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Abstract
This paper provides an analysis of the long-run relationships and short-run dynamics between stock prices
and exchange rates as well as the channels through which exogenous shocks influence these markets. We
use monthly data for the period January 1980 to February 2009 for four Latin America, namely, Argentina,
Brazil, Chile and Mexico. We conduct our analysis by means of cointegration analysis and multivariate
Granger causality tests. The main finding of our analysis suggests that stock and foreign exchange markets
in these economies are positively related and that the U.S. stock market acts as a channel for these links.
Moreover, it is shown that these links are independent of foreign exchange restrictions. Finally, stability tests
proposed by Hansen and Johansen (1993) are applied and it is shown that the dimension of the cointegration
space is sample independent while the estimated coefficients exhibit instability in recursive estimations.
Instability in these long-run relationships is evident during the Mexican currency crisis of 1994–1995, the
Asian crisis of 1997 and the 2007–2009 credit and financial crisis.
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1. Introduction
During the last fifteen years we have witnessed a substantial development in the structure of
both mature and emerging financial markets. The emerging markets have been in the center of
interest of private and institutional investors as well as portfolio managers. More specifically
this growing interest has come from the recognition of the important positive link between
the process of financial liberalization in which these economies have undergone and economic
development. The flow of portfolio investments to emerging financial has increased from a mere
$6.2 billion in 1987 to $37.2 billion in 1992 to a total of $211.6 for the period 2000–2006 (Bank
of International Settlements, 2008). The flow of these funds has been mainly directed to bonds,
certificates of deposit and commercial papers although during the recent period there is a major
shift towards investing on stocks.
The four largest economies of Latin America namely, Argentina, Brazil, Chile and Mexico,
have been over this period main recipients of capital flows directed to portfolio investments
especially since the late 1980s and early 1990s when their economies became much more open.
This trend was further magnified by the capital liberalization and privatization process that was
initiated in the early 1990s and it was not interrupted even during the 1994–1995 currency
crisis of Mexico although it was put under doubt during the 1997–1998 Asian and Russian
financial crisis. The economic growth of the Latin America region as a result of the openness
and financial liberalization became obvious by the fact that several Latin American countries
exhibit substantial increase in their exports growth (Bekaert & Harvey, 2000; Bekaert, Harvey,
& Lumsdaine, 2006; Grilli, 2005; Salvatore, 2001). Another consequence of the openness of
these economies during this period was the efforts to implement a framework for economic and
monetary integration initially between Argentina and Brazil and later with the creation of the Mercosur between Argentina, Brazil, Paraguay and Uruguay. However, this integration process has
remained incomplete mainly due to the currency devaluation, sovereign debt default and a freeze
on bank accounts that Argentina faced in the late 1990s after a 10 year period of devaluation.
This process was further delayed during the Brazilian currency and the subsequent devaluation.
These exchange rate movements had also substantial negative impact on the respective stock
markets (Allegret & Sand-Zantman, 2009; Alvarez-Plata & Schrooten, 2004; Camarero, Flores,
& Tamarit, 2006).
The upward trend of capital flows to the emerging markets of Latin America and in the rest of
the world was interrupted as a result of the of the credit and financial crisis that began in September
2007 in the U.S. with the collapse of the subprime mortgage market. Since the summer of 2008
the spread of the credit and financial crisis from the U.S. to Latin America and the rest of the world
caused significant negative effects on the stock markets and the economies of these Latin American
countries (LACs). More specifically, the 2007–2009 financial crisis which reached its peak in
October 2008 led the over borrowed hedge funds, private equity and other institutional investors
to withdraw from the emerging markets of Argentina, Brazil, Chile and Mexico among others.
This liquidation of financial assets included heavy sales of stock, bonds as well as currencies in an
attempt to reduce the enormous realized losses that investors had already suffered. This dramatic
capital outflow from these LACs increased the risk of a significant currency devaluation which
could led in turn to enormous corporate losses and even bankruptcy reducing the value of stocks
traded in the respective markets and accrued to investors major capital losses. Furthermore, the
flight to quality by foreign investors had also led to a significant deterioration of the balance of
payments of the LACs. The economic and monetary integration of Southern Latin America has
suffered another setback during the current crisis as well.

