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6. TIME-VARYING FINANCIAL INTEGRATION: CAPITAL CONTROLS 

The imposition of controls on cross-border capital movements increases transaction costs 
and tends to break down LOOP. For this reason, capital controls provide a natural test of the 
cross-market premium as a measure of the intensity of financial integration. This section 
centers on how the behavior of the cross-market premium differs when controls are 
introduced, and how this behavior depends on the nature of the control.31  

6.1. Capital Controls and the Cross-Market Premium  
In the presence of controls on capital outflows, an international investor seeking to buy the 
DR to sell the underlying stock would need to repatriate the proceeds from this sale and 
incur a cost κ . Conversely, when controls on inflows are in effect, purchasing the underlying 
stock to sell the DR would require paying an inflow cost λ .  

                                                 
31 We only look at controls that directly affect the possibility of arbitrage when they actually restrict the movement 

of capital across borders. It is difficult to control for the expectations of future capital controls, but given that 
arbitrage is very rapid, we believe this aspect should be negligible for our computations. For example, the 
cross-market premium in Argentina became positive only when the country restrictions on capital outflows 
were actually imposed, even though they were largely anticipated (Schmukler and Serven, 2002). 




