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Is Local Monetary Policy 
Less Effective When Firms 
Have Access to Foreign 
Capital? 

 

Central banks affect growth in part by raising or lowering the cost of 

investment through their influence over local interest rates. We examine 

whether the ability of local firms to raise money abroad reduces the influence 

of local monetary policy authorities. Surprisingly, it does not. In fact, we find 

that firms that are able to raise equity capital from foreign investors are more 

responsive, not less, to local monetary policy shocks than those that raise 

capital only in the domestic market. These findings suggest that foreign 

investors confer an efficiency effect, improving the sensitivity of stock prices 

to local monetary policy shocks. 

 
 
  
 
 
 
 
 
  



 

2 Title of the Policy Brief 

One means by which central banks affect 

economic growth is by influencing interest rates 

that impact the cost of financing for firms. For 

example, when a central bank lowers interest 

rates, those lower rates make new investment 

cheaper and more profitable. That encourages 

companies to invest more. Profits rise, firms hire 

more and we see growth in the economy as a 

whole. 

When firms are able to raise money abroad, they 

are no longer as dependent on the local economy 

for financing. This potentially causes problems for 

central banks and other local monetary policy 

authorities who wish to influence the local 

economy by controlling interest rates.  

This brief summarizes the results of Francis, 

Hunter and Kelly (2016), where we examine the 

extent to which monetary policy authorities’ 

influence differs across firms that are able to access 

foreign capital (also called “investable stocks”) 

and those that are largely dependent on the local 

market (also called “non-investable stocks”). 

Contrary to expectations, the evidence shows that 

firms that are able to raise foreign capital by being 

open to foreign equity investment are actually 

more sensitive to local monetary policy shocks 

than those that are not. 

The perks and perils of 

financial liberalization  

Over the last 30 years, the authorities in several 

less developed countries liberalized their domestic 

financial markets by allowing foreign ownership 

of local stocks. There are tremendous benefits for 

the local firms that became ‘investable’ as these 

countries liberalized, relative to firms that 

remained dependent solely on domestic stock 

markets. These include, inter alia, (1) being able to 

raise large tranches of foreign capital at lower rates 

than available in the domestic market, which 

reduces their financing constraints and increases 

their ability to invest, (2) substantial improvement 

in the liquidity of their stocks, (3) improvements in 

corporate governance and reporting (see Reese 

and Weisbach, 2002), and (4) greater efficiency 

with which their stocks incorporate value-relevant 

information.  

Despite these benefits, there is widespread 

concern that liberalization comes with several 

problems. First, foreign capital flow (“hot money”) 

can cause excess volatility in local stock markets 

and exchange rates when foreign investors rapidly 

repatriate their funds. Second, local firms may 

become sensitive to foreign monetary policy 

shocks, and those foreign monetary shocks may be 

contrary to what is needed in the local economy. 

Third, and perhaps chief among the problems, is 

that if a large segment of domestic firms is able to 

raise capital abroad, then local monetary 

authorities may lose their ability to influence the 

domestic economy through their control of local 

policy interest rates.  We examine this last concern 

in this policy brief below. 

What does the research tell 

us? 

One of the big challenges when measuring the 

impact of changes in monetary policy on an 

economy is the fact that the effects of investment 

started or stalled by changes in monetary policy 

may take months, or even years, to play out. The 

long time frame makes it very difficult to tell 

whether changes in monetary policy affect the 

macro economy. To solve this problem we follow 

in the footsteps of the former Chair of the U.S. 

Federal Reserve, Ben Bernanke (see Bernanke and 
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Blinder, 1992, and Bernanke and Kuttner, 2005) 

and examine the impact of monetary policy shocks 

on stock returns. We do this because stock prices 

reflect anticipated changes in the economy and 

they are one of several channels through which 

monetary policy actions are transmitted to the real 

economy. That is, if local stock prices respond to 

monetary policy changes, it is likely the local 

economy will respond as well. 

Because stock prices move in anticipation of future 

improvements in the economy, it is very important 

that we measure monetary policy surprises (also 

referred to as shocks) and not merely observed 

changes in monetary policy. To do this we model 

expectations about local monetary policy as a 

function of changes in oil price, changes in the U.S. 

Fed-funds rate (a proxy for changes in U.S. 

monetary policy), local industrial production 

growth, inflation rate and exchange rate changes. 

