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Introduction

The COVID-19 pandemic has impinged the lives of almost the entire global community. Not
limited to the health countenance, it systematically triggers crisis in all dimensions of life, including
the foundations of our economy. The social restriction policies that have been forced to be adopted
by most societies are apparently the main antecedent of the limited economic progress and growth.
The World Bank stated that this crisis may continue to have impacts on our economic development
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for the next several decades. They predict that the global economy will shrink by 5.2% p.a. during
the early years of the pandemic and consider it as the worst recession since World War II (World
Bank, 2020).

Islamic economics and finance have always been able to offer something in times of crisis,
as at first the Great Depression and World War II stimulated the Islamic scholars to formulate and
establish what we now identify as the contemporary Islamic economics and finance, the series of
crises in the last decades also made the world turn their attention to the Islamic finance due to its
stability and resilience during turbulence times (Askari et al., 2010; Chapra, 2011; Faye et al., 2013;
Fitriany, 2012; Jawadi et al., 2014; Rizvi et al., 2015), and the current COVID-19 crisis is no
exception. There is an increasing interest in public trust in Islamic finance in this time of crisis, this
can be seen from the positive movement of stock prices from issuers that are explicitly Sharia-
based such as shares from Islamic banks (Puspaningtyas, 2020; Sugiharto et al., 2021) that still
experience positive growth in their fundamental aspects despite the crisis.

The capital market evidently supports the economic growth (Dewandaru et al., 2014;
Kassim, 2016; Narayan & Narayan, 2013; Rousseau & Wachtel, 2000), this is expected to have an
essentially similar function to the Muslim countries as many of them are still considered as
underdeveloped. In a pragmatic way, Islamic capital market is aimed to draw the trust and attention
from the potential Muslim investors to boost their involvement, so that the expected economic
advantages could be realized and optimized. Stock movements can reflect the quality of a country's
economic fundamentals (Enisan & Olufisayo, 2009), thus, periods of turbulence can be used as the
right momentum to measure the competitiveness of countries including those that have a Sharia
menu in the context of global diversification. Global diversification between countries can help
Islamic investors achieve optimal portfolios (Abbes & Trichilli, 2015; Balcilar et al., 2015; Majid &
Kassim, 2010; Saiti et al., 2014). It is very interesting to see how the competitive landscape between
countries providing Islamic stock indexes relates to returns and risks during the COVID-19
pandemic crisis.

Literature Review

Various Islamic economic discourses have grown and developed rapidly in almost all countries in
the world, both among academics and practitioners, both in countries with Muslim majority
populations and those that are not. This also has implications for the development of the Islamic
capital market which is the most important part of the Islamic financial industry in addition to its
major sector, which is the Islamic banking. The Islamic capital market has broad development
potential and a strategic role to be able to increase the market share of the Islamic financial industry
in the wotld (Ali, 2007; Hearn et al., 2011; Igbal & Mirakhor, 2013; Najeeb & Vejzagic, 2013).

Investment as part of a business is an activity to develop money for profit. The spirit of
getting the highest possible profit at the lowest possible cost has been the main motivation in the
investment, this has caused investment actors to tend to be exploitative by taking advantage of
losses that befall others (Ali, 2007). The result is an investment where disharmony is both mundane
and natural. This is different from the concept of Islamic investment, Islam with all its instruments
is here to build a more just and more harmonious investment (Ahmed, 2003). Basically, Islam wants
a balance in various aspects of life, including in the sphere of business and investment, through the
application of Islamic rules extracted from Islamic legal sources. However, Islamic investment is
still universal, it means that anyone, both Muslims and non-Muslims, can carry out investments in
accordance with sharia (Rivai, 2010). Islamic investment does have many advantages and unique
characteristics compared to conventional investment so far. Cherif and Gammoudi (2011) prove
that the Islamic index in the Middle East and North Africa region is more immune to global
economic shocks than the index as a whole in these counttries.

