CHAPTER Il :LITERATURE REVIEW T

2.1 Introduction Vv

This section covers the literature review of the research. etails the variations
of downside beta over the years and the implications i ha?!! Furthermore, the

literature surrounding the different methodologies research were also

highlighted. ¢
ghlig \Y'
| .S
2.2 Shariah Compliant and Conventional Stock P 4 \’T
In Malaysia, the Securities Commission (SC) i tral fi Y.tasked with

regulating the capital market, ba ong'the princ Q?ansparency and

proportionality (SC, n.d.). The S(ajs establmvw
N
Commission Act 1993 (SCA). he a’s 0 g&tio@o ensure proper conduct

of all market institutions andyli d plr ns. ore(‘)gthe SC is mandated to ensure

there is fair play for aI% ders Lg he c p‘.ltclﬂ et chain and also efficiencies in

| | . & o
decreasing systen&#(s are\r? As a&@ under the SC, the Shariah Advisory
he ns

Council (SAC) i thor ibliéythe ascertainment of Shariah law for the

o i
purpose of m financi si{es
\

securiti%;

ariafl "wnt or€onventional security is dependent on whether the
co ulfills the stipulate@uirements laid by the SAC (Malaysia International

AC, n.d). In addition, the recognition of

‘%N:inancial Centre, n.d.). As such, the SAC implements a screening process for
G curities listed in the FTBM KLCI Index.

The screening of securities involves a preliminary process where companies that

adhere to Shariah complaint practices are directly listed as Shariah compliant. Also,
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companies with core business that contradicts Shariah principles, such as firms engaged
in interests or gambling, to name a few, are categorized under Shariah non-cowmt

(conventional) securities. However, there is a category of securities with re of
both permissible and non-permissible activities. The distinguishing criﬂ% based on
benchmarking the contributions from permissible and non-permigSible activities

to 25% depending on the type of business), they are list non-compliant

towards turnover and profit before tax. For securities that ex eMenchmark (5%
‘Y’;aw

(conventional) securities. Subsequent screening criteria inelude the b c‘eption of

the company by the community as well as the compa inancial manag @‘é;rsa

Malaysia, n.d.). In relation to this study, th ly sele rms\\We Cross-

[s})

referenced with FTSE Bursa Malaysia database i mgsxin Ma@z;lace (2020),
to establish whether the stock is conw 9nariah-co ant @nventional. This
todl

was the basis through which the twcﬁgs‘olios W\Cﬁ¥t'
N

Once the two asset clas entified, a easmen{s%n beta and performance

for the separate portfolios bﬁio}mer €NAS r@hers continue to investigate
om t an

the nature of beta in M pl"g ‘gdnwbional stocks, dissimilar findings
&
O

continue to surface \ l ;\ %
The revi &pub teati 'hat stréﬁért the backdrop that Shariah compliant

%
¢
returns or indi ovides a_l eréetej compared to their conventional counterpart

"
can be cite Ha xu Saié@ Abdul Halim (2020). Their research was based

on gyliterature survey of articl@éxplore three different areas of Islamic banking and

f%»Qwith greater attention on SCOPUS and Web of Science articles. Additionally,
G I & Arshad (2018), also examined the nature of time-varying beta for both Shariah-
ompliant and conventional indices. Their research studied the daily stock market return

data of 10 global sectors and revealed that the sectoral beta for Islamic market is lower
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than its conventional counterpart. Similarly, Muteba, Hammoudeh & Gupta (2017)
focused on modelling the financial tail risks of four markets; the Dow Jones i

Market (DIJM), the S&P 500, S&P Europe (SPEU) and the Asian S&P (S@ The
block of maxima method (BMM) and the peak-over-threshold meth(ﬁ%T) of the
extreme value distributions methods were used in analyzing the st returns from
January 1998 to September 2015. The study concludes that | aM)ck markets are

