CHAPTER I :INTRODUCTION T

The purpose of this chapter is to give an introduction to %Crch topic and

1.1 Overview

key fundamental frameworks that lay the foundation of the Whis chapter also

covers the problem statement, research questions, rese J iv@pe of the

research as well as the structure of the thesis. g
Y

| S

1.2 Background of Study P 4 b &
NV

The concept of risk is an importanttarea of di

lives. The categorization of risk into @Ic and uns
autonomy into modelling financial %Beta (s\m%c sQ\Nhich is the focus of
% 3 y N

this research, allows for unifie ters that fairly an@ceZurately outline the level

sen@ due to the risk averse nature

of risk businesses in Malaysi \xpo edto.

of investors, a great a Yﬁheglta will ‘glllo@r clearer information on the risks
associated with thS, a? eta &return relationships as stipulated by
Kumar, Aleemi%h 015)y~Thisd

'due “t%“éfact that beta accounts for only risk that
spreads acr QaD:usin ss‘ d f's t@cr‘e%ore used to estimate beta (Nizam, Afif &
Faizal, (Zé%;ile be ?comYmgm\y understood and studied in several educational
dis@%, it was not integrat@o finance up until Markowitz (1952) made a ground

brx publication which gained significant attention. This became the start of a
@1 ematical construct that breaches the informative gap between returns of an asset
gainst the beta, and captioned as the Capital Asset Pricing Model (CAPM).The

variance theory of Markowitz (1952) combines both upside and downside returns and
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was termed as the Mean-Variance Model. In the same year, Roy (1952) came up with
the mean Semi Variance which clearly differentiates between upsides and do :
This model was referred to as the Mean semi-variance Model. This appr@ame
known as the safety first rule as demonstrated by Tahir, Abbas, Sargand, & Saeed
(2013), and was first introduced in asset pricing by Hogan & Warren (1974). The CAPM

became a crucial financial tool which was later developed by SQaNEe 64) and Lintner

(1965). The CAPM formula is given by:

Ri =Ry + B(Ry — Ry) .\d‘ (1.1)
A%
Where J I _i')
4 \/‘Z'

B : Systematic Risk, \

Ry : Return on the market C‘) >\YY
6

) . : 9
(Ry — Rf) : Market ri mium. AQ/
N
The CAPM allgWs fozhe com

arison of t{t} iven the returns of assets. This

R;: Expected return on i" Asset, Y. \
T
Rf : Risk free rate, \, ? é\

:
simple fact gives Iev%ahe Es& or ex@ﬂng downside beta and performance
in Shariah-compn&ock re\wbwell z{(b ir conventional counterparts.
» O | (O | o
Colle@ral ofb?ﬂtf(()ﬁm can be found in almost all financial sectors.
A good &'ls ﬂF VM ark \'he money market tries as much as possible to
% 2
is

adopt ased capital allocation structure for liquidity management. Therefore,

N
p are constantly making innovations to ensure liquidity risks are minimized
ugh multiple interventions. This includes the use of asset backed commercial
p

market beta. Furthermore, there are also other financial instruments that tackles the

ers, which offers short term investment opportunities and minimizing potential



issue of liquidity risks. These includes the Repurchase Agreements, were securities can
be repurchased with interest by a principal, from a target company/mstltutwwt
urgently needed funds to finance an operation. Other means include c IXS of
deposits, banker’s acceptance and the effectiveness of the central bankﬂ&ctlve and
diligent strategies in buying or selling securities in order to regulateWterest rates.
With all the moving parts that compose the money market, there™is a fine line that
separates the operations of Shariah-compliant invest Tc ntrast to their
conventional counterparts. Shariah-compliant businessesyfunda eWﬁfer from
their conventional counterparts on certain business iples. fFoc nd o.f\stamic

money markets as an example, there has to be a to_Sharial- mpli@?contracts

al moé;zn:arkets only
rac@(‘is also important

ﬁ'{ents that safeguard its

such as Mudarabah, Murabahah and Wakalw ec
work along the principles of debt and saenerating
to note that Islamic money markets fferent \m%

