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ABSTRACT: This study analyzes opportunities ofinternational investment diversification in
ASEAN-5 countries, including Indonesia, Malaysia, Singapore, the Philippines, and Thailand.
The analysis calculates value of combined stock index correlation infive capital markets. Ac-
cording to Markowitz (1952), countries with a negative correlation value are the basis for de-
termining investment. This research was conducted to examine theimplementation of AEC poli-
cy in 2016 by using a quantitative explanatory survey approach. Data were in the form of time
series andweekly transaction from January 2016 to 2018. The results of the first-year analysis
after the enactment of AEC in 2016 showed thatcountries that provide opportunities for interna-
tional investment diversification in capital markets are only Malaysia and Thailand. Between
2017 and 2018, no capital market had a negative correlation, indicatingthat the implementation
of AEC has not depictedthe available investment opportunities in several ASEAN countries.

1 INTRODUCTION

The concept of diversification was introduced by Markowitz in 1952. This concept then ex-
perienced improvement and simplifications affecting the implementation of financial theory.
Markowitz reduced the main benefits of quantitativediversification by employinga portfolio of
two risky assets. The diversification aims to reduce the amount of risk, but still provides suffi-
cient potential profit. This notion is commonly known as asset allocation (Lessard, 1973).

The international investmentdiversification in severaltypes of assets in various countries is a
good strategy for investors. Berger et al. (2011) stated thatdiversification strategy is good to be
implementedsinceit can provide significant benefits to investors.One ofbenefits according to
Srthapramote et al. (2013), isit provides opportunities for investors to obtain greater profits.
Bouslama, et al. (2014) andDimitriu (2014) also supported this statement by explaining that di-
versification will provide benefits to reduce the risk borne by the investment made. The capital
market currently offersopportunities for investors, particularly inASEAN regions, such as being
able to forma free trade cooperation system i.e.AEC. .

Solnik (1995) positedthat investors are more interested in international diversification be-
cause the total risk generated by international diversification is smaller than domestic. Mansour-
far et al. (2010) explained that portfolio diversification carried outthoroughly by investors can
increase profits and reduce risks. According to Goel and Chaudhary (2013); Zafaranloo and Sa-
pian (2013), optimization of the diversification benefits can be obtained by reducing the corre-
lation of capital markets sincethe lower the correlation of capital markets amongcountries, the
greater the benefits of portfolio diversification.

Amewu et al. (2016) examining the global capital market reaction to the UK's decision to
leave the European Union mentioned that all capital markets, except China, generally gave a
negative response to the Brexit decision, one day before and after the Brexit decision was made.
Understanding the relationship amongcapital markets becomes an important part in risk man-
agement and portfolio allocation (Slimane et al., 2013). The correlation amongcapital markets
invarious countries is mentioned by Phylaktis, Ravazzolo (2005). Some of these studies have



not partially analyzed the direction of the correlation obtained in each country associated with
investment diversification opportunities. This disconnection of the studied capital markets can
occur because the capital market tends to be segmented. This is also in linewithresearch by Sun
and Tong (2000), which was conducted in the Chinese capital market. Also, Grauer and Ha-
kansson (1987) arguedthat the risk of international portfolio investment can be reduced by in-
corporating foreign assets into a country's portfolio investment. The portfolio theory describes
that diversification can reduce portfolio risk by avoiding investment in perfectly correlated as-
sets (Markowitz, 1959).

Berger et al. (2011), Srthapramote, et al. (2013), Bouslama, et al. (2014), Dimitriu (2014) sta-
tedthat portfolio risk can be minimizedby including foreign assets in portfolio investment. Man-
sourfar et al. (2010) also mentioned the benefits of an international portfolio included in foreign
stocksinvestments will be beneficialfrom increased expected returns. The principle of a lower-
risk of international diversification significantly depends on the low correlation between cross-
border markets (Grubel and Fadner, 1971). According to Xiao and Dhesi (2010), increased co-
movement amongasset returns from international stock market will reduce value of profits from
internationally diversified investment portfolios.

