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The rise of capital markets in
emerging and frontier economies
Executive summary

Capital markets play an important role in promoting
economic activity worldwide by facilitating and
diversifying firms’ access to finance. At the macro level,
deepening capital markets, which have ample liquidity
and developed secondary markets, are also reshaping the
developing world, driving wealth creation and the emergence
of powerful regional trading blocs. The fortunes of ACCA’s
global membership are strongly tied to these developments.
In emerging and frontier economies, the benefits that
accrue to national economies as capital markets growth
and deepen are potentially greater, but they are also
particularly sensitive to a host of institutional variables,
including competition, protection of minority investors
and overall business productivity. Because of this,
supporting the development of capital markets usually
involves a broad and ambitious programme of reform.
Even then, successful market-builders need to be alert to
signs that markets might be outgrowing the social and
regulatory capital on which they rely. The need for
vigilance is especially great because, as the crisis of
2008–9 demonstrated, markets can continue to grow and
attract liquidity even as institutions are being eroded
away from underneath them.
The system of financial disclosures is one such institution,
and there is evidence to suggest it might be one of the
most important ones. The perceived strength of
accounting and auditing standards is a leading indicator
of the health of capital markets and a strong predictor of
the growth effect of market liberalisation. While the crisis
of 2008–9 dented confidence in disclosures within
developed countries, emerging markets have seen
perceptions slowly recover and, perhaps as importantly,
converge. Frontier markets, on the other hand, are not
keeping up, meaning that some of the most promising
economies in the world may soon not have the capital
markets to match their dynamism.
As things stand, the momentum in favour of larger and
deeper capital markets in the developing world is
substantial but not irreversible. While market
capitalisation has grown impressively and kept pace with
levels of growth seen in the developed world, market
liquidity has not. Although emerging economies are better
off without the excess liquidity that the most developed
capital markets saw leading up to 2007, it remains the
case that markets need to deepen further if they are to
help finance the rapid growth expected in these
economies.

As a rule, the distinction between ‘frontier’ and
‘emerging’ market status (see Appendix for a
classification) is sharper than that between ‘emerging’
and ‘developed’ markets. If the intention of policymakers
in frontier markets is to benchmark against emerging
ones, then policy will tend to focus on ensuring financial
stability and improving the supply of financial services
other than banking, while also developing the banking
sector and improving the wider business environment. In
emerging markets, on the other hand, the need to
replicate the institutions of developed ones is not selfevident. If there are shortcomings in comparison, they will
tend to have more to do with the use of professional
management, the protection of minority shareholders and
access to financial services among the wider population.
That said, the development of domestic capital markets is
not linear and policymakers should not obsess about
metrics such as liquidity. The needs of liquidity providers
are not necessarily the same as those of investors and it
is possible for markets to provide a better environment
for the former rather than the latter, to the eventual
detriment of all. Moreover, headline levels of liquidity can
mask substantial misallocations (for instance at the
expense of smaller businesses) that direct capital to less
than optimal uses.
This paper argues, on the basis of sound evidence, that
improved disclosure, both mandatory and voluntary, is
one of the few sustainable means of attracting liquidity.
The experience of markets around the world shows that
the timely and credible disclosure of company information
tends to promote investor confidence and attract
additional listings, thus broadening the benefits to the
domestic economy. In principle, disclosure also serves to
reduce the cost of capital by reducing information
asymmetries, especially in developing countries with high
standards of market conduct. That said, the mechanism
through which this is achieved is complex and sometimes
appears to produce contradictory results.
Disclosure and compliance, however valuable, both come
at a cost and thus policymakers are faced with a difficult
trade-off. On one side are those, mostly in emerging and
frontier markets, who believe that only strong and
consistent regulation can build enough confidence to
make a market viable. On the other side are those, mostly
in developed markets, who argue that disclosure and
other regulatory requirements can easily become
disproportionate, making markets inaccessible to all but
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the largest or most determined issuers. The evidence
examined in this discussion paper suggests that
policymakers can, through consistent and strict
enforcement of proportionate rules, build a strong
regulatory ‘brand’ for their markets that will attract
domestic and even foreign firms.
This research additionally examined a number of
challenges peculiar to emerging and frontier economies,
which arguably merit further discussion. First, the paper
considers the role of foreign investment, asking how
emerging economies can manage ‘hot money’ and
whether attracting foreign investment is a self-evident
goal. Second, it discusses the often-overlooked
contribution of privatisations to the development of
capital markets and questions whether discussions of
good practice are consistent with environments in which
former state-owned enterprises (SOEs) are the
mainstream rather than exceptions to the profile of the
typical listed firm. Similarly, it examines the contribution
of pension funds and pension reform to the growth of
capital markets, stressing matters of quality rather than
quantity and the need for careful, gradual reform. Finally,
it looks at the important complications introduced by the
prevalence of large family firms in emerging markets –
substantial principal–principal conflicts that can
undermine confidence and necessitate enhanced
corporate governance arrangements, often directly
involving the accounting profession.
Overall, this review makes a strong case for comparing
and learning from the performance of capital markets
with their institutional context in mind. It also uncovers
consistent themes around the value of governance and
disclosure that can guide policymakers around the world.
This will provide a solid foundation for ACCA’s work,
engaging experts in emerging and frontier markets in a
debate about the future of business finance.

2

1. Introduction

Even before the financial crisis of 2008–9 and the
economic downturn that followed it, the developing world
was growing much faster than developed economies.
Since the third quarter of 2009, more than half of the
world’s economic growth has come from transitional and
emerging economies (UN 2011). This trend is epitomised
by the rise of the BRIC countries (Brazil, Russia, India,
and China), all of which are currently ranked among the
top ten economies in the world, and forecast to rank
among the top six by 2020 (CEBR 2011). Since the
financial crisis, this substantial imbalance in future
growth prospects has fuelled a swift recovery of both
direct and portfolio investment, often to above pre-crisis
levels (see Table 1), as more foreign investors have sought
to profit from growth in these markets or simply to
diversify their portfolios away from advanced economies.

