Research in International Business and Finance 21 (2007) 203–221

Intra- and inter-regional spillovers between
emerging capital markets around the world
Bartosz G˛ebka a,∗ , Dobromił Serwa b
b

a European University Viadrina Frankfurt (Oder), Germany
Warsaw School of Economics, National Bank of Poland, Poland

Received 13 June 2005; received in revised form 3 March 2006; accepted 12 March 2006
Available online 15 September 2006

Abstract
In this paper, returns and volatility spillovers between emerging capital markets of Central and Eastern
Europe, Latin America, and South-East Asia are investigated. We distinguish between spillovers from countries located in one region (intra-regional) and in different regions (inter-regional) after controlling for shocks
originating at home and on the global market. Both intra- and inter-regional spillovers are significant, with the
former being more pronounced than the latter. Our findings indicate that linkages between emerging markets
are not solely due to their common dependence on the global capital market and highlight the importance
of common factors in intra-regional interdependencies.
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1. Introduction
In this paper, we analyze the nature of return and volatility spillovers between emerging capital
markets from Central and Eastern Europe, Latin America, and South-East Asia. Specifically, we
are interested in the question of whether contemporaneous and lagged linkages in returns and
volatility between emerging markets are independent from the impact of the world market (i.e.
global linkages) and local (domestic) effects. Further, we investigate whether financial spillovers
are more pronounced between emerging markets in a given region than between countries located
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on different continents. On the one hand, we expect strong cultural links, common business
conditions, and trade relations within a given region to encourage intra-regional integration. On
the other hand, the global trend in technological progress and towards liberalization should give
rise to inter-regional spillovers (Kaminsky and Rainhart, 2000; Pritsker, 2001; Gelos and Sahay,
2001; Pericoli and Sbracia, 2003). In addition, we analyze how quickly foreign news is assimilated
by local markets.
The study of spillovers between emerging capital markets deserves special attention because
of several important effects resulting from international integration. The most striking phenomena
are decreasing, but still considerable, average returns, increasingly correlated international stock
price movements, and rising beta factors of the national markets with the world market. Although
these developments mirror the decreasing risk of investing on emerging markets, they also reduce
the scope of international portfolio diversification (Bekaert and Harvey, 2000, 2003).
The interest for return causality and, hence, predictability, is obviously motivated by profit considerations of market participants. However, return and volatility spillovers also allow insights
into the nature of cross-border flows of information (e.g. King and Wadhwani, 1990). From the
investors’ point of view, analyzing volatility sheds light onto asset risk (Merton, 1980), facilitates
the valuation of financial products and the development of hedging techniques (Ng, 2000), allows
for accurate modeling of the error variance, and improves the forecasts of time-varying confidence intervals and the efficiency of estimators (Poshakwale and Murinde, 2001). For academics,
changes in volatility reveal the arrival of information, its assessment and degree of disagreement
among traders concerning the news’ impact on asset prices, as well as the magnitude of the news’
assimilation by the market (Ross, 1989; Engle et al., 1990).
In this paper, we extend the existing empirical evidence in several respects. First, many previous
studies focused either only on the impact of mature markets on emerging ones (global spillovers)
or only on the inter- or intra-regional interdependencies between emerging markets, without
controlling for the impact of mature markets. In contrast, we take into account both phenomena
and control for the impact of global factors when analyzing linkages in returns and volatility
between emerging markets. Second, unlike most previous studies, we explicitly account for the
observed return spillovers in the volatility-spillover analysis, since omitting the spillover effects
in returns might cause biased inference in the volatility-spillover tests (Cheung and Ng, 1996).
Third, this study attempts to measure a delay with which news from abroad is absorbed by the
local markets due to the low availability or quality of information, presence of investors pursuing
feedback strategies, high transaction costs, and other factors. Fourth, in contrast to the previous
studies analyzing emerging markets from one or at best two regions, we focus on emerging
countries from three regions simultaneously. Hence, applying an uniform methodology makes it
possible for us to directly compare returns and volatility spillovers around the world.
In our study, the methodology developed by Cheung and Ng (1996) is applied to explore
causality effects between the investigated markets. Most importantly, it allows assessing the
speed of adjustment of markets to foreign news. The test of Cheung and Ng has also several
advantages over other methods, which are discussed in Section 3. Our main finding based on
this methodology is that co-movements between emerging markets are not due solely to these
countries’ similar reactions to global shocks, but that emerging markets are also directly related to
each other. Spillovers are more pronounced between markets located in one region (intra-regional)
than between markets from different regions (inter-regional).
The remainder of this paper is organized as follows. In Section 2, we present the relevant
literature on emerging market spillovers. Section 3 describes the methodology. Data and empirical
results are presented and discussed in Section 4. Section 5 summarizes.