However, researchers such as Ben Rejeb & “Arfaoui (Wudied the
“ay

r Islamic j eﬂe@their

fin@ ort @?act that

ibib?ett erfor%?"rcze~ in terms of
informational efficiency. In addition, i@l Islam stt@ﬁ the performance
of Shariah compliant indices and it&gyenti(m)\s;ngrp @ring financial turmoil
in both Malaysia and India, fro%‘o 2093. rceas<ll§a\ic indices outperformed

its respective counterpart inMalaysia, L ndings for@ia reported the contrary. The

less risky than their conventional counterparts during extr

comparative levels of Informational efficiency and

conventional counterparts using GARCH (1,

Islamic stocks are more volatile. However,

>

open ended discussi eta and p fofmobe between Shariah compliant
’ 4 ¢ &

stocks/indices and&lﬁ%onv@so ntergw is still undecided with the different

conflicting resulK (59

!
¢
A f r researchets gls@ntributed in the performance of Shariah
N
compli ndw convéntio ‘,stoc@With isolated focus on financial meltdown,
finan;Arecovery and gene@d’ownturns, Al-Khazali, Leduc & Alsayed (2016)
0 \a progressive leap of Islamic performance indicators towards more efficiency,
@ ing Islamic indices at par with its conventional counterparts.
Further investigation of Islamic stock indices, conventional indices and mixed
(Islamic and conventional) stock indices was conducted by Trabelsi et al. (2020) from
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2002 to 2017 using both the Markov regime-switching model and the Ledoit & Wolf
(2008) methodology. Similarly, their results indicate a statistically insigw
difference in performance scores. In addition, Aarif et al. (2020) observed@nthly
returns of Shariah-compliant index (Dhaka Stock Exchange Shariah'%) and its
conventional counterpart (Dhaka Stock Exchange broad index) from mo 2018. The
risk adjusted returns and Granger causality test were used in t M. Their findings
reveal that Shariah-compliant index outperforms its conve h%n?arparts based on
the risk adjusted returns. However, the difference is insignificant Tw‘investors

will not pay a penalty for subscribing to Sharia

pliant pri 'p*s_@vt}eir

e% sep@'e indices

videncé‘g; Bayram &
Abdullah Othman (2019). Besides,%{) & Ahm 200®<ﬁlso suggests an

indifference in risk and return perf@sxce of T "aainst its conventional

N
counterpart after analysis on K%npur hari d@é(fK)LSI) and Kuala Lumpur
Composite Index (KLCI) w@iedﬂ,’ 5 toéd&.
' Hashmi (20

However, the fi sh E?'ind@tes Shariah compliant indices are

more attractive for HQerse ir 4 urin%ﬁn% post the 2008 financial crisis (2008
to 2017) with tlétion ' in@!’fcr emerging markets during the crisis.
Moreover, &@ Ansari Of stEg,‘T(?d the returns of Islamic indices and their
conven% unterparts i JJndiaﬁ&%m December 2006 to 2018. While the CAPM,
i \n'bc

u

QEOHS the over performance of Islamic/Shariah-compliant indices.

businesses over their conventional counterparts.

provide no statistical difference between e

ant difference in performance of both portfolios, the Sharpe and Treynor ratios
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2.3 Investor Behaviour Towards Risk

Investors desire tangible information on downside beta because it pro@a

avenues to inform on the extent to which investments need to be made. TS“!)ES asa

good control mechanism to direct the pace of wealth management and generation. On a
macroeconomic level, policies are geared towards attaining investor cmnce and the
achievement of such goals requires governments and poli rs to be able to
regulate the level of business risk exposure to a desira el. This encourages
investors to keep investing and economies to contin riv. ngwp vibrant

N
economies, opportunities such as job creations ces, whi ti\'elmpacts

economic growth (Alper, 2018). To add on, inve entimé cmciau‘x—' dictating

beta trends, with bearish sentiments resuItEwwer r‘é’iurns d buhéh\ sentiments in

relatively better returns (Yang & Cope 14; Gupt 19).®/estors reacting to

market information also plays a %dictmﬁ* S,
6

La\ﬁwlthin and outside the
| . . -
investor’s country. This is en ue to.markefinfegration (Mamtha & Srinivasan,

2016), essentially translatin ore frod tive an@scially responsible society.
n

|

Investors are eq%w ereste‘d m i;ozi{]/ he beta of their investments so as
\risk \@ﬁ can be detrimental to the investor.