Policymakers have their own reasons for encouraging the
growth of domestic capital markets. Most important, of
course, are the benefits to economic growth from a more
efficient matching of savings with productive investment.
Nonetheless, improved governance and accountability,
especially among dominant private firms, are also part of
their motivation. Economic planning, the reasoning goes,
is much easier if a great deal of a country’s output,
employment and tax revenues are linked to firms that are
transparent and/or accountable to the public. In fact, it is
arguable (though this view has been sorely tested over the
last few years) that markets can scrutinise the conduct of
listed firms more rigorously, and penalise misconduct
more effectively, than governments can afford to do.
From ACCA’s perspective, the fortunes of ACCA’s
membership in developing countries are more intimately
tied to the fortunes of major financial centres and, by
extension, to those of capital markets, than those of
members in developed nations (see Figure 1). Nearly half
(48%) of ACCA’s members in the developing world claim
to work in financial centres of international significance,
against 37.5% in the OECD countries. This figure rises to
over 80% in locations such as Singapore or Hong Kong
SAR, which are home to some of the world’s deepest and
most developed capital markets (ACCA 2011).

While firms in emerging markets can and do raise capital
abroad, there are strong information advantages (both
legitimate and otherwise) and often significant savings
involved in listing domestically or at least in a regional
financial hub (Sarkissian and Schill 2009). The result is
that foreign investors can rarely tap into the potential of
firms in emerging or frontier markets without some
understanding of, or even presence in, their home
countries or regions. Moreover, many internationally
active firms often find it difficult to enter fast-growing
markets without a regional presence, and thus have an
interest in the development of regional capital markets.

Table 1: Investment in developing and transition countries
Average annual flows

Annual flows (2010 part-estimated, 2011 forecast)

1997–2000

2001–6

2007

2008

2009

2010

2011

146.4

161.9

311.8

341.6

193.3

247.5

270.9

31.1

–59.4

7.7

–135.5

77.7

93.4

79.9

177.5

102.5

319.5

206.1

271

340.9

350.8

5.8

14.3

39.3

62

21.6

25.6

36.2

–12.7

2.9

20.9

–32.3

–10.4

–0.5

0.5

–6.9

17.2

60.2

29.7

11.2

25.1

36.7

Developing countries
Net direct investment
Net portfolio
investment
Net investment
Transition countries
Net direct investment
Net portfolio
investment
Net investment
Source: UN (2011)
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Figure 1: ACCA regions and selected markets by share of members working in financial centres,
by level of (self-assessed) international importance
Cumulative share of members working in
local, international and global financial sentres
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2. Understanding market development

WHY DO CAPITAL MARKETS MATTER?
Capital markets, including markets in equity, debt, and
derivative products on these underlying assets, play an
important role in promoting economic activity. In primary
markets, businesses and sovereigns issue financial
instruments representing claims against their future cash
flows and use these to tap large regional and global pools
of savings in order to finance themselves. Secondary
markets, on the other hand, provide an exit for investors
and facilitate price discovery – the accurate valuation of
instruments that ensures issuers are paying an
appropriate price for their access to finance and investors
are adequately compensated for the risk they take in
providing it. Liquidity providers are crucial to this latter
function, as they take advantage of their superior
expertise and information in order to arbitrage away
inconsistencies in valuations as well as differences in risk
appetites between investors.

For instance, Bekaert et al. (2005) note that countries
with high-quality institutions reap three times the benefit
from liberalisation than those with low-quality institutions,
while those benefiting from a regulatory and policy
environment that encourages investment tend to see
more than four times the benefit that others do. Moreover,
Gupta and Yuan (2009) note that capital market
liberalisation yields higher benefits for incumbent firms in
sectors and markets in which competition is low; new
entrants generally benefit only if liberalisation is
accompanied by pro-competition reforms.
One final benefit from the development of capital markets
in developing countries is their ability to diversify firms’
sources of finance. Such diversification can help create
not only faster but also more stable economic growth by
ensuring that shocks to the supply of bank credit do not
have disproportionate effects on that growth (Hawkings
2002).

In performing these functions, the growth and deepening
of capital markets can have a significant positive effect on
national growth and development. Market depth is not the
same as growth: deep markets benefit not only from
increased liquidity but also from the presence of
developed secondary markets in which securities can be
traded, providing an exit for investors and an opportunity
for price discovery.

In light of these findings, as well as the established fact
that affluent countries have more developed capital
markets (Beck and Demirguc-Kunt 2009), the
development of such markets has long been considered a
prerequisite for economic growth. Accordingly, both
externally introduced and home-grown development
strategies all over the developing world emphasise the
development of capital markets (Stiglitz 2004).

At the global level, Bekaert et al. (2005) find that equity
market liberalisations led to over one percentage point of
additional economic growth in those countries that
implemented them in the late 20th century. As long as
domestic government debt remains at moderate levels
(less than 35% of bank deposits), the growth of bond
markets contributes positively to economic growth (Ali
Abbas and Christensen 2007) and provides a basis for the
development of other capital markets (Chami et al. 2009).

While the link between financial development and
economic growth is generally taken for granted, it is
important to remember that much of the relevant
international evidence is severely dated. Rousseau and
Wachtel (2011) find that this relationship weakened
significantly in the first decade of the 21st century, even
before the financial crisis of 2008–09, as rapid financial
development without corresponding strengthening of
institutions caused markets in many parts of the world to
become increasingly fragile. The need to ensure that
capital markets do not outgrow the institutions on which
they rely had in fact been stressed well before 2007, for
instance by Stiglitz (2000). Increasing market liquidity, as
important as it is, must not be seen as an end in itself.

While the assumption is often made that developing
countries have the most to gain from such reforms, their
effect depends on how much additional investment
markets can unlock and how productive this investment
can be. Therefore, in practice, it is those countries with
the highest-quality institutions that benefit the most in
terms of growth. In emerging markets, this means that
the benefits accruing to national economies as capital
markets grow depend on a host of other institutional
reforms in order to deliver benefits.

Regardless of their actual link to economic growth, strong
capital markets have been shown to drive trade and
economic ties between emerging economies. Increasing
financial development has not only served to increase
trade by and with emerging markets, but has also
contributed more to growth in trade and economic
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interdependence between these than between emerging
and developed markets. This is documented by Demir
and Dahi (2011) for the banking sector but also by Beine
and Candelon (2011) for stock markets. In one sense,
deepening capital markets are contributing significantly
to the emergence of influential regional economic blocs in
the developing world.
THE STATE OF PLAY
In their definitive review of the evidence from 1960 to
2007, Beck and Demirguc-Kunt (2009) document a strong
trend for deepening capital markets around the world, but
note that this has been more evident in developed than in
developing countries.
In the latter, market capitalisation has largely grown as
fast as in the developed world, but trading volumes and
liquidity have not. Moreover, in the period leading up to
the financial crisis of 2008–9, the general trend was for
stock markets to grow faster in terms of capitalisation
than the banking sector, especially in Eastern Europe,
Central Asia, the Middle East and Africa. This trend has,
however, been absent in South Asia and has even been
reversed in Latin America.