The decline in world confidence in economic resilience of Europe and the United States
led to a massive withdrawal of investment funds from these two giant economic regions, including
investment funds originating from Middle East countries. This provides opportunities for other
countries to then offer investments with sharia principles in order to attract investors from these
oil-producing countries (Balcilar et al., 2015; Saiti et al., 2014). One of the efforts to gain the trust
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of investors, especially those from the Middle East and other Muslim-majority countries, many
countries have released Islamic stock indexes to facilitate the selection of stocks that comply with
sharia. They provide assurance that the business sectors of listed stocks offered in the index do not
violate sharia principles. Ideally the Islamic capital market does not contain ribawi (interest-based)
transactions, dubious transactions (gharar), and shares of companies engaged in prohibited sectors
such as alcohol and pork-based industries (Mahfooz & Ahmed, 2014; Rizaldy & Ahmed, 2019).
The Islamic capital market must be free from unethical and immoral transactions, such as market
manipulation, insider trading transactions, selling shares that are not yet owned, and buying them
later (short selling) (Rethel & Abdalloh, 2015).

According to Hakim and Rashidian (2002), after being introduced in 1999, the Dow Jones
Islamic Market World Index (DJIM) has succeeded in attracting a high response from Muslim
investors from all over the world. This index fulfils the needs of investors to choose stocks that
comply with sharia and also serves as a benchmark in comparing the performance of their sharia
stock portfolios (Binmahfouz, 2012; Maharani, 2017). In general, the activities of the Islamic capital
market do not differ from conventional capital markets, however, as mentioned eatlier, there are
some special characteristics of the Islamic capital market, namely that the products and transaction
mechanisms do not conflict with Islamic principles. The application of Islamic principles in the
capital market is based on the Quran as the highest source of law and the Hadith of the Prophet
Muhammad. Furthermore, from these two sources of law, the scholars made interpretations which
were later called figh (Mahfooz & Ahmed, 2014; Marzban & Asutay, 2012; Mohamad et al., 2015).

There are two stages of screening in the formation of the Islamic index, namely qualitative
screening and quantitative screening (Hambali et al., 2010; Khatkhatay & and Nisar, 2007; Rahman
et al., 2010). In Figure 1, we can see that qualitative screening focuses on eliminating companies
that explicitly have non-halal business activities, such as companies from the conventional financial
sector or pork-based goods producers, while quantitative screening focus on the certain financial
ratios formulated by the Sharia board of each market. The main focus on quantitative screening is
to eliminate companies deriving significant income from non-halal sources and companies that
have excessive leverage in order to avoid usury and trade of debt (ba7 al dain) which are prohibited
in Islam. Literature shows that the application of a different Shariah screening criteria will then lead
to significantly different portfolios with different constituents and performance (Derigs &
Marzban, 2008; Rizaldy & Ahmed, 2019). These generated Islamic stock indices are usually
considered to have lower risk and better performance and provide diversification advantages
(Abbes & Trichilli, 2015; Ashraf, 2013; Ashraf & Mohammad, 2014; Balcilar et al., 2015; Fethi et
al., 2014; Majid & Kassim, 2010; Munawaroh & Sunarsih, 2020; Saiti et al., 2014)

'
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.................... b Q}lﬂntit@tive
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1

Source: Prepared by the authors

Figure 1. Sharia Stock Screening Process
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The availability of various Islamic investment options from various countries asserts global
Islamic investors to be careful in making investment decisions, not only taking the halal value into
account, but also the rate of return and the level of risk. One of the efforts that can be made by
investors to optimize returns and minimize risk is to diversify their investments in several countries
at once by building an optimal global Islamic investment portfolio using the Single Index Model
(Alteza, 2010). Bodie et al. (2000) stated that in the formation of a portfolio, investors always want
to maximize the expected return with a certain level of risk that they are willing to bear or look for
a portfolio that offers the lowest risk with a certain level of return. This characteristic of a portfolio
is referred to as an efficient portfolio.