With the ada e hi isk <<ﬁi her the expected reward, aggressive
Mgt e hig ‘ I c..)® g p 99

investors ode ast for highe ewa.@_sJare becoming increasingly diligent in holding

risks. T% ' exa&f ing peta ;@des a broader knowledge base for investors to

ma d judgments on theﬁrc\bmsmess supply chain because of the reactive nature of
be?\/ards changing environmental, social and economic factors. Investors with a
I

y mapped out beta trend can take advantage of this prospect over other investors.

oreover, an in-depth knowledge of beta trends allows for investors to leverage more

information for better asset pricing of their products (Siriopoulos & Fassas, 2019).
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Furthermore, a good grasp of beta also assists investors to be able to carefully evaluate
market sentiments and expectations (Baran & Vorisek, 2020). As buttressed b

Trimborn & Hérdle (2019), trading strategies based on beta provides for b@ision
making in trading and option pricing. Consequently, more logical ogressive

decisions can be made, granting investors a higher risk to return ratio.

2.4 Periods of Downside Returns Y’

The risk averted nature of investors shapes th inition o d!)wn idle returns.
: . : i
These includes moments where investors are negativeély rewarded on their ’nvec’)sti@nts.
The most prominent times the vast majority of | tors e>$pe encg this .\rtfall is

during large scale economic downturns. During%e 20

other countries, Malaysia inevitably e@ deeli

Mcialgkéﬁs\’,,like many
i oreign@irect invest. The
severe decline as a result of the crises saw t L ex_erop to 876 points in
December 2008, from 1393 points &:)Jar“o that 4 me ye&Ali & Hatta, 2013). In
addition, Jawadi, Jawadi N ‘4\& ichi

financial crisis on Islami magets and their n\{e@ counterparts using the CAPM
y coae

Garch model. The stud d G%l 0 f:)(é}tl and suggests that Islamic markets

are more resilie@ 2 !3-20 fina

investors (in @\Sk the U ?b tﬁe) orld) can offer themselves interesting

investme %unitie . Therefore, the preparedness of economies to handle financial
fs.: o Tk
crises

ntial for conomj{‘j@rvival and the computation of downside beta
&ents such efforts. The%traction of the Malaysian economy was also prevalent

N

N

SO sﬁfiéd the impact of the 2008
N

G,

crisis with similar implications that

Asian financial crisis despite the different attributes of both crises (Goh & Lim,

S m
10).
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The more recent COVID outbreak has also significantly impacted the Asian
countries, in fact, stock markets in the Asian countries reacted more quicklgwe
outbreak since supply chain was disrupted amongst other vital restri@s Liu,
Manzoor, Wang, Ahang & Manzoor, 2020). In Turkey, Erdogan, O!*‘& Cevik
(2020) showed that Islamic stock markets are more stable to the CovWandemic as
opposed to their conventional counterparts and suggestions to su he development
of Islamic financial systems was highly encouraged. The in %S'mere done using
daily data from 2011 to 2020 and analyzed using th C-G Mhod. The

“AY
significance of exploring stock beta is extremely val in prepari eqorl@s for

unforeseen circumstances such as financial crisi gst other-mi ps.\f}'~

Y.
2.5 Volatility Estimates c\, 0\ 442
%ris is.the vigr%e theory, rivaling

le ghe latter is red on analyzing the
e atef s ceite

easure eta p&@rmance, the former (mean

N
variance theory) dweltmoR on equlting & m@nd variances of the portfolio
’
returns. \" C}Q
Essential@ha&b@a yie@gh reward was flawed by the mean-

variance portfoli ory, Mar i}z'(lﬁbg’)/. The conventional belief was that there is

alinearc Qm be;w en hetato @m relationship of assets in a portfolio. Assuming
2&

we m ties and on(f; gportfolio, the proposed hypothesis was that a

C thon of both assets will Tie on the linear path. A 100% bond is the lowest beta

The orthodox method for m

the recent value-at-risk approach:

probabilities of loses as a sta

return point while a 100% equity is the highest beta and highest reward point, (see
@ure 2.1).
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However, the findings of the mean-variance portfolio theory indicate that this is
not the case and the path is curvilinear and not linear. Hence, the efficient frontleer
the fact that the curve spirals upwards, the return remains unaffect@ the
conventional theory. However, the variance of the portfolio ﬂ*ses with
diversification (Jayeola, Ismail & Firdaus, 2017). The more uncorrelated the assets, the

more efficient the portfolio is. The efficient frontier is regrm by Pedersen,

Fitzgibbons & Pomorski (2020): } '
L

Return High correlation between assets . Y,

| Eé\l;l@

Tanger

-
/
"