While public bond markets are more or less as large, in
terms of the ratio of market capitalisation to GDP, in both
developed and developing markets, stock market
capitalisation is much lower in less developed countries
and so is capitalisation of private (corporate) bond
markets. In fact, the latter are so sensitive to economic
development that data are scarcely available for the least
developed markets – many of which have only very limited
institutions in place for the trading of corporate debt.
What is very striking, however, is the substantial
difference in market liquidity that distinguishes developed
markets from emerging as well as frontier capital
markets. As Table 2 shows, trading volumes in developed
markets in which ACCA has a particular interest (see
Appendix) are typically ten times larger than those in
emerging markets. And while excess liquidity has
potentially negative side effects, liquidity in general is
also instrumental in explaining the superior ability of
developed capital markets to allocate capital efficiently to
productive business activity.

Table 2: Median financial indicators for selected groups and outlier countries among major ACCA markets
Groupings
(see Appendix)

Public bond
market Cap to
GDP

Stock market
value traded to
GDP

26%

34%

304%

2.8%

18%

36%

31%

24%

1.4%

N/A

27%

17%

N/A

17%

1.0%

28%

17%

129%

5%

48%

0.2%

N/A

3%

39%

11%

48%

1.0%

20%

34%

75%

SME loans as
% of GDP

Stock market cap
to GDP

Informal equity
Private bond
to GDP market cap to GDP

Developed

13%

152%

0.9%

Emerging

28%

44%

Frontier

10%

Ireland
Russia and the Ukraine

Main Groups

Outliers

Total sample
Sources: See Appendix
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Derivative markets are still relatively small in emerging
markets (Mihaljek and Packer 2010). At a turnover of
around 6% of GDP, they are about a sixth of the size of
their equivalents in developed markets, and instruments
are mostly traded over-the-counter (OTC) as opposed to
through exchanges. Emerging derivatives markets are,
however, growing faster than their equivalents in developed
markets. Driven by increasing finance openness, the rise
in international trade and rising per capita incomes, they
have grown four-fold in the last decade (2000–10) alone.
As a consequence, export-driven economies have seen
their domestic markets grow the most: Korea, Brazil,
Singapore and Hong Kong SAR have experienced the most
significant growth. In keeping with the significant foreign
exchange (FX) risks to which these economies are exposed,
the fastest-growing markets are in FX derivatives, with
markets in interest-rate derivatives lagging behind.

BENCHMARKING CAPITAL MARKETS

Figure 2: Market characteristics and performance at
different stages of development (1)

Figure 3: Market characteristics and performance at
different stages of development (2)

Using data from the World Economic Forum (WEF) World
Competitiveness and Financial Development Reports
(Bilodeau 2010; Sala-i-Martin et al. 2011) and the
classification of ACCA’s major markets shown in the
Appendix), it is possible to illustrate how markets
classified as ‘frontier’, ‘emerging’ or ‘developed’ differ in
general terms. It is important to remember that there is
no simple linear progression from less to more developed
markets; some types of market infrastructure and
institutions represent necessary conditions for
development while others are simply ‘nice-to-have’. In
addition, what may appear as evidence of development
could simply turn out to be fleeting exuberance.
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Sources: Sala-i-Martin et al. (2011) and Bilodeau (2010).

THE RISE OF CAPITAL MARKETS IN EMERGING AND FRONTIER ECONOMIES

7

As a rule, frontier markets lag behind emerging markets
on many dimensions much more than the latter lag
behind developed markets. Compared with frontier
capital markets, emerging ones perform substantially
better in almost all respects. The biggest difference by far
appears to be in the development of non-banking financial
services, followed at a distance by improvements in the
overall business environment and the development of the
banking sector. Financial stability is also a big difference
between frontier and developing markets – a hygiene
factor in the development of fledgling capital markets, but
one that in turn depends on a complex set of macroeconomic conditions.

Compared with countries that host emerging capital
markets, countries with developed markets still perform
better on almost all measures. Particularly notable are
the increased use of professional management and
protection of minority shareholders as large family-owned
firms adjust to public ownership and scrutiny.
Additionally, extending financial access to a wider
segment of the population allows large amounts of retail
savings to be invested in the capital markets, adding to
their depth and liquidity. The exception to the general
outperformance of developed markets is financial
stability: in the aftermath of the crisis in 2008–9,
developed capital markets are no longer seen as any
more stable than emerging ones.

Figure 4: Relative difference in WEF competitiveness and financial development scores between frontier, emerging and
developed markets
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Sources: Sala-i-Martin et al. (2011) and Bilodeau (2010).
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Emerging to developed

3. Accounting as a catalyst of financial development

While Bekaert et al. (2005) document a number of
interesting relationships between market institutions and
the effect of capital market development on growth, they
single one out for its magnitude and relevance. This is the
link between the strength and quality of accounting
standards and the incremental growth brought about by
capital market liberalisation. Countries with below
average quality of disclosures saw almost no gains in
economic growth at all in the late 20 th century (0.04%)
compared to those with above average standards (1.1%).
This finding is not altogether surprising. As Figures 5 and
6 show, in ACCA’s major markets the perceived quality of
accounting standards i s positively related to equity
market capitalisation and ease of access to the domestic
equity market. In the case of access to equity markets,
the perceived strength of accounting standards functions

In order to understand the catalytic role played by the
quality of accounting and auditing standards in the
growth of capital markets, it is important to understand
the effect of disclosures on two key aspects of market
function: market liquidity and the cost of capital.