In the context of portfolio management, the greater the number of constituents included
in the portfolio, the greater the benefits of optimizing returns and/or reducing risk. By increasing
the number of constituents into the portfolio, it is expected that there will be a risk reduction
benefit to a point where these benefits begin to decrease. Husnan (2005) explains that in order to
minimize investment risk, investors can diversify by combining various constituents in their
investment, in other words, they form a portfolio. Tandelilin (2001) recommends that the number
of constituents that can minimize portfolio risk is around 15 constituents. Alteza (2010) also
explains that the benefits of reducing portfolio risk will reach its peak when the portfolio consists
of several certain constituents, and after that the benefits of risk reduction will not have a significant
effect. The portfolio carried out at the lowest point of portfolio risk is an efficient portfolio. On
the other hand, Majid and Kassim (2010) stated that the very fast growth in the Islamic capital
market has triggered a lot of attention to understand the value of integration of various countries
that offer Islamic stock indexes in the interest of building a global Islamic stock portfolio. Although
there is a high integration value between countries, it is still possible to diversify because each
country still has various geopolitical and economic conditions with their respective advantages and
disadvantages especially related to the COVID-19 crisis (Harjoto & Rossi, 2021; Rakshit & Neog,
2021). Although market in general reacts negatively to the COVID-19 reported cases (Jamaani,
2021), Islamic finance has been empirically shown to have better performance during this crisis
(Akkas & Al Samman, 2021; Sugiharto et al., 2021). However, investors are still required to build
their investment portfolio beyond halal issues and consideration. Once investment destination
countries are identified in this research, it is indispensable for the investors to analyse and select
the promising sectors and equities as they also behave diversely during this crisis (Min et al., 2021).

Research Methods

Unlike other research in Islamic equity which are predominantly comparing Islamic market with
the conventional counterparts (e.g. Al-Khazali et al., 2014; Al-Yahyaee et al., 2020; Albaity &
Ahmad, 2008; Ho et al., 2014), this research aimed to compare the risk and return of different
country-based Islamic indices in order to formulate the optimum global portfolio. Countries that
were employed as constituents in the simulation of global portfolio in this research formation were
countries that have an Islamic composite index, while regional indexes such as the GCC (Gulf
Cooperation Council) Islamic index for the gulf countries and the Asia Pacific Islamic index were
not included. There are 12 countries that have a country Islamic composite index and thus were
considered as the constituents. The data used were the historical monthly closing figures for each
country index during the first year of the COVID-19 turbulence throughout 2020 which could be
accessed openly through the financial data provider such as Yahoo Finance, Investing.com, Google
Finance, and Bloomberg,.

Data analysis was performed using the Single Index Model in order to form an optimal
pottfolio, by applying it to Microsoft Excel-based formulas. The Single Index Model is also often
referred to as the Sharpe Model as it was developed by William Sharpe in 1963 (Sulistiani et al.,
2017). The first step was done by calculating the expected return and the risk level of each

constituent by first calculating the realized return (E(Ry).
IR;
E(R) = = M

n
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Measurement of risk was performed by calculating the standard deviation (o;) that reflects
the possibility of the deviation of realized return from the expected return. Standard deviation is
the square root of the variance of realized returns (o7).

o; = |o? e

62 = =30 (Rw —ERY)" 3)

n-1
A standard is needed as a criterion to determine which countries are eligible to become part
of the optimal global Islamic stock portfolio. In a Single Index Model, Excess Return to Beta (ERB)
is the main determinant of eligibility. ERB is defined as the difference between expected returns
and risk-free returns (R¢), which in this study the historical data of Fed-Rate was used.

)

An optimal global portfolio will contain country indices that have high ERB values, an
index with a low ERB value are not included in an optimal portfolio (Jogiyanto, 2010), thus a Cut-
Off Point is required to determine the limit of ERB value.

s (Hlee0)

Tei

B2
1+O'12n.2}=1<a—21>

el

C =

®)

Constituents whose ERB value exceeded the Cut-Off Point were then determined for the
optimal proportion of funds (W), by first determining the optimization scale for each constituent
porttfolio (Zj).

Zi
VVi - Z?=1Z]' (6)

4= L((w) B C) 0

The next stage was to analyse the portfolio that has been formed with the optimal
proportion of each constituent. In this analysis, the level of return and risk of all constituents
individually was required first. Portfolio return (E(R;)) is the sum of the average return of all
constituents individually by considering the weight of each constituent.

E(R,) = X1, (Wi E(R)) ®

How to determine portfolio risk (,°) is not the same as determining portfolio return which
is the sum of the average return of all individual constituents. Portfolio risk can be even less than
the average individual risk.

0, = B Wi . B)% 0 + (Xiy Wi 0%)? ©)

In order to compare portfolio performance with market performance, a coefficient of
variation is required. Information regarding the coefficient of variation can be useful for investors
to provide an overview of the relative risk to return.