S

&

\ _ .
\.‘) » Risk

e: Pedersen et al., (2020)

.4

eZ!I tFr(_)@;eAr

Recently, atten% ven tc.)‘ ne f‘gllm olatility estimation called VIX,
also known as th§ r I X. Th is fed with historical prices of the
S&P 500 as inpag, vari les icast days volatility is given as output. The
VIX contra: hove ents o h!S&@,S 0 such that when the S&P 500 market index
is exper' ing'a dowh 'hmplle‘ﬁata the VIX is registering an uptrend (Ed, 2021).

to the implied VO|&E®':IS ameasure of beta, the CAPM Beta is also a widely
hod, dating back to the improvement of the mean-variance portfolio theorem.

The CAPM beta builds on the assumption that investors exhibit a mean variance

ehavior and therefore, equal value is given to both upside gains and downside losses.

However, investors are not likely to show dissatisfaction in upside beta and therefore,
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the semi variance of returns is a better measure of beta (Estrada, 2002). In fact, the
former researcher highlighted the superiority of Downside CAPM (D-CAPM) Tﬁe
CAPM using the Morgan Stanley Capital Indices databases of emerging r@ The

D-CAPM measures only scenarios the investor experiences losses ide) as a

measure of volatility. q
2.6 Downside Beta Y'

It is imminent that, so far, all financial structu ice by An is_susceptible
to crisis. The most recent being the impact of COVI i I eg(%quwﬁes.
While collaborative efforts are being geared tow&ﬂdi‘gg accines a@blished
by Thanh Le, Andreadakis, Kumar, Gomez ,ToI sen, i Ma Q?ZZOZO), the

fact remains that attention in investor: t(% uou onitor tgagand device more
m

resilient shock absorbers is equally rev\al
m@els, a good number of
Q—

As part of the most hlg%g ctiged fina
researchers put forth the argu that the %&is i g Shariah-compliant stocks

makes it less appeallnt ortfol div. S||f|c standpomt This consequently
htly ess

should result in sllg or‘. |ah -compliant stocks over their

conventional cou , as upp d by ein & Omran (2005).
Thls b ome ?’co tone through which we investigate the
ta’in rlah -compliant stock and conventional stock

.

mterpret t do wn ﬁ
using a an securities as a@)g' study. There have been numerous approaches to
<

beta and downside beta.

The general CAPM beta is given as:
Q ﬁ E{[((R; — RY) — ER; — R)] x [(Rm — RY) — ERp — R)1}

im (2.1)
E[(Rm— Ry) —E(Ry, — Rf)]
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Where
R;: Expected return on i" Asset,

Rf : Risk free rate, C}
Ry, : Return on the market, \

(Ry — Ry) : Market risk premium.

The development of downside beta, and beta in g ralq, as gained significant

collaborations and improvements, with the likes of H Warrer@nd Arzac

& Bawa (1977). Shortly after, Bawa & Lindenbe@, Harlow & a7 (1‘?§§~and
e

er Pﬁti ment@«PM or

NV
downside beta. 2 ;o
The research on downside @gan rrertgé);@ was set to
differentiate between variance and sgi varian ww

Estrada (2002) also made improvements to th

y g,t_igg equilibrium price of

risky assets. The aim is to providea titute to the xpect@eturn variance (EV) by
“« Q-
a two parameter portfolio selM odel the Expected Value Semi Variance

N
Model (E-S) Model. Ingthis Rodel, the intr uqti@he minimum operator acts on

e O\ﬁépossible value. The equation is given

the market portfolio and seekS to c
y: O
%\ﬁ(’* _oE :l'R?jjxmin[(Rm—Rf),O]} 2.2)
o _7 Efmin[(Rm — Ry), 0]} |
b4
N3

\i : Return on the i %\sc?t,

R¢ : Risk free rate,

R,,, : Return on market portfolio.

