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Background:
•

These slides are extracted from my 2012 lecture at Labuan
School of International Business and Finance for the course
“Current Issues in International Financial Economics”

•

The objective is to share with researchers the existing
indicators that can be used when studying the effects of stock
market liberalization.

•

The structure of this literature review has been used by my
postgraduate student (Chang Kwok Boon) in his Master
Thesis “Foreign Ownership and the Informational Efficiency
of Malaysian Stocks”, and also papers to be extracted from
the thesis.
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This section will provide an overview of how financial
liberalization is measured in the extant literature.
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The earliest indicator for financial liberalization is the market
opening dates provided by Bekaert and Harvey (2000), Henry
(2000) and Kim and Singal (2000).



Empirical research uses dichotomous zero–one variable to
capture the effect of financial liberalization.



The dummy variable takes a value of 1 when the equity market
is officially liberalized and thereafter, and 0 otherwise.
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Bekaert and Harvey (2000)
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Henry (2000)
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Kim and Singal (2000)
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Limitations:
1) No consensus among the three studies on the market opening

dates for certain countries. For Malaysia, their dates
contradict the official record from Economic Planning Unit,
which shows that the Malaysian stock market was opened to
foreign investors at least as early as 1970.

2) Financial liberalization is treated as one-time event

constituting an instantaneous and complete removal of
barriers on foreign investment. BUT most countries
liberalized their stock markets by lifting individual
restrictions gradually over time.

Should measure the degree of stock market openness over
time!!
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To capture the extent and evolution of stock market
openness, several indicators have been proposed.



Among them are Edison and Warnock (2003),
Kaminsky and Schmukler (2008) and Schindler
(2009).



These indicators capture the variation in openness both
within and across countries.
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Edison and Warnock (2003)

0 = Completely closed to foreign investors
1 = Completely open market with no foreign restrictions
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Kaminsky and Schmukler (2008)
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Schindler (2009)

eq = Average equity restrictions
eqi = Equity inflow restrictions
eqo = Equity outflow restrictions
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Limitations:
•

These indicators are de jure measures of financial
liberalization, which are associated with the lifting of legal
restrictions on equity flows.

•

Many countries have capital controls that are quite strict on
paper but are ineffective in their actual enforcement, so their
equity flows are quite large.

•

In contrast, there are countries quite open to foreign investors
on a de jure basis (no legal investment restriction), yet they
do not have large equity flows.

Should measure the degree of stock market openness on a de
facto basis!!
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The de facto measure captures the actual equity inflows and
outflows for a particular country.



The International Financial Statistics (IFS) published by the
International Monetary Fund (IMF) is the standard data source
for annual capital flows.



These foreign portfolio equity can be measured in terms of
FLOW and STOCK.
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FLOW- In the IFS, equity securities assets (line
78bkd) and equity securities liabilities (line 78bmd)
include shares, stocks, participation, and similar
documents (such as the U.S. depository receipts) that
usually denote the ownership of equity.



STOCK- The stock measures of portfolio equity assets
and liabilities are constructed based on the cumulative
equity outflows and inflows taken from the IFS, but
they are adjusted for changes in the end-of-year U.S.
dollar value of the domestic stock market.



The stock measures of foreign portfolio equity can be
obtained from the the External Wealth of Nations Mark
II (EWN II) dataset provided by Lane and MilesiFerretti (2007).
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Lane and Milesi-Ferretti (2007)
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Limitations:
•

The criticism against this de facto indicator is on their
aggregate nature (constructed at the country level). Hence,
the limitation also applies to de jure country-level stock
market openness indicators (such as Edison and Warnock,
2003; Kaminsky and Schmukler, 2008 ; Schindler, 2009).

•

The problem with country-level measures is that they only
allow researchers to examine the effects of financial
liberalization in a cross-country setting. Detailed countrylevel analysis is not permitted!

•

Furthermore, the use of aggregate country-level measures
may mask the true impact of financial liberalization, as there
are different levels of openness among firms in the same
country.
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•

For de jure measures, when country-level restrictions on
foreign investment are lifted, not all listed firms become
legally accessible to foreign investors.

•

For de facto measures, the figure does not tell which firms
are the recipients of the actual equity flows. Even for
countries with large flows, there are firms in those countries
with ZERO foreign ownership.

Should measure stock market openness at the firm-level!!
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The Standard & Poor’s Emerging Markets Database
(EMDB) provides the investible weight for firms included
in the IFC Investable (IFCI) Index.



The investible weight, with value between zero and one,
indicates the amount of the stock accessible to foreigners,
with zero for non-investible stocks and one for fully
investible stocks (users of this investibility index include
Bae et al., 2004, 2012; Mitton, 2006; Chari and Henry,
2008).
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S&P uses several criteria to determine the investible weight
for a stock:
• S&P first determines at the country level if a market is
open to foreign investors, both in the legal and practical
sense.
• It then evaluates the additional restrictions that can be
imposed either by the government at the industry level
or by the corporate charters and by-laws at the firm
level.
• In addition, S&P requires that stocks have sufficient
size and liquidity to be realistically available to foreign
investors.
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Limitations:
•

The investible weight does not capture the actual foreign
shareholdings in a firm. Instead, as other de jure measures,
it constitutes the upper limit of foreign shareholdings.

•

For instance, highly investable stocks might not have large
fraction of foreign ownership.

•

This is because the removal of statutory investment
restrictions alone is not sufficient to attract foreign
investors as there exists indirect barriers that affect their
willingness to invest, such as the availability of
information, differential accounting standards, investor
protection, and country risk (for details, see Bekaert, 1995;
Nishiotis, 2004; Carrieri et al., 2010).
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•

In contrast, stocks with zero investable weight might in
fact be held and traded by foreign portfolio investors.

•

These stocks might be legally available to foreign
investors (no investment restrictions at the country and
firm level).

•

But they did not pass the screening criteria of size and
liquidity.

Should measure stock market openness at the firm-level
using the actual degree of foreign ownership!!
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Foreign ownership for a particular firm is the fraction/
percentage of outstanding shares held by foreign investors.



As a firm-level measure, it allows researcher to conduct a
detailed country level analysis on the effects of financial
liberalization.



As a de facto measure, it captures the actual presence of
foreign investors in a firm.
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Hence, it overcomes limitations in previous studies
using proxies that capture the ability of foreign
investors to invest in the domestic country (direct
investment barriers) or their willingness to invest
(indirect barriers).



Moreover, with the breakdown by investor types, it is
possible to examine the role played by different
foreign investors (for example, foreign institutions,
foreign individuals, foreign government, foreign
nominees)

Hence, foreign ownership/ shareholdings is the best
proxy to capture stock market openness!
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