fundamental principles of tradi rlties‘,\ suc

and the abstinence from to»%: ic ves@s As reported by Orzano &
Welling (2019), “Isla s are s ﬁf‘c@htl onal benchmarks that include
only companies th NQ rules[ reens

good additionalytake slam arkets have a wider pool of potential

consumers gf)mth conv oﬂalb kets, Muslim investors are reluctant to
% N

its gonstr, ‘(, Hovv&r, conventional stocks in general are considered

sqavoidance of interest, gambling

Shariah-compliance”. Ultimately, a

particip
e dlver5|fied by vi@bf its tradable which are prohibited in a Shariah-

c \Hmt framework as portrayed by Charles, Darné & Pop (2015) and Saiti & Noordin

A significant focus of this research involves computing downside beta for 50

Shariah-compliant stocks and 50 conventional stocks in Malaysia. This was done
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through calculating downside beta for the individual companies as two separate
portfolios consisting of Shariah-compliant portfolio and a conventional portfow
explored methods were Historical Volatility (HV), the Exponentially Weig@ving
Average (EWMA) and the Generalized Autoregressive Conditional H edasticity
(GARCH) methods. The EWMA is a less lenient method for measurmgwnside beta
as opposed to the HV, which assigns equal weight to all past rettwns. The EWMA
overcomes this leniency by designating higher weights to X:r urns. However,

the GARCH method builds on the EWMA by nudging beta OW long run

“ax
variance. According to Bhowmik & Wang (2020), G Models i e’o@nany
models used in the computation of downside wever, meth@'like the
VECM, Johansen models, VECM are wi opted\ to0~The f@ewvork of this

research explores both market beta a&“ 9 beta for mh-@%pliant stocks and
their conventional counterparts. Th@srch furﬂ—E\exE &or g@‘performance of these

N
two portfolios, building on earki icatﬂns sueh«as ti@ of Trabelsi, Bahloul &

Mathlouthi (2020), Aarif, @Va}l‘ : Ba@& Abdullah Othman (2019),
10 &

Rizvi & Arshad (2018% Mf‘ 00 gblebnd Dewandaru, Bacha, Masih &
&
\ac iev&é(twm the GARCH (1,1) downside beta

Masih R. (2015). Theyperform

scores. The robustnessyof th
K @ ' L%
downside beta fand rtﬁo @t' (using EWMA downside beta scores)
Q N
respecti% b 2 f é
- >
)
1.3\ lem Statement
§ There is great merit in paying careful attention to past historical events for

s for é& and performance was explored through

king future judgments. Any evolutionary process with high accuracy in utilizing

historical data can make outstanding future predictions with reasonable uncertainties.



The field of finance is no exception. Economists argue that a good grasp of financial
historical data should avert any major economic meltdowns because Sw
predictions will surface ahead of time and hence the aversion of a Ioomﬁ%ﬁncial
crises before it strikes. Surprisingly, or perhaps not, records have, and@&)ntinue to
register devastating financial crisis, with the Corona Virus Disease COVID-19)

pandemic been the most recent. This is just a decade after the 'mcial depression
of 2008. Therefore, it is evident that the various financial f &rks 1evised, adopted
and practiced are susceptible to financial shocks. As ar , there is e appetite
L
. " . NS
in investors to get more robust shock strategies i serving sh t& I:ﬁg term
el

investments. And consequently, measures of la\y'p anc@? existing

financial models is hugely desired. Not te, mentionutheresis Iimj,@x;terature on
&

O
Furthermore, with a Muslirr@ylatioﬁgztxl. tz"ldh)n people worldwide
(World Population Review, 20%& IS eﬂeas y Ia&b\and fast growing market
share for Shariah-complian Mies. ile'the po@on does not directly translate
N ol

to the market share o%l mpliant usin , Islamic or Shariah-compliant
4

'3 &
investors are usual Iucta% e ingﬁ%ting on contemporary/conventional
businesses by \'t% ap i 'onfliéﬂ interest with their religion. However,
¢
Shariah-co market is dperl t@ investor, regardless of their underlying
NN

religiou% : MoﬁMsitua@s where Shariah-compliant business show better
Y-

resili and higher reward a@ﬁosed to their conventional counterparts, investors in

b \@arate camps are likely to pool together as a single unit, under the Shariah-
I

downside beta for businesses globally;"more so for Mala

G iant umbrella. This is possible in principle. However, practically there needs to
e screening from an oversight Shariah-compliant body mandated to handle such issues.

