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ABSTRACT

This study intends to establish new evidence on the allegation that emerging
markets tend to be partially integrated at the regional level but remain segmented
from the world equity markets. This objective is achieved through investigating
the integration between Malaysia and most important players in world equity
markets, namely US, UK, Japan and Canada as well as Europe, emerging and
developed market on a more regional and global platforms. In this study, Asia
Pacific serves the role of Malaysian’s regional market. But more importantly,
this study could be the first of its kind to establish evidence on stock market
integration from the new but highly progressive Islamic stock markets (ISM).
This is done by utilizing the Dow Jones Islamic Market indices for the selected
markets, from the most recent period of 1999:06 to 2007:06. The analysis of
the structure of dynamic linkages among the selected Islamic stock markets
utilizes the vector-autoregressive analysis (VAR). The results from the analyses
lead to the following conclusions; (i) in general the dynamic interdependence
between Malaysian ISM and the other major markets are still weak, (ii) there
is a relatively stronger interdependence between ISM of Malaysia and the US
than those between Malaysia and other markets including Japan, and (iii) there
is some evidence suggesting stronger intra- than inter-regional integration
based on the interdependencies between Malaysia and Asia Pacific and World
Emerging markets. Overall, the findings imply a great prospect for Malaysian
Islamic equity markets to be promoted as a viable investment vehicle for the
advanced markets to improve their portfolio diversification.
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Introduction

There seems to be growing interest from academicians, policy makers and
investors alike on the integration between financial capital markets and those
in emerging markets. One particular explanation is the implication of equity
market integration on investment decision such as international diversification
and arbitrage opportunities as well as asset pricing. To this point, there are
two rather established conclusions regarding the international equity market
integration. First is that the close integration tends to be more of a phenomenon
for developed markets. Second, while the emerging equity markets seem to
remain segmented from the world markets, ample evidences exists suggesting
strong intra-regional stock market integrations. While the first conclusion has
long historical tracks, the second is only found recently. The fact that studies
which purely focus on linkages between emerging markets are still relatively
scant (Narayan et al. 2004) is a paradox given the well known facts that
these are the markets that have long been known as ones that are capable of
offering enormous potential and favorable payoff for various international fund
managements (Masih & Masih 1999).

In the mean time, the development of Islamic stock market (ISM) has become
an important segment of the broad equity market. The latest report published
by Dow Jones in July 2007 is clear evidence on the development in the Islamic
equity markets. The history of Islamic equity investment has dated back in
1986 in the US and has been growing ever since to amount to USD6 billion in
2003 (Hayat 2006). The largest equity markets in the Islamic world like Saudi
Arabia and the United Arab Emirates are quickly spreading their wings into this
segment (Wilson 2007). The same is true for other players of Islamic equity
markets in Asia. Specifically for Malaysia, it has been widely acknowledged
as one of the major player in Islamic capital markets (Naughton & Naughton
2000; Hayat 2006; Wilson 2007), even though it could be small in generic
equity market. In 2003, the market capitalization of Malaysian Islamic equity
is reported to reach USD103 billion, accounting for 58 percent of the national
equity market (OICU-IOSCO 2004). Despite the growing development of
Islamic securities investments, existing literature particularly on the Islamic
equity market, is virtually non-existent (Hakim & Rashidian 2004). As far as
this study is concerned, no works have been done to investigate specifically on
the Islamic segment of an equity market. development in the Islamic equity
markets. While most previous studies have focused on the Islamic debt capital,
the studies that we find so far on Islamic equity capital are either looking at
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the relationship between the Islamic equity market and its broad equity market
(Hakim & Rashidian 2004) or relationship among equity markets in Islamic
countries such as those markets in the Gulf Cooperation Council (eg. Assaf
2003) and Middle Eastern (Shachmurove 2001).

Examining the integration between emerging markets and the advanced
markets is motivated by existing evidence that associate the role of information
leadership with the more advanced markets, practically due to the sophistication
of information technology and economic influence on the other less developed
markets as evidenced by Liu, Pan and Shieh (1998) and Kim (2003). From
investment point of view, stock price transmission mechanism implies
information in leader market is a significant predictor of stock price movement
in the home market. In that regard, the market efficiency depends on its ability
to adjust to the leader market information, fully and quickly. On the other side
of the coin, inefficient market opens up opportunity for arbitrage while more
emphasis should be put on leader markets which may not necessarily be the
advanced markets