Figure 6: Assessed strength of accounting and auditing
standards and ease of access to domestic equity markets
in major ACCA markets
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Figure 5: Assessed strength of accounting and auditing
standards and market capitalisation in major ACCA
markets

as a ‘hygiene’ factor, in that it appears to dictate
minimum, as opposed to actual, levels of access. Yet
despite its importance, as Figure 6 shows, gains in the
quality of disclosures are only moderate as markets
mature. In some cases this can set the stage for reduced
stability in the future.
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MARKET LIQUIDITY
Investors in capital markets need exit opportunities,
usually through secondary markets, in order to match the
maturity of available securities to their own preferred
portolios. This requires the function of brokers and
dealers willing to build inventories of financial instruments
and, while these are frequently denounced as mere
speculators, their function is essential (Chami et al.
2009). In fact, insufficient liquidity is very often cited as
the primary barrier to capital market development (eg
Hearn and Piesse 2009).
Chami et al. (2009) demonstrate that liquidity providers
are generally attracted to a critical mass of borrowers and
lenders but equally they need a set of rules governing
trading that are not unduly restrictive. They also benefit
from trading mechanisms, including supporting clearing
and settlement systems, which do not impose prohibitive
transaction costs. To minimise learning costs, liquidity
providers tend to require relatively large issue sizes and
frequent and/or regular issuance or, alternatively, long
maturities. Finally, liquidity providers rely on the
existence of financial instruments whose risk profiles
incorporate mostly or exclusively market risk as opposed
to a plethora of different risks; alternatively, other
instruments through which market risk can, at least in
theory, be isolated (eg by hedging all other sources of risk).
When market rules and trading conditions are much more
benign for liquidity providers than for other investors, a
market can accumulate liquidity in good times, often from
overseas, whose presence in the market is extremely
volatile. Such excess liquidity during booms may be
associated with the rapid loss of market liquidity that
several developed markets saw during the financial crisis
of 2008–9 and the sovereign debt crisis of 2010–11. In
fact, such phenomena could prove to be self-reinforcing
as fear that liquidity may drain from the market at short
notice is likely to drive investors away.

10

In their review of 50 stock markets around the world,
Frost et al. (2006) find that the strength of the disclosure
system (disclosure rules, monitoring and enforcement,
and information dissemination) is positively correlated
with stock market liquidity. The timely and credible
disclosure of company information tends not only to
promote investor confidence and encourage more active
participation in the market, but also to attract additional
listings, thus broadening the benefits to the domestic
economy. On top of mandatory disclosures, voluntary
disclosures have also been shown to increase stock
market liquidity by reducing bid-ask spreads (Haddad et
al. 2009). Disclosures also have an indirect effect on
emerging bond market liquidity. In their study of the
development of Malaysia’s substantial bond market, Chan
et al. (2007) find that strong credit ratings have a
significantly positive effect on liquidity.
It is, however, important to note that overall market
liquidity is not an end in itself. Hearn et al. (2007) find,
for instance, that investors demand a premium from
smaller firms listed in key emerging markets above and
beyond what would be justified by market liquidity. This
finding echoes the findings of Demarigny (2010) in
Europe, where a small number of firms with the largest
capitalisation were shown to benefit from almost all
equity market liquidity. Thus there is a case for policies
that ensure that capital markets not only attract liquidity,
but also direct it towards the most productive firms,
regardless of size.

COST OF CAPITAL
The accounting profession would like nothing more than
to argue that enhanced disclosure always reduces the cost
of capital for businesses. In fact, the actual effect of
disclosure on individual firms is very complex and
empirical findings tend to reflect this. As Lambert et al.
(2007) and Gao (2010) demonstrate, disclosures may
reduce the information asymmetries involved in investing
in businesses, thus lowering the cost of capital. Yet
disclosures also indirectly affect a firm’s investment
decisions by allowing the market to provide feedback on
the announced investment plans, and this complicates
the matter of precisely who wins and who loses from
added disclosure. In emerging and frontier markets
hoping to attract new investors to capital markets, the
welfare of these new investors is likely to be a priority.
In particular, Gao (2010) deduces that a firm’s cost of
capital is only reduced by superior disclosures if the
adjustment cost of new investment is relatively high, or if
a firm’s current investments are expected to be relatively
unprofitable compared with new prospects. Current
investors are only better off with superior disclosure if
they are not much more risk-averse than new investors or
if the adjustment cost of new investment is relatively low.
On the other hand, new investors are only better off with
superior disclosure if one of the following two conditions
is met:
•

assuming initial disclosure quality is low, if the
adjustment cost of new investment is relatively low or
the level of existing investment is relatively low

•

assuming initial disclosure quality is high, if the
adjustment cost of new investment is relatively low, or
if it is modest but existing investment is relatively low.

In emerging and especially in frontier markets, disclosure
quality is usually seen as average to low; existing
investors are likely to be more comfortable with risk than
new ones; existing levels of investment for the typical firm
will be low; and the cost of adjusting to new investments
will be high, meaning that businesses are path-dependent
and cannot quickly rearrange their business models or
their resources in order to make the most of new capital.
This should mean that, generally speaking, superior
disclosures in emerging markets will generally tend to
reduce the cost of capital and increase the welfare of both
existing and new investors. It is also worth noting,
however, that Gao’s analysis (2010) suggests that as
accounting disclosures become better, a wider range of
firms should benefit from the effect of disclosures on the
cost of capital – meaning that as market institutions
improve the beneficial effects of disclosure should
increase.
Nonetheless, a further complication arises from the fact
that disclosure related to earnings is a complement to,
not a substitute for, privately held information. Gow et al.
(unpublished) argue on this basis that in highly imperfect
and less competitive markets (which are by no means
confined to the emerging or frontier markets) increased
disclosure can increase the cost of capital. Overall, the
evidence leads to the conclusion that countries that
maintain a high standard of market conduct are more
likely to reap the full benefits of enhanced financial
disclosure. Because of this, even within the emerging and
frontier market, the cost of raising capital can vary
dramatically (Hearn et al. 2007).
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4. Two traditions in market-building