18



Artavanis, Kumar & Patterson (2013) suggests that this method provides more
precise estimates of downside beta over its alternative downside beta frameworw'
Harlow & Rao (1989) modified equation 2.2 by setting a defined t@stead
of the risk free rate. This target is generally set at the equity market turn. The
estimation of downside beta using this method, as showed by Ram Mehmood
(2018), still proves to be efficient in demonstrating that investors who'Wanage downside

beta will enjoy better premiums. The equation for d ide beta is given by:

.

g _ EUR: — udlx min{(Ry, 36 013 | -{"\(2.3)

im E{min[(R,, — U,), 0J? p -
Where Y' \ N
R; : Return on the i*" asset, \,

u; : Mean asset return, c \Y f<\
U, : Mean market return, [} 7 0}
“« Q-
R, : Return on the maﬁ\ Aj A%
m
X $
Subsequently, % '

responsive volatili WOmpire

the minimum w acts ihe r@%{s of the individual share as well as the

¢
market pordlo. awe do,vn ide eé @mputed as:
Q@JR- ~8).0] x min[(Ry — ), 01}

-

l

() _
SO " @@n[(Rm — Uup), 012} (2.4)

0% R; : Return on the i*" asset,

u; : Mean asset return,

U,, : Mean market return,
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R,, : Return on the market.

The downside beta, as represented by Estrada (2002), is computed f\SR;lah

compliant stocks and conventional stocks using HV, EWMA and&C 1,2

methods. The HV is recognized to be a weak model in accuratel y ling downside
beta. This is because it assigns equal weights to all the returns matlng beta.
However, it is quite evident that beta is highly influence b recent returns as
opposed to long distant past returns. Therefore, the ne od t‘tatc er for this
requirement becomes mandatory and hence the E a Is

The EWMA is inspired by Morgan (1996&)mput io d cge beta
using the EWMA allows for the influence of e re ns to beta as

compared to long past returns. This n@&(s fayvored gover t V due to the

unpredictability of stocks which therefo w hi hQ/aIuatlon of more
recent returns for more accurate ea%u 1 eL\)b ta results for Shariah
compliant and conventional o a similar oIat rend, which is in line with
the findings of Rizvi & 18)

(
Shifting attention to the G@ th‘ods.vthere are different models that has

\n. @
been used in diff; Ids ftr desired va{‘g}{e measurements (Bhowmik & Wang

A
2020; Ali 20 mle ly,hi hled e latter researcher, the NGARCH stands

for Nonli y odel which generally tends to give higher
weigh %’negatlve tur{s a‘g}pposed to equivalent positive values of similar
m |tu . The IGARCH, rep};)enting Integrated GARCH, is modelled such that the

(/

nt parameters sum to 1. The exponential GARCH (EGARCH) distinguishes

Olf from the general GARCH model by accounting for the log of the variance and was

first modelled by Nelson (1991). The GARCH-in-Mean (GARCH M) as the name



applies, introduces a heteroskedastic term on the mean. The GJR GARCH or the
Glosten-Jagannathan-Runkle GARCH as initially presented by Glosten, Jagannw
Runkle (1993) and the QGARCH (Quadratic GARCH) as first introduce tana
(1995) work in an almost similar nature. They model the asymmetria‘A@s of both
upside and downside beta. The TGARCH (Threshold GARCH) el of Zakoian
(1994) is similar to the GIR GARCH model except for the fac%t. ARCH focus on

The GARCH (1,1) and EWMA models have rec gr‘hegd be better

standard deviation over variance.

models in computing downside beta. The superiorit

he GARC dje@é‘zr‘the

& % ). I@over, the

GARCH (1,1) model is arguably superior l\th} GAG\C ethod;g\./idenced by
Ramlall (2010). Also, investigations Waide beta ese@‘éd by Galagedera

& Jaapar (2008) and was found tha@sestimatl WW j;@‘beta using the BEKK
specification produced biased r% S MQ/ \was recommended as a
robustness check. Therefor he p this F@arch, the GARCH (1,1) was
highly vital and the )%Y.ETNM] we cbmp\[a%nentary measures of beta. The
4 ¢ &
GARCH (1,1) is wegariﬁ\m@ in cgp\ating beta notably because of its high
explanatory pon{ r 'els ('rf\‘fheasuring volatility for stock returns
(Bhowmik G!@ 20 ).df?f .
Q&

2.7 Awion fﬁv

\I’ his chapter covered the important literature surrounding Shariah compliant and

ﬁtional stocks. Additionally, the findings of downside beta over the years was also

EWMA has been recognized by Ayele, Gabrey

hlighted for the two portfolios. Moreover, details of how the two portfolios play an

important role for investors was equally addressed.
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