the U.S. institutional investors' investments in 
international equities are benchmarked to MSCI indices. 
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marginal emerging economy assets. But even this is only to the extent that these assets 
can produce a risk diversification effect (significant enough to lower overall portfolio 
risk) or a return effect (high enough to raise total portfolio profitability). To achieve 
these effects, the investment requires a minimum threshold size. In sum, while caveats 
apply the basic fact remains, namely, that risk diversification strategies of foreign 
investors-which are not restricted by limits imposed by regulation-are not as inclusive 
as originally envisaged. This leads to a greater than originally expected segmentation of 
participation in favor of large issuers and issues. 34 

The general observation of this section, that the portfolios of both foreign and 
local investors have less diversity in holdings that originally hoped for, suggests that the 
scope for diversification may be curbed by the economics of the risk diversification 
process itself. Our hypothesis is that the marginal risk reduction achieved by including 
one more issuer in the portfolio appears to be offset by the marginal cost of issuer 
screening and monitoring at a much earlier point than commonly believed. This would 
add yet another reason to explain why the direct participation in capital markets is 
segmented in favor of issuers and issues that meet a minimum size threshold. The 
evidence discussed in this section is consistent with this hypothesis, but research is 
needed to determine whether it passes more rigorous empirical and theoretical tests. 
Nonetheless, the implications can be significant, namely, that small issuers tend to get 
short-shifted in a systematic way in the process of risk diversification of securities 
portfolios-in domestic and international markets alike. Moreover, fiscal reforms (to 
stop force-feeding local institutional investors with government bonds) and regulatory 
reforms (to allow thes~ _investors greater freedom of choice regarding the composition of 
their portfolios) may have only modest effects in mitigating the segmented participation 
in the domestic capital market. 

The observation that small and medium size firms tend to be segmented out of 
direct access to securities markets does not imply, however, that such firms are as a result 
worse off in terms of access to financial services in general. Although biased in favor of 
the large firms, capital markets can enhance access for all through indirect effects. These 
markets may, for instance, compete away from banks the larger and blue chip corporate 
clients, thereby forcing banks to move down market and seek new business by lending 
more to small and medium enterprises. 

4. Final Remarks 

This chapter has assessed alternative ways of interpreting the gap between 
expectations and outcomes in the development of Latin American capital markets, with 
an eye towards drawing lessons for the reform agenda going forward. We argued that 
two stylized views dominate the current reform debate in this regard. The first contends 

34 Based on over 30 structured interviews with market participants, Ladekarl and Zervos (2004) conclude 
that securities issued in amounts under 150-200 million U.S. dollars "remain unattractive to many large 
emerging market investors." Claessens, Klingebiel, and Schmukler (2004), usi.ng a large sample of firms 
from 53 countries, show that the size of the firm is an important determinant of the probability of accessing 
international financial markets. 

... 
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that the gap is due to the combination of impatience with imperfect and incomplete 
reform efforts. The second claims that the gap is due to faulty reform sequencing. We 
noted that, though differing in diagnoses and policy prescriptions, these views are not 
necessarily incompatible and both capture important aspects of the problems at hand, 
yielding considerable insights. Our main contention has been, however, that neither of 
the two views adequately addresses a number of salient questions posed by the evidence. 
We therefore proposed a third, complementary view that is much less prescriptive. It 
highlights the need to step back, revisit certain basic issues, and reshape expectations, as 
a prior step to ensure more solid grounds for a reformulation of the reform agenda. To 
illustrate the usefulness of revisiting basic issues from perspectives that are underplayed 
by the two main views, we selected and discussed three specific topics: financial 
globalization, liquidity, and risk diversification. The discussion showed that these topics 
are intertwined with problems of size and segmentation, that the issues involved have far
reaching implications for capital markets development, and that the associated 
complexities and challenges should not be underestimated in the reform debate. 

The discussion of alternative views and the journey into basic issues invites 
eclecticism-a savvy reformer would combine elements from the three views, as 
appropriate to country circumstances. Our analysis clearly points to the flaws in using 
Wall Street as the ultimate benchmark for efforts to develop the domestic capital markets 
in Latin America. It calls, instead, for a more varied reform agenda. Key to designing 
country-specific reforms would be a determination of whether the Latin country in 
question can realistically meet the size thresholds to sustain a liquid domestic secondary 
market for private sector securities. For countries that do, the suitable reform package 
would be relatively easy to formulate, not least because the experience of developed 
capital markets would tend to be more relevant to such cases. Reform expectations, 
however, would still need to be significantly reshaped, particularly to better 
accommodate the implications of financial globalization. The elaboration of a suitable 
reform package for the smaller countries represents, in contrast, a more daunting 
challenge, not least because the thinking in this regard is at an early stage. Much more 
thought and analysis is needed to sketch a suitable "light" version of a domestic securities 
market for small countries, one that is not "over-engineered" and is complementary to 
international financial integration. That sketch would have to be accompanied by a 
realistic definition of what can and cannot be expected from such a market. Related 
issues and challenges also arise regarding the participation of small firms in capital 
markets, irrespective of the country size.35 