_ 9
P = E(ry)

(10)

The following diagram illustrates the data processing flow as well as the relationship
between variables in this study.
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Figure 2. Operationalization of Variables

Results and Discussion
Expected Return (E(R;)) and Risk ()

A calculation to find expected returns and risks was carried out using a historical approach by
taking into account changes in the closing price per month that occurred in the past. In this study,
the closing figures per month of each constituent country during the pandemic in 2020 were used.
The following is a table that shows the expected return and risk of the Islamic stock index in the
constituent countries of this study:

Table 1. Return and risk of each constituent during 2020

No. Constituent Countries E(R;) o oi
1 Canada 0.0255364 0.0116215 0.1078033
2 China 0.0245728 0.0032312 0.0568437
3  India 0.0269930 0.0058499 0.0764846
4 Indonesia 0.0049329 0.0057156 0.0756017
5  Japan 0.0259449 0.0039866 0.0631393
6  Kuwait 0.0004626 0.0073095 0.0854955
7 Malaysia 0.0136894 0.0040096 0.0633213
8  SriLanka 0.0103847 0.0087652 0.0936228
9  Tutkey 0.0339355 0.0042097 0.0648823
10 United Arab Emirates 0.0029677 0.0119005 0.1090893
11 United Kingdom 0.0062071 0.0065334 0.0808295
12 United States 0.0250039 0.0060773 0.0779572

Source: Prepared by the authors

From the table above, it can be seen that all constituent countries have a positive expected
return value, this means that at this stage, all countries were eligible as investment options because
only countries with positive expected returns deserve to be chosen and proceeded to the next
stages. The country that showed the greatest return was Turkey with an average monthly return of
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0.0339355 or 3.39%. The second-highest yielding country was India with an average monthly yield
of 2.69%. Meanwhile, the countries with the greatest risk were the United Arab Emirates and
Canada, with a standard deviation of 10.9% and 10.7%, respectively, the rest of the countries had
a risk of less than 10%.

Beta () and Residual Etror Variants (o.’)

Single Index Model requires beta (8) of each constituent which describes the volatility of returns
per country to market return (DJIM). Beta coefficients can be positive or negative. If the beta is
positive, then an increase in market returns will cause an increase in constituent returns. Meanwhile,
if the beta is negative, then an increase in market return will cause a decrease in constituent returns.
The size of the normal beta coefficient is 3=1. If $<1, it is called a defensive constituent, which
means that if there is an increase in market return of x%, then the constituent’s return will increase
by less than x% and vice versa. If 3>1, it is called aggressive constituent, which means that if the
market return increases by x% then the constituent’s return will increase by more than x% and vice
versa. When the beta value is greater, the greater the influence of the market rate of return, so the
higher the risk inherent in the constituent.

Table 2. Beta (B) and Residual Error Variants (o) of each constituent during 2020

No. Constituent Countries Covariant § o
1 Canada 0.0065093 2.0145094 -0.0093278
2 China 0.0028798 0.5578587 0.0016247
3  India 0.0039741 0.7698551 0.0027904
4 Indonesia 0.0041747 0.8087093 0.0023395
5  Japan 0.0032239 0.6245241 0.0019732
6 Kuwait 0.0037029 0.7173130 0.0046534
7 Malaysia 0.0030783 0.5963180 0.0021739
8  Srti Lanka 0.0040526 0.7850542 0.0055837
9  Turkey 0.0031674 0.6135894 0.0022662
10 United Arab Emirates 0.0057421 1.1123463 0.0055133
11 United Kingdom 0.0051692 1.0013656 0.0013571
12 United States 0.0050720 0.9825321 0.0010939

Source: Prepared by the authors

Based on the calculation results, all constituents have a positive beta (8), which means that
an increase in market return (DJIM) would lead to an increase in returns in all constituent countries.
There were three countries that were aggressive, namely Canada, the United Arab Emirates, and
the United Kingdom, while the rest were defensive with a beta coefficient of less than one (3<1)
except for the United States with its beta value close to 1. China, Malaysia, Turkey, and Japan were
the most defensive countries. Meanwhile, the country with variance levels of residual errors that
represent the lowest unsystematic risk was Canada, while the highest was Sri Lanka.