The previous section discussed the significant benefits
from enhanced disclosure. Policymakers need, however,
to balance these against the costs that disclosure
imposes on issuers. This trade-off has given rise to two
different schools of thought and practice.
‘IF YOU BUILD IT, THEY WILL COME’
The first tradition holds that, because of the information
asymmetries involved in most financial transactions, and
the learning costs borne by liquidity providers, only
significant disclosure and strong trading rules are likely to
create sufficient levels of confidence to attract enough
investors and liquidity providers.
In a study of 42 stock exchanges around the world,
Cumming et al. (2011) demonstrate that some types of
exchange rules do indeed enhance liquidity. This is
particularly the case with rules defining and discouraging
insider trading and market manipulation, or enhancing
transparency. Moreover, stricter enforcement of such
rules also serves to enhance liquidity (Christensen et al.
2011). Others, such as broker-agency conflict rules, have
no discernible effect.
Some proponents of this view argue that firms actively
seek out better disclosure and trading regimes in order to
signal the quality of their earnings (Stulz 2009); thus the
measure of success for a regulatory regime would be the
willingness of companies to choose it over others. Frost et
al. (2010) find that businesses from emerging markets
benefit from a reduction in their cost of capital when
listing abroad in markets with a reputation for sound
regulation, above and beyond that gained from the quality
of their individual disclosures. Perhaps most tellingly,
Christensen et al. (2011) find that market abuse and
transparency regulations help enhance liquidity the most
in countries with a previous track record of stricter
regulations and enforcement – meaning that different
domestic capital markets essentially brand themselves
through their choices on regulation and enforcement.
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‘SUFFER THE CHILDREN’
The second tradition suggests that, while disclosure is
important for the functioning of markets, excessive
requirements can impose costs that are prohibitive for
businesses seeking finance and thus keep markets from
achieving critical mass and becoming self-sustaining.
Regulatory reform can thus strengthen capital markets by
making sure disclosures are as efficient as possible.
Dermarigny (2010) demonstrates this in the case of
European equity markets, but as these are already fairly
developed it is unclear whether the principle applies
equally well in emerging markets.
This view, however, is reinforced by several facts. First, a
certain amount of the cost involved in listing and
maintaining a listing are fixed regardless of the issue size.
This means that smaller businesses face prohibitive costs
of capital regardless of the actual economic value of their
securities. Moreover, because smaller issue sizes tend to
make securities less liquid, investors will tend to demand
a premium for taking this additional liquidity risk and
entrepreneurs (or management) will be sceptical of the
market’s ability to provide a fair valuation. For instance,
Hearn et al. (2007) find that the cost of capital in Kenya’s
relatively illiquid Alternative Investment Market, targeted
at smaller issuers, is three times as high as that for its
more liquid main market. Goswani and Sharma (2011)
offer more direct evidence in favour of this narrative in
Asian bond markets, with several companies preferring
private offerings to public listings in order to avoid
incurring the associated compliance and disclosure costs.

5. A crisis of confidence

The Credit Crunch and the financial crisis of 2008–9
severely dented confidence in accounting disclosures in
developed capital markets. Of the group of developed
markets considered in this exercise (see Appendix), only
Canada, Singapore and South Africa enjoyed more
confidence in 2011 than they had in 2005 (Figure 7); on
the other hand, all the ‘emerging’ markets identified in
this paper (China, Poland, the UAE and the Czech
Republic) saw a significant improvement in perceptions
over this period; moreover, their scores appear to have
converged during this time (Figure 8).

It is worth noting that the Western developed markets in
the sample, namely the US, UK, Ireland and Canada, were
already registering losses in 2006, when the extent of the
coming global financial crisis was still inconceivable.
While this is hard to prove conclusively, it appears that
the loss of confidence in accounting disclosures has been
a leading indicator of falling liquidity and consequently of
weakening markets.

Figure 7: Strength of accounting and auditing standards
over time (developed markets plus Ireland)

Figure 8: Strength of accounting and auditing standards
over time (emerging markets plus Russia and the Ukraine)
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Figure 9: Strength of accounting and auditing standards
over time (frontier markets)
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Frontier markets are a more fragmented group (Figure 9).
The East African nations in the sample, Kenya and
Uganda, were relative winners in the sense that in both
countries faith in financial disclosures was higher in 2011
than in 2005, although it took a hit in 2008. Bangladesh
followed a similar trajectory. In other frontier markets
such as Pakistan and Nigeria, the damage done by the
financial crisis as well as by adverse developments at the
domestic level has yet to be repaired.

have real-world effects in the allocation of investors’
money. That said, as the group of ‘developed’ markets
includes many of the financial centres perceived as
relative ‘winners’ of the financial crisis (see also
Figure 11), the present findings cannot be dismissed as
simply a reaction to failures in Western markets.

On the whole, the emerging markets in the sample have
been catching up with developed ones since 2007, while
frontier markets have not. While this shift in perceptions
may well reflect outcomes in the function of capital
markets more than it does the actual quality of
disclosures, it remains the case that such perceptions
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ACCA’s members’ views on the changing fortunes of
financial centres confirm these findings. Overall, the
financial centres in which ACCA members work gained in
importance between 2008 and 2011, but not all have
benefited equally. Africa and the Asia-Pacific region saw
the greatest rise in importance (Figure 11) but after
accounting for geography and the state of their domestic
economies the most important, most global centres still
benefited from an advantage, in the view of respondents.

Figure 11: ACCA regions and selected markets by % of members reporting corresponding levels of change in
importance as a financial centre between 2008 and 2011
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6. Special issues in the development of capital markets

In many ways, the issues discussed so far are not unique
to emerging or frontier capital markets, but are, rather,
general ‘rules of the game’ interpreted from the point of
view of such markets. Nonetheless, there are also specific
issues that are much more significant in emerging
markets and merit some discussion in brief – all of them
related to how policymakers can jump-start a virtuous
cycle of market liquidity, confidence and contribution to
economic growth. This discussion paper focuses on three
of these: the role of foreign investment, privatisation of
state enterprises as a tool for market growth, and the
potential for tapping into the growing pool of pension fund
assets in emerging economies.
HANDLING HOT MONEY WITHOUT GETTING BURNED
Owing to the crucial role of liquidity in the development of
fledgling capital markets, foreign investment into
domestic markets seems at first to be a development to
be welcomed. Encouraged by the strong growth prospects
of emerging economies, foreign investors tend to seek out
both short- and long-term opportunities in their capital
markets, often making investments that are very
substantial compared with the market capitalisation of
individual firms and indeed the market as a whole. For
instance, Rhee and Wang (2009) show that between 2002
and 2007 foreign institutional investors held almost 70% of
the total free flotation value of Indonesia’s equity market.
In practice, the effects of such investment are not always
benign. Sarno and Taylor (1999) demonstrate that a great
deal of the flows into developing countries’ equity and
bond markets contain very substantial temporary
elements – what is commonly known as ‘hot money’. And
although the beneficiaries of such boom-time flows tend
to be the larger and most liquid listings (Ferreira and
Matos 2008), the fallout when funds are subsequently
withdrawn tends to be felt across the board, with
detrimental effects not only on individual firms but also
on the wider economy (McCauley 2008).
Moreover, not all foreign investment is the same. In a
study of 39 countries worldwide, Ng et al. (2011) find that
foreign direct ownership tends to decrease stock liquidity
while foreign portfolio ownership (where foreign owners
do not exercise any control on the target firms) tends to
increase it, and that in both cases asymmetries of
information have a role in explaining the effect on liquidity.
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All this evidence begs the question of whether and how
emerging capital markets can attract much-needed
liquidity from abroad without jeopardising long-term market
health and economic growth. Indeed it is not clear that
attracting foreign investors should be a policy goal at all.
FROM PUBLIC OWNERSHIP TO PUBLIC LISTINGS
In many emerging economies, the creation or
deregulation of emerging capital markets, especially
stock exchanges, has gone hand-in-hand with
programmes for the privatisation of state-owned
enterprises (SOEs) (Hearne and Piesse 2010). Historically,
the development of capital markets in developing
countries has been driven to a great extent by such
offerings, with large-scale privatisation programmes
typically being followed by substantial increases in
market capitalisation and trading volumes as well as the
strengthening of regulatory and corporate governance
frameworks. At the end of the 20th century, 30 of the 35
largest share offerings in history had been privatisations
(Megginson and Netter 2001).
Between 2000 and 2008, developing countries used
equity markets to raise about $193 billion by selling
stakes in state-owned corporations (World Bank 2009).
The largest such deals were China’s sale of shares in the
Industrial and Commercial Bank of China (ICBC) and the
Bank of China, as well as the floating of Russia’s Rosneft,
all carried out at the height of the equity market boom in
2006. In fact, between them China and Russia accounted
for 82.5% of the total value of equity-market-led
privatisations over the 2000–8 period.
Not all privatisation, however, is a boon to the capital
markets. Voucher or mass privatisation has generally
hindered the development of secondary markets that are
crucial to financial sector deepening and has led to
increased ownership by insiders (Estrin et al. 2009).
Moreover, the patterns of wide share ownership created
by such schemes have been shown to be unstable
(Megginson and Netter 2001). This legacy partly explains
why some countries in which the practice was adopted,
including Russia and the Ukraine, emerge even today as
outliers to the classification of capital markets shown in
the Appendix. As Kogut and Spicer (2002) put it, ‘in the
absence of institutional mechanisms of state regulation
and trust, markets become arenas for political contests
and economic manipulation’.