Regardless, the vast majority of financial models are centered on Shariah-compliant
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framework and the conventional framework. However, there is still no consensus in
establishing which framework offers a better alternative to investors as alludew
Trabelsi et al. (2020). q

Additionally, given the period under observation for this researcﬂ'kllustrlous
to keenly study the characteristics of both portfolios after been subjéeted to financial
turmoil. Consequently, investors are guided on preferable fina mMels with respect
to beta and performance. Essentially, it serves as a meas ’Y:

be';t post recovery

business model hindsight financial crises.

Yv

\
| o I@
1.4 Research Aim and Objectives
<
The objectives of the study are: g X~
1. To model Malaysia’s marl@ wi t to d@vn&de beta from
2015 to 2020. I
2. To compare the dow e etzh ha@ compliant stocks and

conventional stock A“/
N Aj S
3. To comparthe ansme eta {e@erformance between Shariah-
ock

compllant st al‘g
Importa m@e St §

hexp te a c@plete guide for startups, established businesses,

indivi nAQv’stors zﬂ'w itbtionallinvestors who are indecisive of investing in either

mpliant stocks or s&ﬁventlonal stocks, or perhaps both. As institutional

i s are expected to safeguard the wealth of their clients, this research acts as a

erage on educating about firms’ beta expectations with respect to the two distinct

portfolios. This is not only limited to institutional investors but so is it also important

for trust fund managers, hedge fund managers and other similar positions that cares
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about protection of wealth. The research further serves as a guide for investors in
Malaysia to have a good exposure on the nature of downside beta and return Tr
investments. q

While the research dwells on the volatile nature of Malaysia’s e\*g market,
Sharia compliant business have become a major player in the markew According
to Hassan (2017), the relative dominance of Shariah-complia stocMs still prevalent
to date. The study investigated whether downside beta m

e' in the growing

Shariah-compliant market in Malaysia and whether or it coul tgbwldsed over a

conventional firm. é ' @Y'
4 b

1.6  Scope of the Study Y : N Y\.’

The study is focused at comp ti@sid jta Sha(jéh-compliant and
conventional firms in Malaysia. Th stuX)u r Nt%? Iy_«iganside beta and the
two specified asset classes. Furthe z‘r;,th@p%!o the(%u&dy only covers from 1%
of January 2015 to the 1% of JM‘%;OZO. i sa @ely a stable period due to
N

the fact that there Werec mgr econolric e n}s.@s essential to model during this

period because it allows fo sier»d@ ide d performance comparisons across

multiple regions @ faﬁ@urren@)f crisis are relatively rare.
!
4
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1.7 Thesi h ‘? (JC')(J
N

%earchfg it igto 5.chapters.

. >
pter 1: nghllghtﬂ.&a overview of the research, the problem statement and

‘@amh objectives. It further specified the limitations of the study and clearly
dﬂonstrates the scope of the research.



Chapter 2: Extensively reviewed previous findings and methodologies that
apply to this research. Additionally, this chapter covers the implications of pwms
works and illustrates their significance in the models used for this researcr%\

Chapter 3: This chapter outlines the methodology of the researci*Moreover, it
outlines the approach used in responding the objectives of the researc

Chapter 4: Covers the findings of the research. This @harts the results

l

Chapter 5: This chapter details the discussion the 1, swdings, the
L 4
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recommendations as well as the conclusions drawn f e research l _f)
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of the research, allowing for objective conclusions to be d
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