Excess Return to Beta (ERB) and Cut-Off Point

In selecting the constituents to be included in an optimal Islamic global portfolio, certain criteria
are needed. All constituents were arranged into a ranking based on Excess Return to Beta (ERB)
from highest to lowest. Only country-based Islamic indices that have positive ERB values and are
greater than the Cut-Off Point have the opportunity to be the candidates that will form an optimal
Islamic global portfolio, while countries that have a negative ERB value and less than the Cut-Off
Point will not be included in the optimal portfolio formation.

From the calculations carried out, all countries had positive ERB values, however, there
were three countries that have ERB values smaller than the Cut-Off Point. These countries were
the United Kingdom, United Arab Emirates, and Canada. Therefore, these three countries needed
to be eliminated from the list of candidates for optimal portfolio formation. It explains that the
returns of these countries were not worth the risk.
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Table 3. Excess Return to Beta (ERB) and Cut-Off Point Compatison

Rank  Constituent Countries ERB Cut-Off Point Result

1 China 0317217 > Pass

2 Turkey 0.303664 > Pass

3 Japan 0.285553 > Pass

4 Malaysia 0.278507 > Pass

5 India 0.233008 > Pass

6 Kuwait 0.213090 > Pass

7 Sti Lanka 0.207342 > 0.1610320 Pass

8 Indonesia 0.194535 > Pass

9 United States 0.180547 > Pass
10 United Kingdom 0.158380 < Eliminated
11 Unite Arab Emirates 0.139666 < Eliminated
12 Canada 0.088322 < Eliminated

Source: Prepared by the authors

Proportion of Investment Funds (W)

After obtaining the nine selected countries to enter into the optimal portfolio formation, it could
now be calculated how much portion of the funds (Wi) that should be placed in each constituent
country that passed by first determining the weighted scale (Zi).

Table 4. Result of Weighted Scale (Zi) and Proportion (Wi) Calculation

Rank  Constituent Countties Zi Wi
1 China 53.6280 23.5845%
2 Japan 39.4120 17.3326%
3 Turkey 38.6189 16.9838%
4 Malaysia 32.2240 14.1715%
5 India 19.8580 8.7332%
6 United States 17.5283 7.7086%
7 Indonesia 11.5814 5.0933%
8 Kuwait 8.0248 3.5291%
9 Sti Lanka 6.5110 2.8634%
Total 100%

Source: Prepared by the authors

Based on the results of the above calculations, it can be seen that the largest portion of
funds is expected to be placed in China, which is 23.58% of the total investment funds that can be
allocated by investors for their global portfolio of Islamic stocks, while the next largest portions
are expected to be allocated in Japan, Turkey, and Malaysia with a portion of 17.33%, 16.98%, and
14.17% respectively. The smallest fund will be in Sri Lanka at 2.86%.

Indonesia Kuwait Sri Lanka
5% 3% 3% China
24%
India
9%
Japan
17%
Malaysia

14%

Source: Prepared by the authors

Figure 3. Optimal Proportion Calculation Results
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It is interesting to find that China, as the first country affected by the COVID-19, receives
the largest prospective proportion of Islamic global asset allocation as its beta (3) shows that this
country was the most defensive country to the global systematic market risk and turbulence
particularly during the first year of the COVID-19 period. This confirms that while global conditions
were experiencing a worsening trend related to the turbulence of COVID-19, China was actually
experiencing the opposite, which was a recovery trend. This provides a good opportunity for
multinational Islamic investors to diversify their investments by considering China as their number
one investment destinations besides Japan, Turkey, and Malaysia which are also promising counttries.

Expected Return of the Portfolio (E(R;))

Investors need to know how much the expected return of the portfolio that has been formed to
be compared with the market expected returns that have been previously known. The following is
a table that shows the calculation of the expected return of the generated portfolio by multiplying
the average expected return with the weight of each constituent:

Table 5. Calculation Result of Portfolio Expected Return (E(Ry))

No. Constituent Countries Wi * E(R))
1 China 0.005795
2 Japan 0.004497
3 Turkey 0.005764
4 Malaysia 0.001940
5 India 0.002357
6 United States 0.001927
7 Indonesia 0.000251
8 Kuwait 0.000016
9 Sri Lanka 0.000297

Total (E(Ry)) 0.022846

Source: Prepared by the authors

It can be seen in the calculation results table above that the portfolio that has been formed
provide expected returns of 0.022846 or 2.285% every month. This return is a promising return
because it is greater than the global market expected return (Dow Jones Industrial Average) of
1.035% per month, using historical data throughout 2020. This shows that through the formation
of this portfolio, returns could be optimized.