From an accounting perspective, privatisation of SOEs
entails some unique challenges as investors are
concerned about the prospects for companies’ survival as
going concerns in private-sector terms. To reassure them,
companies need to reconcile the reporting and control
conventions of the state with international good practice
in the private sector. Accountants, in particular, need to
be able to analyse organisational structures, the flow of
information through the various organisational units, and
the implications for internal control (Selvi and Yilmaz
2010). In fact, the benefits of privatisation for capital
markets have often been contingent on accounting
regulation reforms (Al-Akra et al. 2010).
While it is very easy to treat privatised SOEs as a special
case, the evidence shows that they are at the core of the
development of capital markets and even more so during
times of excess liquidity. This means that work on
improving financial disclosure needs to consider the
implications of SOE privatisation and that reporting and
management practices in parts of the public sectors of
emerging economies need to be gradually aligned with
the needs of potential investors.
PENSION FUNDS AS INVESTORS
One final means of injecting liquidity into capital markets,
which avoids the ‘hot money’ problem and is consistent
with other policy objectives in developing countries, is to
encourage or at least allow retail investors to invest in
securities through pension funds. Roldos (2004) finds
that pension reform, in particular, has been positively
associated with the development of capital markets in
emerging economies, although regulatory restrictions
have meant that bond, as opposed to equity, markets
have benefited the most. These findings are reinforced by
Niggerman and Rocholl (2010) who, in reviewing the
evidence from 57 countries over 30 years to 2007, find
that pension reforms have contributed to the building of
larger, though not necessarily deeper, capital markets
(since benefits were largely confined to the primary
markets). Still the effect is significant and incremental to
the benefits from other pro-market reforms. Markets in
less financially developed countries have benefited the
most, as have less developed markets at the country
level: for instance, in OECD countries, corporate bond
markets have benefited more than stock markets.

It is important to stress that it is the quality, not the
relative size, of pension funds’ activities that is associated
with capital market growth. Meng and Pfau (2010) find
that the growth of pension funds’ assets tends to promote
capital market development only in countries with an
otherwise high level of financial development. Elsewhere,
restrictions on the types of assets fund are allowed to
invest in, small pension fund sizes, political interference
and efforts to enlist funds in financing government
deficits make it very difficult for markets to build on
pension fund activity. Other studies, such as Raddatz and
Schmukler (2008), find that even in developing countries
such as Chile, which boasts a pension-fund-assets-to-GDP
ratio rivalling those of developed countries, there has
been little benefit to capital markets from pension fund
activity, with the exception of some primary markets. In
fact, the two authors point to a substantial literature that
essentially sees pension funds as ‘dumb money’ whose
largely sub-optimal investments are prone to herd
behaviour. Reform can help address some of the
shortcomings identified by Raddatz and Schmuckler
(2008), although Roldos (2004) suggests that a gradual
approach to pension reform might yield better outcomes
than wholesale reforms, owing to the advantage of
learning periods.
The problem of investment restrictions is ubiquitous
because pension funds are often either state-owned or at
least strongly regulated and are investing money that, as
a rule, beneficiaries cannot afford to lose. Hence the
funds’ soundness and performance are highly political
and rapid liberalisation may be undesirable.
FAMILY FIRMS – BUILDING BLOCKS OR STUMBLING
BLOCKS FOR CAPITAL MARKET GROWTH?
It is a established fact that family firms become less
important to their domestic economies as capital markets
develop (Bhattacharia and Ravikumar 2001). This also
means, however, that in emerging and frontier capital
markets some of the most important issuers of securities
are likely to be, and to remain, family firms. As Fan et al.
(2011) explain, ‘the ownership of a typical emerging
market firm is concentrated in a family or a government
agency. The firm is affiliated with a business group,
controlled by the owner through a complex web of
ownership formed by stock pyramids, crossshareholdings, and/or dual class shares. These ownership
structures…enhance the owner’s control of the firm and
the overall business group beyond the owner’s ownership
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level....family ownership in emerging markets is typically
highly concentrated and remains so even long after going
public.’
Indeed, as the analysis of the WEF data in Chapter 5,
above, suggests, reliance on professional management is
only very widespread in the most developed markets, and
thus the engagement of major family firms is likely to be a
running theme for much of the lifecycles of markets
around the world. Governments have an incentive to
nudge such firms into going public, not only in the
interests of transparency and accountability but also in
order to provide critical mass for domestic bond and
equity markets (Al Masah Capital Management 2011). As
Table 6.1 shows, however, the decision on whether or not
to go public is not straightforward, nor is an IPO the
inevitable outcome of a family firm’s growth.
The listing of family firms is not always welcome news for
policymakers and regulators. Family firms are relatively
prone to private information abuse (Filatotchev et al.
2010) and are often believed to be structured in ways that
favour expropriation of minority shareholders (Fan et al.
2011). During the financial crisis of 2008–9, valuations of
Figure 6.1: WEF indicators of the quality of family firm
engagement with capital markets
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As Figure 6.1 shows, countries such as Singapore, South
Africa or Malaysia are able to engage family firms in
capital markets in more constructive ways, while in Russia
and the Ukraine, or Bangladesh and Uganda, the
implications of family ownership on governance will tend
to be more problematic.
Finally, the intricacies of listed family firms also present a
challenge for the accounting profession. When control of
listed firms is concentrated among a few family members,
their reported earnings are generally seen as less
informative or credible (Fan and Wong 2001). The
principal–agent conflicts generally anticipated by
institutions in developed markets are secondary in
emerging economies, while principal–principal conflicts
are much more common, necessitating a different set of
safeguards (Young et al. 2008). Fan and Wong (2005), for
instance, demonstrate that, in east Asia’s capital markets,
auditors with the major audit firms play something akin to
a governance role in response to the dominant ownership
structure. More specifically, firms in which a few
shareholders exercise actual control that is
disproportionate to their share ownership are more likely
to engage Big Five auditors in order to reassure investors.
Table 6.1: Taking a family business public: Advantages and
disadvantages for shareholders
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Source: Sala-i-Martin et al. 2011
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family-controlled firms listed around the world fell
disproportionately, reflecting the market’s belief that
families would prioritise the diversion of funds to
themselves over the company’s health (Lins et al. 2011).
Overall, different markets may be better or worse
equipped to deal with large listed family firms; in a large
international study, Peng and Jiang (2010) demonstrate
that the overall effect of family ownership depends
strongly on institutional factors, especially the protection
of minority shareholders’ rights.