Specifically for the ISM, the motivation to examine the integration in this market
segment separately from the generic equity market integration relates well to the
basic requirements in Islamic investment. Investment vehicles that comply to
Shari’a forbid any element of (i) riba or interest, (ii) gharar or uncertainty, and
(iii) maisir or gambling. While debt instruments or sukuk have to be carefully
structured mainly to encounter its traditionally interest-bearing nature, equity
instruments have been approved by the Council of the Islamic Figh (CIFA)
in 1993 as permissible investment vehicles (Naughton & Naughton 2000)
provided that the respective companies pass two basic set of filters (eg., Hakim
& Rashidian 2004; El-Gamal 2000; Hayat 2006; OICU-IOSCO 2004):

1. The primary business activities of the company must be legitimate or halal.
Companies are considered illegitimate or haram if their primary business
activities involve;

e alcohol,

° tobacco,

e pork-related products,

° conventional financial services (banking, insurance, etc.)

e weapons and defense, and/or

e entertainment (hotels, casinos/gambling, cinema, pornography, music, etc)
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Finally, Figure 3 presents the responses of foreign ISM’s to shocks in Malaysian
ISM. Panel A shows that the responses of US is greater than that of Japan
to innovation in Malaysia. This finding, which suggests a closer integration
between Malaysia and the US than between Malaysia and Japan, is actually
consistent with that found from the broad markets. Despite the geographical
distance, the US is actually close to Malaysia (and most Asian countries) in
term of trading relationship to an extent that Malaysian currency is pegged to the
US dollar after the 1997 crisis. However, it is the integration between Canada
and Malaysia that is more interesting. The response of Canada to innovation
in Malaysia is surprisingly greater relative to the US and the other major stock
markets. This finding suggests that in contrast to the much emphasis put on the
integration between Malaysia and these world most advanced markets (i.e., the
US and Japan), at least an equal emphasis should also be placed on the role of
Canada on the future prospects of Malaysian ISM.

Panel A. Responses of the ith market to innovation in Malaysian Islamic market
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Panel B of Figure 3 shows that the Asia-Pacific and World Emerging Market have
responses that are of greater magnitude compared to those of World Developed
and Europe to innovations in Malaysia. This finding suggests that innovations
in Malaysian ISM amounts more to the regional and emerging markets than
to the developed markets. Coupled with the results in Panel C of Figure 2, it
suggests that Malaysian ISM is more integrated with the other markets in the
same region and other emerging markets in the world than with other developed
markets. Masih and Masih (1999) explain that perhaps the reason for the strong
intra-regional dependency is due to the greater share of intra-regional trade
and investment within the Asian belt and similarities in the monetary policies
adopted by these economies since the 1987 crash.

Conclusions and Implications

This study provides new evidence on significant interdependences between the
Islamic stock market in Malaysian and those in several world established equity
markets, both at the individual as well as collective levels. The results from the
vector auto-regression (VAR) analyses lead to the following conclusions. First
is that in general the dynamic interdependence between Malaysian ISM and
the other major markets are still weak. The relatively weak interdependencies
between the Islamic stock market in Malaysia and the established markets
suggests potential benefits to investors in the later to improve their portfolios.
Gain from international portfolio diversification is generally predicted in the
existence of low interdependence among the returns of different stock indexes
because of their tendencies to offset the specific risks.

Portfolio diversification can also be suggested in the case of incomplete market
efficiency. As the results in this study show, neither Malaysia nor foreign markets
are completely efficient in processing foreign news. The benefit to Malaysia is
even greater because for an emerging economy that wishes to attain high and
sustainable rates of economic growth, it needs an active stock market to help
fuel and finance this growth. The Islamic component of the stock market can
serve as a competitive advantage to Malaysia because it targets a segment of
the global markets that has not been penetrated by other rivals. In other words,
given that these world major markets are characterized as markets with excess
investable funds, the weak integration suggests that Malaysia stands a great
chance to be the hub of Islamic capital market if it can allure these funds to
flow in and invest in its Islamic equity market, either directly in the Shari’a-
compliant stocks or indirectly in the Islamic funds which invest in these Islamic
equities.

JMIFR J The Journal of Muamalat and Islamic Finance Research Vol 5 Na 1 2008 78



International LQUILY IMIArReT LLLEZrutivit . £t FItuLyais )
The Islamic Capital Markets

Second, there is a relatively stronger interdependence between ISM of Malaysia
and the US than those between Malaysia and other markets including Japan.
Notwithstanding the fact that both Japan and the US are critical trading partners
for Malaysia, this finding is somewhat consistent with the greater emphasis
placed by Malaysia on the US in explaining its business and economics
prospects. In the meantime, despite the weak integration between Malaysian
and Japan ISM’s, there is some evidence suggesting stronger intra- than inter-
regional integration based on the interdependencies between Malaysia and Asia
Pacific and World Emerging markets. To this end, the results suggest that while
Malaysian ISM is weakly integrated with Japan, it is more strongly integrated
with the other markets in the region.