The aforementioned research is to discuss the correlation amongcapital markets and their re-
lationship with investment diversification. Based on the main theme, this research will describe
how to diversify international portfolios based on capital market correlations after the imple-
mentation of AEC policy with the focus in ASEAN- 5countries. The emergence of AEC has
opened relations and cooperation among 5countries andprovided opportunities for investors to
invest in other countries. Hence, this study attempts to answer one question, "What are oppor-
tunities provided for international portfoliosdiversification of in theAEC forthe ASEAN capital
markets based on correlation value amongthe markets inindonesia, Malaysia, the Philippines,
Singapore, and Thailand?

2 RESEARCH METHODS

This study used a quantitative explanatory survey approach and past secondary data in the
form of weeklyclosing prices taken from stock price indexes in several stock exchanges in the 5
(five) capital markets of ASEAN member countries, includingthe Indonesia Stock Exchange
(IHSG), Singapore Stock Exchange (STI), Malaysia Stock Exchange (KLCI), Philippine Stock
Exchange (PSEI), and Thailand Stock Exchange (SET]).

Furthermore, this study analyzedthe correlation between stocks andIHSG data ineach capital
market. FromIHSG data, the correlation wasanalyzed to examinenegative value. This study used
population data after the enactment of AEC policy in2016-2018. In addition, this study used
non-probabilitysampling through a purposive sampling method with several sample criteria that
must be met. Data analysis method was applied to determine the correlation of the combined
stock price indexes of each country in the ASEAN-5 with the correlation test by using the for-
mula below:
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Wherer x0 x1 x2 x3 x4 =correlation coefficient amongstate stock index x0 x1 x2 x3 x4;
n = number of observations; X0 x1 x2 x3 x4 =level of stock index value x0 x1 x2 x3 x4

3 DISCUSSION

Markowitz (1952) statedthat the main benefit of quantitative diversification using a portfolio
consists of two risky assets. Through simple mathematics, Markowitz couldprove that portfolio
risk can be minimizedif both assets have a negative correlation coefficient. Part of the analysis
for investors’ investment is to understandthe direction of investment market correlation which is
an essential analysis to make.. Generally, the lower the correlation amongsecurities, the lower



the risk of portfolio. Furthermore, investors who avoid risk tend to choose securities with nega-
tive correlations (Markowitz, 1959).

The enactment of AEC has opened relations and cooperation among its membercountries
andprovided opportunities for investors to invest in thosecountries with investment opportuni-
ties. Understanding the relationship amongcapital markets becomes an important part ofrisk
management and portfolio allocation (Slimane et al., 2013). Based on the data analysis in this
study, in the first year of AEC implementation in 2016, countries with an opportunity as an in-
ternational investment diversification in the capital market wereMalaysia and Thailand with a
correlation value of -0.066. In contrast,in 2017 and 2018, no capital market had a negative cor-
relation, indicatingthat the implementation of AEC has not provided a big picture of investment
opportunities in various countries simultaneously,particularly in Indonesia, Singapore, Malay-
sia, the Philippines, and Thailand. Can these results indicate that the Markowitz Diversification
theory regarding investment is no longer suitable for cases likeafter theAECenactment? This
question can be utilized by researchers to have in depth investigationregardinginvestment di-
versification in ASEAN-5capital markets. However, it might be possible that the correlation re-
sults in this study can be utilized by irrational investors since they are usually fond ofchallenges
and risks. Thus, as long as a high-profit involved in investment, those investors will still invest
their shares through capital markets in different countries simultaneously.

4 CONCLUSION

By examiningthe results of this study and based on Markowitz's Diversification theory related
to investment, the AEC enactment so far has not statistically given a big picture of investmen-
topportunity in capital marketsofvarious countries simultaneously. This finding is based on the
correlation analysis results conducted at the end of 2017 and 2018 revealing that none had a
negative correlation. According to Markowitz (1959)rational investorstend to avoid risk by
choosing securities with negative correlations in their portfolio. The result depicting that a nega-
tive correlation result can still be employed by irrational investors who particularly likechal-
lenges and risks. Thus, as long as high-profitsinvolved in investment, those investors will still
invest their shares through capital markets of different countries simultaneously.

