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International investors are increasingly attracted towards emerging and frontier markets

because of their potential to enhance diversification benefits of a global portfolio. This calls for

a rigorous analysis of the nature and determinants of stock market comovement between devel-

oped, emerging, and frontier markets in Europe and Asia-Pacific regions. The findings suggest

that unlike their Asia-Pacific counterparts, European developed, emerging, and frontier stock

markets display a higher degree of comovement. Although Asia-Pacific frontier markets provide

good diversification opportunities, investors must be cautioned against their weak financial sys-

tem. The volatility of returns, gross domestic product growth rate, and the 2008 global financial

crisis (GFC) are the key determinants of stock market comovement in Europe. The mechanisms

by which comovement in the Asia-Pacific region is strengthened differ across markets. Compar-

ative analysis of comovement and its determinants across different classes of equity markets

and geographies is expected to provide valuable perspectives to global investors, portfolio man-

agers, and policymakers.

KEYWORDS

Asia-Pacific, DCC-GARCH, emerging markets, Europe, frontier markets, stock market

comovement

1 | INTRODUCTION

“In my 45-year career as an investment counselor,

humility did show me the need for worldwide diversifi-

cation to reduce risk.” Sir John Templeton

The world has always been on a lookout for fast-growing invest-

ment avenues. However, the 2008 global financial crisis (GFC)

adversely affected their risk appetite that resulted in a flight to safe

options like gold. However, investors have been starved of high yields

for too long and are now rediscovering their risk appetite. The spot-

light has now shifted to emerging and frontier markets to satiate this

appetite. Frontier markets are relatively small equity markets existing

in countries that are in the early stages of economic development.

Recent data indicate heavy investment in emerging markets and

increasing interest in frontier markets. Institute of International

Finance projects nonresident inflows to emerging markets to cross

USD 1 trillion in 2018 (Reuters, 2017). The annual performance of

MSCI Frontier Market Index jumped from 3.16% in 2016 to 32% in

2017 (MSCI, 2017). This reflects renewed interest in frontier markets

owing to their good economic growth and expanding domestic mar-

ket. The growing importance of emerging markets and frontier mar-

kets in the investment community makes it imperative to analyze

stock market comovement between themselves and in relation to

developed markets.

Stock market comovement has implications for international

investors, portfolio managers, and policymakers. A strong comove-

ment implies limited international diversification benefits for investors

and portfolio managers. For policymakers, it implies easy access to

foreign capital as well as increased vulnerability to financial contagion.

However, mere existential knowledge of stock market comovement is

inadequate for both these groups. They also need to know the factors

that drive stock market comovement. An understanding of the deter-

minants will enable investors and portfolio managers to design an

optimal portfolio and will facilitate policy makers in formulating suit-

able resource mobilization and economic stabilization policies.
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INTRODUCTION

One of the key objectives of SEBI Act (1992) is to protect and promote the financial
market in India. SEBI endeavors to create a robust financial market which is “resilient,
innovative and responsive to the changing requirements of all market participants”
(Tandon and Vashisht, 2002). Over the last two decades, SEBI has introduced various
measures to strengthen the market, including primary market segment (Bhole and

SEBI introduced mandatory grading of Initial Public Offers (IPO) in 2007 to enhance
information symmetry between issuing companies and investors in the primary market,
particularly for retail investors, increasing overall investor participation and ensuring pricing
efficiency. However, in December 2013, SEBI scrapped mandatory grading and made it an
optional exercise; this event signals that mandatory IPO grading failed to meet its objectives.
This paper attempts to analyze the impact of mandatory grading of IPO in promoting investor
confidence by analyzing all graded IPO offered during the mandatory grading regime (2007-
2013) using regression analysis. Results indicate that IPO grades have a significant influence
on retail demand; also, high graded issues attract demand from across all investor categories.
Further, high graded IPO seem to be priced efficiently as compared to others. Overall, this
study suggests that this provision should have been retained, especially in the interest of retail
investors.

Key Words: India Investor Confidence, Long-run Performance, Mandatory IPO Grading,
Pricing Efficiency
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Abstract
Purpose – The purpose of this paper is to investigate the long-run equilibrium relationship between
developed, emerging and frontier markets of the Asia-Pacific region during January 2000 to June 2016.
Design/methodology/approach – Zivot and Andrews’ unit root test is used to examine the existence of
unit root in index series in the presence of a structural break. Gregory and Hansen’s test of cointegration is
employed to examine the stable long-run relationship between the indices under study.
Findings – The results suggest that the emerging markets of China and Thailand and the frontier markets of
Sri Lanka and Pakistan are fairly segmented from most of the markets in the Asia-Pacific region. Hence, these
markets provide good diversification opportunities to global investors. Bidirectional cointegration analysis
indicates that emerging and frontier markets influence developed markets. Hence, it can be inferred that the
de facto position that only bigger markets influence small markets no longer holds true in the current environment.
Practical implications – The findings of this study will provide valuable inputs to global investors for
creating an optimal investment portfolio.
Originality/value – This study does a comprehensive examination of market integration in the Asia-Pacific
region. It also contributes to the thin body of work done on frontier markets. Unlike past studies, this paper
analyzes the bidirectional cointegration relationship to examine if the notion that only bigger markets
influence smaller markets holds true or not. Finally, this study employs advanced techniques of unit root test
and cointegration test that consider structural breaks in the models.
Keywords Cointegration, Emerging markets, Asia-Pacific, Stock market integration, Frontier markets,
Structural break
Paper type Research paper

1. Introduction
According to modern portfolio theory, investors must hold diversified portfolio of assets to
earn better risk-adjusted returns. With respect to international portfolio, this implies that
investors must have geographic diversification in their portfolio. Liberalization of stock
markets, improved capital mobility and technological development in communication has
encouraged investors to invest beyond the confines of their home country. However, these
factors may also have strengthened the relationship between different stock markets.
The existence of such long-run relationship between different equity markets may diminish
the benefits of international portfolio diversification. Thus, this calls for a need to investigate
the existence of long-run relationship between different equity markets and identify the least
integrated market that can provide diversification benefits to international investors.

This study investigates the existence of long-run equilibrium relationship between
developed, emerging and frontier markets of the Asia-Pacific region. At present, the
Asia-Pacific region is an attractive investment destination for global investors. This is
corroborated by the fact that almost 80 per cent of the value of total investment funds
is concentrated in the Asia-Pacific region. This region also accounts for almost 35 per cent of
world market capitalization and houses about 52 per cent of world’s listed companies
(World Federation of Exchanges, 2016). Rapid economic growth, improved capital mobility,
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