Improvement of the firm’s
financial position and increased
ability to borrow

Loss of autonomy as the firm is now
also accountable to the new
shareholders

Potential increase in share value

Increased liability

Increased visibility

Possibility of takeovers

7

Costs associated with listing and
disclosure
Source: Abouzaid 2008

7. Conclusions and themes for discussion

This discussion paper offers a substantial review of the
evidence regarding the development and prospects of
emerging and frontier capital markets. Nonetheless, the
diverse experiences of investors, business leaders and
regulators in these markets are impossible to capture
here, and in any case there are limits to what desk
research can reveal. Instead, the paper has identified a
small number of key themes to be explored by other
means and in greater detail. ACCA’s current research into
the rise of capital markets in emerging and frontier
markets will use these insights to engage policymakers,
regulators and market participants in a global dialogue on
the future of capital markets. The most important of
these themes are as follows.

markets are not sustainable in the long-term, it has been
noted that when the rules are more accommodating to
liquidity providers than to investors, the resulting volatility
can threaten the stability of markets and drive away both
businesses and investors. It is not just the headline
figures on liquidity that should be targeted; efficient
markets should ideally be able to allocate liquidity to all
traded securities with minimal biases based on, for
instance, business size. Bringing in liquidity by
introducing big players such as foreign investors or
pension funds can be challenging as the quality of their
participation may vary. As a rule, markets benefit little
from ‘dumb money’ and not at all from excessively smart
money exploiting inside information.

BUCKING THE TREND

Questions: Do regulators in emerging and frontier
markets have a working definition of ‘excess liquidity’, and
what early warning systems are or could be put in place?
What kind of information would help them assess such
risks and who has it? Are authorities in emerging and
frontier markets actively trying to attract foreign
institutional investors? If so, how do they deal with ‘hot
money’? What would be the best examples of good
practice in relatively small markets?

The analysis here confirms that many of the emerging
markets have resisted the loss of confidence in financial
disclosures that was evident in many of the developed
markets around the world. It is now clear that confidence
dwindled well before the magnitude of the coming crisis
was understood, and arguably this had much to do with
the resulting loss of liquidity and falling valuations.
Clearly, financial disclosures are valuable, although this is
not to say that all information creates value proportionate
to the costs imposed on business. What is not clear is
why, at that early stage, some emerging and frontier
markets were immune to this loss of confidence, or
indeed why some markets (namely South Africa, Poland,
China, Kenya and Uganda) retained much more
confidence than others and even made significant gains.
Questions: What, if any, new institutions, reforms or newly
introduced practices helped bolster confidence in the
quality of disclosures in South Africa, Poland, China,
Kenya and Uganda between 2007 and 2011? Is this
new-found confidence likely to be sustained in the
recovery? Which types of financial disclosure are seen as
adding the most value, and which are most commonly
dismissed as irrelevant or overly burdensome?
QUALITIES OF LIQUIDITY
This review has questioned the primacy of liquidity as a
measure of capital market success and suggested that
the emerging markets’ relative failure to keep up with
rising liquidity in developed markets may not have been
such a bad thing after all. While insisting that illiquid

REGULATORY CAPITAL AND THE BRANDING OF CAPITAL
MARKETS
This review has discussed at some length the branding of
domestic capital markets: the ways in which business,
government and the accounting profession can work
together to establish a reputation that attracts more
participants and liquidity to the market. One of the most
intriguing findings emerging from this review is that
confidence in accounting and auditing standards is a
leading indicator of market liquidity. As is shown,
businesses in emerging economies actively seek out the
kudos from listing in better-branded markets, and a
reputation for strict and consistent enforcement of the
rules is embedded into the regulatory capital of domestic
capital markets.
Questions: How strong are the brands of key emerging
markets and how do they measure up against each other?
Who do regulators look to for good practice in branding
markets and what are the rules, institutions, behaviours
and cultures that contribute to this? Who are the key
audiences and what is the best way to communicate with
them?
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GOVERNANCE AND MARKET CONDUCT

SOES: INTO THE MAINSTREAM

This review has considered the unique challenges arising
from the systems of control and governance as well as the
competitive conditions common to many emerging
markets. It shows that, while widening the use of
professional managers and the protection of minority
shareholders are crucial steps towards developed market
status, the principal–principal conflicts common to
emerging markets are unlikely to be addressed fully by
importing best practice from systems designed to deal
primarily with principal–agent problems. Instead, in many
cases the market has evolved parallel systems of controls
or even informal markets for governance services,
involving such agents as controlling blockholders,
auditors, and possibly other service providers. It is crucial
to explore further the options available to policymakers
and indeed shareholders in emerging markets, as the
presence of large family firms and other companies with
similar patterns of control and ownership is unlikely to
diminish in the near future.