Limitation of this study however should not be ignored. This includes the
absence of major players in Islamic equity markets particularly the United Arab
Emirates and Saudi Arabia in the analysis which has the tendency to change the
structure of dynamic interdependence among the equity markets. This is a major
setback of this study given the potentially huge investments that these giants
may bring into the Malaysian Islamic equity market. Similarly is the exclusion
of other Islamic equity markets in Asia such as Singapore which from broad
equity market has been shown to exhibit strong integration with Malaysia.

References

Assaf, A.2003. Transmission of stock price movements: the case of GCC stock
Markets. Review of Middle East Economies and Finance 1 (2): 171-
189.

Chancharoenchai, K. and Dibooglu, S. 2006. Volatility, spillovers and contagion
during the Asian crisis: evidence from six Southeast Asian stock
markets. Emerging markets Finance and Trade 42: 4-17.

El-Gamal, M.A. 2000. A Basic Guide to Contemporary Islamic Banking and
Finance. http://www.ya—hussain.com!int_col1/Islambnkg [18 July 2007].

Girard, E. and Hassan, M K. 2005. Faith-based ethical investing: the case of
Dow Jones Islamic indexes, (http://www.fma.org/SLC/Papers/Faith-
BasedEthicallnvesting.pdf [17 July 2007].

Hakim, S. and Rashidian, M. 2004. Risk and Return of Islamic Stock Market
Indexes. A working paper. http://www.mafhoum.com/press4/ 136E15.
pdf [16 July 2007].

Tl T monnimin Bnnammah VAl B Na 1 200K



LILEEE FLULEUTLLEL B ULy JVLWT RCE LILLEET WLLUIL o 2ATL ZALULYSLS WY

The Islamic Capital Markets

Hayat, R. 2006. An empirical assessment of Islamic equity fund returns.
Unpublished  Thesis (http://www failaka.com/Library/Articles/
RHayat_IEFReturns_Thesis.pdf [11 July 2007].

Ibrahim, M.H. 2006. Financial integration and international portfolio
diversification: US, Japan and ASEAN equity markets. Journal of Asia-
Pacific Business 7(1): 5-23.

Kim, S.J. 2005. Information leadership in the advanced Asia-Pacific stock
markets: Return, volatility, and volume information spillovers from the US
and Japan. Journal of the Japanese International Economies 19:.338-365.

Liu, Y.A.,Pan, M.S. and Shieh, J.C.P. 1998. International transmission of stock
price movement: evidence from the US and five Asian-Pacific markets.
Journal of Economics and Finance 22: 59-69.

Masih, M.M.A. and Masih, R. 1999. Are Asian stock market fluctuations due
mainly to intra-regional contagion effects? Evidence based on Asian
emerging stock markets’, Pacific Basin Finance Journal 7: 251-282.

Miyakoshi, T. 2001. Spillovers of Stock Return Volatility to Asian Equity
Markets from Japan and the US. Journal of International Financial
Markets, Institutions and Money 13: 383-399.

Narayan, P., Smyth, R., and Nandha, M. 2004. Interdependence and dynamic
linkages between the emerging stock markets of South Asia. Accounting
and Finance 44: 419-439.

OICU-IOSCO. 2004. Report of the Islamic Capital Market Task Force of the
International Organization of Securities Commission. http://www.
iosco.org/library/pubdocs/pdf [9 July 2007].

Pesaran, G.C. and Shin, Y. 1998. Generalized impulse response analysis in
linear multivariate models. Economic Letter 58: 17-29.

Scachmurove, Y. 2001. Dynamic co-movements of stock indices: the emerging
Middle Eastern and the United States Markets. A working paper. http:///
www.econ.upenn.edu/centers/CARESS .pdf [11 July 2007].

Sims, C.A. 1980. Microeconomics and reality. Econometrica 48: 1-48.

Wilson, R. 2007. Global Islamic capital markets: review of 2006 and Prospects
for 2007. SGIA Research Working Papers Series SGIARWP07-05
http://eprints.dur.ac.uk/archive/00000234/01/51831. pdf [9 July 2007].

JMIFR | The Journal of Muamalat and Islamic Finance Research Vol 5 No.T 2008 1T