The journey into basic issues fortifies the already well-accepted thesis that any 
reform agenda for capital markets needs to be couched within a broader vision of 
financial development for emerging markets. Reforms should envisage improved 
integration into international financial markets with complementary financial 

35 Many have recommended the integration of Latin securities markets among themselves as a preferred 
route to overcome the constraints imposed by small size-a view that tends to be popular among many in 
the international financial institutions. As discussed in the Appendix to this chaRter, however, there are 
good reasons that cast doubts on the proposition that regional integration of capital markets would be 
superior to the alternative of a deeper and better integration with the developed financial centers. 
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development at home. Trying to avoid financial globalization is neither realistic nor 
desirable in the long run, not least because integration induces reform. A broader vision 
would emphasize linkages between financial markets and, in particular, the ways in 
which local capital markets can enhance the workings of the financial system as a whole, 
even if these markets fall short of expectations in terms of their price revelation function 
for private sector securities. Such linkages are crucial, for instance, in the development 
of markets for housing finance, infrastructure finance, and structured finance, where local 
and international securities markets can help engineer suitable products (such as asset 
backed securities, hedges, venture capital, etc.), spread risks among a greater number of 
players, and bring new institutional investors to the scene, all in ways that would not be 
possible otherwise. Ultimately, it will be through greater competition in financial 
markets, coupled with constant improvements in the contractual environment, that 
financial services provision would deepen and broaden, and would move down market, 
resulting in new "bridging" vehicles and instruments that would fill any potential access 
gaps. Most likely, many of such instruments and vehicles would be of a hybrid nature, 
flourishing at the interface of capital markets, banking markets, and other markets. 

The analysis in this chapter suggests areas for future research that could be of 
special importance to the policy discussion. Further work is needed to understand the 
interactions between financial market internationalization and domestic capital market 
development. Our suggestion that globalization, liquidity, and risk diversification are 
linked with segmented participation in local and international capital markets needs 
deeper probing. Correlatively, a better grasp is required regarding the variety of ways in 
which financial development can fill eventual access gaps. Research is also needed to 
explain why, after controlling for economic fundamentals and reforms, Latin America 
has performed worse in terms of domestic capital market development but better in terms 
of internationalization of securities issuance and trading, when compared that other 
emerging regions (particularly Asia). This puzzling fact was unearthed by our empirical 
research, but a full explanation is still pending. 
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Appendix 

Regional Capital Markets Integration: A Viable Alternative? 

Over the last decade, there have been increasing attempts towards the regional 
integration of securities markets, with numerous cross-border agreements and alliances 
among exchanges and even some mergers. This process has been driven primarily by the 
intensified competition among national exchanges, as a result of the globalization of 
financial markets, deregulation and liberalization of domestic markets, and technological 
change.36 The pressure from investors for improved liquidity, lower trading costs (both 
directly and indirectly as narrower spreads), and access to international trading has led 
many exchanges to seek integration with other markets. Technological changes, such as 
electronic trading and automation, have also played a significant role in this process, by 
enabling the connection among geographically distant markets. 

Regional integration could generate significant benefits, by allowing exchanges to 
capture economies of scale and increase trading and liquidity. Securities exchanges and 
settlement systems have a high ratio of fixed to marginal costs, as high investments in 
information technology and communications systems are needed to operate them, but 
once all necessary infrastructure is in place, the cost of additional issuance or trading is 
small. The regional integration of domestic securities markets could help achieve a 
critical mass to exploit such scale economies, reducing the cost of financial services. 37 

The consolidation of trading volume across regional markets would also lead to 
improvements in market liquidity, reducing asset price fluctuations. Given the network 
externalities that are intrinsic to securities trading, this increase in trading volume and 
liquidity would generate a positive feedback effect, attracting more participants to the 
market, who would bring additional trading opportunities and liquidity. A regional 
exchange could also improve the marketability of firms' securities, by allowing them to 
access a wider investor base, and could increase the opportunities for risk diversification 
available to domestic investors.38 

36 Exchanges have traditionally been considered national monopolies, with competition limited to that 
among exchanges within the same country. Competition has usually led to the concentration of trading in 
only few exchanges at the national level. In the case of the U.S., for example, technological and regulatory 
changes reduced the geographic barriers that protected local exchanges and led to a gradual consolidation, 
with the number of exchanges falling from more than 100 in the late nineteenth century to 18 by 1940, 11 
by 1960, and 7 by 1980 (Arnold et al. 1999). Similar processes have taken place in other countries, such as 
the UK, where all regional exchanges where absorbed by the London Stock Exchange by 1973. In contrast, 
the regional stock exchanges in Germany are still quite active, although there has been a tendency towards 
concentration in recent years (see Klagge and Mai.tin 2004 for a comparison of the stock markets systems 
in the UK and Germany). 
37 Malkamaki (1999) finds evidence of significant economies of scale in stock exchange activities, specially 
regarding order execution. 
38 Lower transaction costs and higher liquidity, as well as a larger investor base,~ can lead to reductions in 
firms' costs of capital (see Amihund and Mendelson 1986, Merton 1987, and Brennan and Subrahmanyam 
1996 ). 
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Given all these potential benefits, there have been growing strides towards the 
regional integration of exchanges in recent years. This process has been particularly 
strong among European countries (see, for example, Licht 1998 and McAndrews and 
Stefanadis 2002).39 Integration among European domestic securities markets has taken 
different forms, ranging from establishing linkages among exchanges (in order to share 
some functions, such as marketing, listing, order routing, order execution, clearing, and 
settlements) to complete mergers or takeovers (see Claessens, Lee, and Zechner 2003).40 