Details are described in the companion paper to 

this brief, Francis, Hunter and Kelly (2016). 

We examine the impact of local monetary policy 

shocks on local stock returns. We find that for 17 

of the 24 developing markets in our sample a one-

standard-deviation surprise increase in local 

monetary policy interest rates results in an 

immediate and statistically significant 1.06% 

decline in the country’s overall stock market 

index. Interestingly, the unresponsiveness of the 

remaining seven stock markets to local monetary 

policy is not entirely due to the dominance of 

foreign (U.S.) monetary policy. In only four of the 

seven markets is foreign monetary policy 

simultaneously significant.  

As noted above, one possible concern is that local 

monetary policy influences the investment and 

financing decisions of only non-investable firms. 

However, we find that firms that have access to 

foreign equity capital are at least as sensitive to 

local monetary policy shocks as are firms that are 

closed to foreign equity investment. In about 30 

percent of our sample, Chile, Mexico, Venezuela, 

Jordan and Russia, firms that are open to foreign 

investment are even more sensitive than the ones 

that are closed. This evidence is consistent with the 

hypothesis that foreign investor participation in 

investable stocks improves the informational 

efficiency of investable firms’ stock prices, making 

them more sensitive to local monetary policy 

shocks. We call this an “efficiency” effect. This is 

counter to the predictions of the “integration” 

effect, whereby local stocks that are accessible to 

foreign investors are more responsive to foreign, 

not local, monetary policy shocks. 

As an example, consider the impact of local 

monetary policy shocks on the returns of Brazilian 

stocks that are open and closed to foreigners, as 

depicted in Figure 1. In both panels the stock 

market is subjected to a one- standard-deviation 

surprise tightening of monetary policy, which is 

equivalent to 0.52% higher policy interest rates. In 

the top panel, the response is a statistically 

significant decline of 1.9% in the stock prices of 

firms that are open to foreign investment. In the 

bottom panel, the same monetary policy surprise 

translates into a statistically insignificant 0.9% 

lower prices for stocks that are closed to foreign 

investment. These findings are typical of the other 

countries in our companion study.  
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Figure 1. Impulse Responses of Brazilian 

Stock Returns to a One-Standard-Deviation 

Structural Shock in Local Monetary Policy  

Investable stocks – open to foreign investment 

 

Non-investable stocks – closed to foreign 

investment 

 

Source: This figure reports impulse responses (center line) of 

investable and non-investable stock returns over 24 months 

in response to a one-standard-deviation structural shock in 

local Brazilian monetary policy. The impulse responses are 

obtained from a structural VAR model with eight endogenous 

variables: oil prices, the U.S. Fed-Funds rate, local industrial 

production growth, inflation, exchange rates and investable 

and non-investable Brazilian stocks. The left axis is in percent 

and the horizontal axis is months after a policy shock. The 

outer bands are probability bands used to determine 

statistical significance. The impulse response in a given 

period is significant, if both outer bands are on the same 

(lower or upper) side of the horizontal line at zero. 

 

Ruling out alternate 

interpretations 

One concern with the above results is that they 

might be driven by the simultaneous response of 

stock prices and monetary policy to emerging 

market crises that occurred during our sample 

period. However, the results when controlling for 

the Mexican and Asian currency crises are 

materially the same. The Russian default in 1998 is 

prior to the start of our data for Russia. 

Additionally, one might be concerned that when 

we separate stocks into investable and non-

investable, what we are really doing is separating 

firms on the sensitivity of their product markets to 

changes in the local economy. To examine this, we 

determine whether our results hold for stocks that 

operate in traded-goods markets and for those that 

operate in non-traded goods markets. We 

continue to find that investable stocks are more 

sensitive than non-investable stocks to local 

monetary policy in both markets.  

Summary and policy 

implications 

Our research suggests that firms that are open to 

foreign investment are at least as sensitive to local 

monetary policy as are firms that remain closed to 

foreign investment. These findings assuage a non-

trivial concern among monetary policy authorities 

that while access to foreign capital has many 

benefits, it may come at the cost of a loss of ability 

to influence one’s own local economy. The 

primary policy implication of our work is that 

foreign investment in local stocks does not result 

in a loss of monetary policy control. In fact, our 

results suggest that foreign investment makes 

local firms more responsive to monetary policy 

shocks.  
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