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Abstract
Regulatory changes that appear comprehensive will have little impact on the functioning of
a developing market if they fail to lead to foreign portfolio inﬂows. We specify a reduced-form
model for a number of ﬁnancial time series and search for a common, endogenous break in the
data generating process. We also estimate a conﬁdence interval for the break. Our endogenous
break dates are accurately estimated but do not always correspond closely to dates of ofﬁcial
capital market reforms. Indeed, the endogenous dates are usually later than ofﬁcial dates,
highlighting the important distinction between market liberalization and market integration.
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1. Introduction
In ﬁnancially integrated markets, domestic investors are able to invest in foreign
assets and foreign investors in domestic assets; hence, assets of identical risk
command the same expected return, regardless of trading location. Moving from a
segmented regime to an integrated regime affects expected returns, volatilities, and
correlations with world factors, all of which are important for both risk analysis and
portfolio construction. Consequently, the concept of market integration is central to
the international ﬁnance literature.
Market integration also plays a key role in international and development
economics. International economists, however, focus on the potential welfare gains
of market integration, in terms of risk sharing beneﬁts (see Cole and Obstfeld, 1992;
Lewis, 1996; van Wincoop, 1994). In the development economics literature, Obstfeld
(1994), Bekaert et al. (2001a,b), and Henry (2000a) have started to trace the
investment and growth beneﬁts of ﬁnancial market integration. The interplay
between the ﬁnancial sector and growth is examined in Devereux and Smith (1994)
and Levine and Zervos (1996), among many others.
With the opening of so many emerging markets in the last decade, history now
offers a unique experiment to explore the economic and ﬁnancial effects of market
integration. Not surprisingly, a literature has developed attempting to measure the
macroeconomic and ﬁnancial effects of market integration (see Bekaert and Harvey,
’
1995, 1997, 1998, 2000; Aggarwal et al. 1999; De Santis and Imrohoro&
glu, 1997;
Richards, 1996; Levine and Zervos, 1996; Kim and Singal, 2000; Henry, 2000a,b;
Domowitz et al. 1997).1
But how do we measure the process of market integration? Indeed, how do we test
the equilibrium models of risk sharing? How do we measure the growth effects of
market integration? A prerequisite to these questions is the date that a market
becomes integrated. The dating question is the subject of our research.
The dating of market integration is difﬁcult. The capital market liberalization
process is a complex process and it is unlikely that ‘‘dates’’ of capital market reforms
will correspond to the true date of market integration. For example, there are often
ways to circumvent capital controls. Investors can access markets indirectly through
American Depositary Receipts (ADRs) or country funds, even though the market is
technically closed to foreign investors. Liberalization may occur in stages and be a
gradual process. Finally, some policy changes may be anticipated well in advance
while others lack credibility.
There are potential solutions to these problems. One option is to specify a tightly
parameterized model of the process of dynamic integration. For example, Bekaert
and Harvey (1995) use a regime-switching framework to model gradual changes in
market integration. However, these models are difﬁcult to specify and are often
statistically rejected. In addition, international asset pricing models typically fail to
1
There is an older theoretical and empirical literature on market integration going back to Solnik
(1974), Stehle (1977), Stulz (1981), Errunza and Losq (1985), Eun and Janakiramanan (1986), Jorion and
Schwartz (1986), and Errunza et al. (1992).