One example of the linkage strategy is NOREX, which is an strategic alliance between 
four Scandinavian stock exchanges that allows cross-membership of firms across 
exchanges and uses a common trading system and regulatory standards, while exchanges 
remain independent. Euronext, created in 2002 as a result of the union between the Paris 
Bourse, the Amsterdam Exchange, and the Brussels Exchange, is an example of the 
merger strategy. In Latin America, by contrast, while the integration of national 
securities markets among themselves has been repeatedly proposed (see, for example, 
IADB 2002, del Valle 2003, Dowers, Gomez-Acebo, and Masci 2003), there has not been 
effective progress, beyond the emergence of agreements between exchanges that have yet 
to show an impact in terms of securities issuance and trading. 41 

Despite the potential benefits of securities markets integration, few of the many 
attempts at cooperation between exchanges around the world have been implemented, 
and of those that have been realized, most have failed (Lee 1999). Euronext and NOREX 
are perhaps the most notable exceptions. There are many reasons for the failure of 
regional integration efforts. Legal and regulatory differences across countries can hinder 
the integration of do!Ilestic securities markets, as disparities in national rules require 
investors and firms to familiarize themselves with the regulatory regimes of several 
countries. Informational barriers across markets, such as differences in national 
accounting and disclosure standards, also limit the benefits of regional integration. The 
creation of regional securities markets, therefore, requires regulatory harmonization 
across countries, which might be very difficult to achieve. The integration of different 
market infrastructures or the development of new ones has usually proven to be more 
difficult and costly than initially anticipated. Conflicts of interest among participating 
exchanges, and also within each exchange, have also hampered market integration 
efforts. A more fundamental barrier to the regional integration of fixed income markets 
is the existence of national currencies, which exposes foreign investors to exchange rate 
variability, given the lack of deep markets for the required hedges.42 

39 Cybo-Ottone, Di Noia, and Murgia (2000) identify nearly 70 cross-border deals among European 
exchanges between 1996 and 1999. 
40 Most of the merger activity has occurred at the national level, with mergers between stock and detivative 
exchanges in the same country, and between regional exchanges. Cross-border mergers have been rare. 
41 There is a formal agreement among the three main exchanges in CARICOM (Calibbean Community and 
Common Market) to allow the cross-listing and trading of stocks. The Argentine, Brazilian, and 
Uruguayan stock exchanges have signed an agreement to interconnect their operations in the future. 
Conversations are underway among the Andean countries towards allowing cross-listings, integrating their 
infrastructures (e.g., secmities custody), and electronically linking their exchanges. 
42 Frankel (1996) argues that the existence of a high currency lisk premium c~ also hinder the integration 
of equity markets. 
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Given the mentioned difficulties, a relevant question is whether regional integration 
of securities markets would be superior to the alternative of global integration (that is, 
integration with the developed financial centers). More analysis and research is needed 
to ascertain whether there are specific roles for regional capital markets that cannot be 
played by the local or global markets. Prima facie, the answers are not simple. For 
example, while it is true that regional financial integration may reduce trading and 
issuance costs because of economies of scale, it seems doubtful that such cost reductions 
would be greater than those that could be achieved by global integration. Similarly, 
while it is true that neighboring investors may have informational advantages on regional 
assets and firms compared to more remote foreign investors, it is not clear that such 
advantages would be better exercised by trading in a regional market and not in a global 
one. Likewise, the conjecture that regional capital markets would facilitate access for 
small and medium enterprises (SMEs) needs to be reexamined. In effect, as noted earlier 
in this chapter, SMEs are segmented out of the local and international securities markets 
mainly because of the small size of their potential issues, and not because of the size of 
the markets. The solution, therefore, is not with bigger markets, regional or global, but 
with bigger issue sizes.43 Finally, it is not clear why, in the absence of monetary 
unification, a regional market would have any advantage over a global market in 
overcoming the currency risk problem. In sum, it remains an open question whether and 
in what sense would a regional integration agenda provide more benefits than the 
alternative of seeking a better integration with the main international financial centers, 
which cannot be rivaled in terms of the depth of their liquidity pools and quality of their 
contractual environment. 44 

43 
Alternatively, some argue that, to the extent that SME risk can be pooled, say, through a mutual or 

investment fund, the participations in such a fund could be more easily placed with institutional investors in 
a regional market, as compared to a local market. This argument, however, would militate even more 
strongly in favor of a globally integrated capital market, where the institutional investor base would be 
immensely greater. 
44 

Frankel (1996) argues that integration with global equity markets is better for e~onomic welfare than 
regional integration alone and that regional integration might be a second-best solution. 
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