REFERENCES

Amewu, G., Mensah, J.O. &Alagidede, P. 2016. The reaction of the Global Stock Market to
Brexit.Journal of African Political Economy & Development. VVol. 1 ISSN: 2518-847.

Berger, D., Pukthuanthong, K., & Jimmy Yang, J., 2011. International diversification with fron-
tier markets. Journal of Financial Economics, 101(1), 227-242.

Bouslama, O., &Ouda, O. B. 2014. International portfolio diversification benefits: The relev-
ance of emerging markets. International Journal of Economics and Finance, 6(3),200.

Dimitriu, M. 2014. Modeling the efficient frontier of an investment portfolio. Journal Know-
ledge Horisonz — Economics, 6(3), 35-40.

Goel, M.D. & Chaudhary, M.M.S. 2013. Advantages of International Portfolio Diversification.
International Journal of Marketing, Financial Services & Management Research, Vol. 2,
No. 4, ISSN 2277-3622.

Grauer, R. R. &Hakansson, N. H. 1987. Gains From International Diversification. 1968-85 re-
turns on portfolios of stocks and bonds. The Journal of Finance, 42(3), 721-739.

Grubel, H. G., &Fadner, K. 1971. The Interdependence of International Equity Markets. The
Journal of Finance, 89-94.

Lessard, D. R. 1973. International portfolio diversification: a multivariate analysis for a group
of Latin American countries. The Journal of Finance, 28(3), 619-633.

Mansourfar, G., Mohamad, S. & Hassan, T. 2010. A Review of International Portfolio Diversi-
fication: The Middle East and North African Region. African Journal of Business Man-
agement Vol. 4(19), pp. 4167-4173.

Markowitz, Harry. 1952. Selection, Portfolio, and Efficient Diversification, E. The journal of
finance, 7(1), 77-91.

Markowitz, Harry. 1959. Portfolio Selection. John Wiley & Sons, New York.



Phylaktis, K., &Ravazzolo, F. 2005. Stock market linkages in markets: implications for interna-
tional portfolio diversification. Journal of International Financial Markets, Institutions and
Money, 15(2), 91-106. doi:10.1016/j.intfin.2004.03.001

Slimane, F.B., Mehanaoui, M. &Kazi, I.A. 2013. How Does the Financial Crisis Affect VVola-

tility Behavior and Transmission among European Stock Markets?InternationalJournal of
Financial Studies, ISSN: 2227-7072.

Solnik. 1995. Why Not Diversify Internationally Rather Than Domestically. Financial Analysts
Journal (January-February 1995): 89-94.

Sethapramote, Yuthana and Prukumpai, Suthawan and Kaewju, Anucha, Stock Market Integra-
tion and Portfolio Diversifications in the ASEAN Economic Community (AEC): A Thai
Perspective (November 28, 2013). Asian Finance Association (AsianFA) 2014 Conference
Paper. https://ssrn.com/abstract=2396471

Sun, Q., & W. H. S. Tong. 2000. The Effect of Market Segmentation on Stock Prices: The Chi-
na Syndrome. Journal of Banking & Finance, 24:1875-1902.

Xiao, L., &Dhesi, G. 2010. Volatility Spillover and Time-Varying Conditional Correlation be-
tween The European and US Stock Markets. Global Economy and Finance Journal, 3(2),
148 - 164.

Zafaranloo, F.R. &Sapian, R.Z.Z. 2013. The Benefit of International Portfolio Diversification in
Asian Emerging Markets to the U.S Investors. International Journal of Business, Econom-
ics, and Law. Vol. 2, Issue 2. ISSN: 2289-1552.



https://ssrn.com/abstract=2396471

