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Abstract

Market segmentation and exchange risk are two main factors that distinguish

international financing and investment decisions from domestic ones. Existing

studies of market segmentation have been conducted within a framework in which

exchange risk is not explicitly recognized. This paper performs a joint test of

market segmentation and exchange risk pricing based on individual stock data

from seven major countries, outside of the U.S., for the period January 1981 to

December 1989. The theoretical framework used is a multifactor model with

domestic and world market factors and an exchange risk factor. The maximum

likelihood method is used to estimate risk premia, and factor analysis is used to

provide additional evidence on the pricing of risk factors. The results indicate that
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(a) the factor structure of asset returns is internationally heterogeneous, (b) many

national capital markets can be described as partially segmented, rather than the

polar cases of complete segmentation or integration, and (c) exchange risk is a

significant factor affecting asset returns in addition to the domestic and world

market risk factors.
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