Risk of the Portfolio (o,)

The following table shows the calculation of portfolio risk involving the proportion (W), beta (3;),
and residual error variance (o.):

Table 6. Calculation Result of the Risk of Portfolio

No. Constituent Countries Wi * B (Wi * 0.2)2
1 China 0.1315684 0.000000146826
2 Japan 0.1082463 0.000000116965
3 Turkey 0.1042109 0.000000148138
4 Malaysia 0.0845069 0.000000094913
5 United States 0.0757395 0.000000007111
6 India 0.0672327 0.000000059385
7 Indonesia 0.0411898 0.000000014199
8 Kuwait 0.0253150 0.000000026969
9 Sti Lanka 0.0224794 0.000000025563
Total 0.6604888 0.000000640068
op? 0.0022520
Op 0.0474549

Source: Prepared by the authors
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From the table of calculation results above, it can be seen that the portfolio vatiance (o)
is 0.0022520, while the risk (o) which is the square root of the variance is 0.0474549. This risk is
much smaller than the global market risk (Dow Jones Industrial Average) of 0.0814043 or even the
global Islamic market (DJIM) of 0.0718482.

Comparison of Portfolio Coefficient of Variance (v,) with Market Coefficient of Variance
(V)

The coefficient of variation can provide information to investors to compare several investment
alternatives, then determine the option that provides the optimal return possibility in accordance
with the amount of risk contained in the investment. Information regarding the coefficient of
variation can be useful for investors to provide an overview of risk relative to stock returns. The
following is a comparison of the coefficient of variance of DJIM (Islamic Global Market) and DJIA
(Global Market) with the coefficient of variance of the generated portfolio (v;):

Table 7. Comparison of Portfolio Coefficient of Variance (v;)

Vp Vm (global Islamic) Vm (global unrestricted)
2.07720666 < 2.97062568 < 7.86212541
Source: Prepared by the authors

From the table above, it can be seen that the relative risk of the established portfolio is
much smaller than the relative market risk. The portfolio that has been formed has a relative
coefficient of 2.07720666, only 69.92% of the relative risk of the Islamic market which has a value
of 2.97062568 and 26.42% of the relative risk of the conventional market of 7.86212541. Besides,
this research also finds that even the undiversified Islamic global equity market performed better
than the unrestricted conventional counterpart during the first year of the COVID-19 crisis.

Conclusion

This study emanated the map of the global Islamic equity markets by building a global Islamic stock
portfolio with optimal returns and minimal risk, this was conducted by processing and analysing
the performance of countries providing Islamic stock indexes during the COVID-19 crisis, with
recommended 23.58% asset allocation in China; 17.33% in Japan; 16.98% in Turkey; 14.17% in
Malaysia; 8.73% in India; 7.70% in the US; 5.09% in Indonesia; 3.52% in Kuwait; and 2.86% in Sri
Lanka. With an expected return of 2.28% monthly, this portfolio return is also promising as it is
greater than the expected global market return (Dow Jones Industrial Average) of only 1.03% per
month. The calculated portfolio risk is 4.75%, it is much smaller than the market risk of 8.14%.
Three countries were eliminated as their Excess Return to Beta were lower than the Cut-Off Point,
these countries were the United Kingdom, United Arab Emirates, and Canada, it means that the
returns of these countries were not worth the risk.

It is interesting to find that China as the first country suffering from the COVID-19 gets
the largest prospective proportion of Islamic global asset allocation as its beta (3) shows that this
country was the most defensive country to the global systematic market risk and turbulence during
the first year of COVID-19 period. This also exposes that in this period China was experiencing a
quite different trend when compared to the global COVID-19 condition. Further research can be
conducted to investigate and explore the fundamental reasons why China excels in this regard.
Other promising countries during the crisis are Japan, Turkey, and Malaysia. For investors, this
research provides recommendations regarding which countries are suitable for future
diversification of global Islamic stock investment destinations by considering the returns and risks
of each country during the COVID-19 crisis. By following the recommendations generated from
this research, multinational Islamic investors can obtain optimum returns with minimum risk while
facing COVID-19 turbulence.
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