The analysis shown in this paper reveals that, far from
being outliers or exceptions to the normal function of
capital markets, privatisations pursued through public
offerings account for a great deal of the activity observed
in emerging and frontier markets. It is important, in fact,
to treat them as the norm as long as their respective
governments continue to pursue their agendas of
privatisation. This investigation has revealed that SOEs
face unique challenges in conforming to the expectations
of investors and need to converge with international best
practice in order to convince investors of their viability as
going concerns in the private sector.

Questions: What is the state of the art on emerging
markets’ efforts to protect minority shareholders while
encouraging dominant business groups and family firms
to go public? Is this a priority in policy and if so, what are
the authorities’ primary incentives? Is it really the role of
auditors and other third parties to provide governance
services, even indirectly? Are they doing so consciously
and how well do they match the required skill set?
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Questions: How, if at all, have public offerings contributed
to the intended reforms of public sector entities? What
particular instances of privatisations do regulators and
governments regard as noteworthy success stories? Are
governments in emerging and frontier markets committed
to pursuing such policies in the recovery and what events
or conditions might cause them to reconsider?
In which ways, if at all, do accounting and governance
practices in SOEs intended for privatisation diverge from
international best practice? If such cases of divergence
exist, what types of divergence are most problematic from
investors’ point of view and what are their implications for
finance professionals in SOEs? What initiatives are in
place to address these challenges?
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Appendix: Classifying markets

To give a better understanding of the similarities and
differences between different countries, 21 key ACCA
markets are classified below according to various
indicators of financial development and depth. The major
groupings correspond roughly to the three-tier
classification employed by Standard & Poors. The
following variables were considered in grouping different
economies.

Moreover, the following variables were considered as key
context variables.

•

•

Loans to SMEs as % of GDP (Ardic et al. 2011)

•

Informal equity investment as % of GDP in 2006 or
latest (Bygrave and Hunt 2005; Bygrave and Quill
2007)

Availability of venture capital rankings and scores
(Sala-i-Martin et al. 2011)

•

Overall financial development scores and rankings for
2011 (Bilodeau 2010)

•

Regulation of securities exchanges rankings and
scores (Sala-i-Martin et al. 2011)

•

Financial institutions scores and rankings for 2011
(Bilodeau 2010)

•

Ease of access to local equity markets rankings and
scores (Sala-i-Martin et al. 2011)

•

Financial business environment scores and rankings
for 2011 (Bilodeau 2010)

•

Protection of minority shareholder rights rankings and
scores (Sala-i-Martin et al. 2011)

•

Financial stability scores and rankings for 2011
(Bilodeau 2010)

•

Strength of accounting and auditing standards
rankings and scores (Sala-i-Martin et al. 2011)

•

Banking financial services scores and rankings for
2011 (Bilodeau 2010)

•

Reliance on professional management 2011–12
rankings and scores (Sala-i-Martin et al. 2011)

•

Non-banking financial services scores and rankings for
2011 (Bilodeau 2010)

•

Getting Credit 2012 rankings (World Bank and IFC
2011)

•

Financial markets scores and rankings for 2011
(Bilodeau 2010)

•

Log [(Market Capitalisation) / GDP] in 2010 or latest
(World Bank 2011)

•

Financial access scores and rankings for 2011
(Bilodeau 2010)

•

Informal economy as % of GDP in 2007 or latest
(Schneider et al. 2010).

•

Financial openness scores for 2008 (Chinn and Ito
2008).
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The resulting classification is as follows.
Developed markets
In the sample, these include Australia, Canada, Hong
Kong, Malaysia, Singapore, the UK, South Africa, and the
US. One obvious common characteristic of these markets
is the English common law tradition, which is known to be
associated with highly liquid markets and stronger
benefits from equity market liberalisation (Bekaert et al.
2005; Cumming et al. 2011). The median country in this
group has an equity market capitalisation of about 150%
of GDP,1 and corporate bond market capitalisation of
26% as well as an informal equity market roughly equal to
0.9% of GDP per annum. Although the analysis in this
paper uses these as the reference point in most cases,
this is not to suggest that they are adopting best
practices in all ways.
Emerging markets
These include, in this sample, Poland and the Czech
Republic but also China and the UAE, all countries with a
legacy of central planning. In these countries, informal
investors and the banking system manage to pick up
some of the slack from under-developed capital markets:
the median ratios of SME loans and informal equity
investment to GDP are 28% and 2.8% respectively, more
than twice those of developed markets. The median
country in this group has an equity market capitalisation
of about 44% of GDP, and corporate bond market
capitalisation of 18% of GDP.

Outliers
Russia and the Ukraine are two particularly interesting
cases and are best grouped together. Stock market
capitalisation is higher, at a median of 48% of GDP, than
financial development alone would suggest, partly owing
to the legacy of mass privatisation of formerly public
industries. Lending to SMEs, however, is low and informal
equity markets are quite small: in Russia informal
investment is equal to only 0.2% of GDP, one-fifth of the
ratio for the median developed economy.
Ireland is another important outlier. In past years, Ireland
would have easily fitted into the developed capital
markets category and in many ways it still does.
Nonetheless, faith in the regulatory system and the
quality of disclosure was shaken in the aftermath of the
financial crisis, leading to a further loss of faith in the
country’s financial markets; moreover, Ireland’s financial
stability has come into question. Overall, indicators
derived from the World Economic Forum (WEF) tend to
reflect these realities, which leads us to classify Ireland in
a group of its own – nominally sharing many of the
institutional strengths of the more mature economies but
also suffering from a fundamental lack of faith in the
system.

Frontier markets
In the sample, these included Kenya, Uganda, Nigeria,
Pakistan, Bangladesh and Vietnam. These are developing
countries with young and relatively undeveloped financial
markets, although they are too diverse a group to allow
significant generalisations. Equity market capitalisation is
low, with the median around 24% of GDP, and corporate
bond markets are underdeveloped. Informal equity flows
tend to be larger relative to GDP (1.2%) than in developed
but not emerging markets. Finally, the banking system
does not compensate for the relative lack of investment,
with loans to SMEs typically reaching just 10% of GDP.

1. It is important to use a median in this case as Hong Kong is an
extreme outlier: market capitalisation is over 1,200% of GDP.
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Figure A1: Classification of capital markets – dendrogram using average linkage between groups
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