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ABSTRACT

Empirical Analysis of The Islamic Finance Investor Sensitivity To Commodity Price

Fluctuations

Since the 1990s, there have been major developments in both theory and practice of
Islamic capital markets. Investors turn to alternative investment vehicles as a result of
increased risk variety encountered by capital market investments as well as globalization and
financial deregulation. Islamic indices are also attractive to conventional investors because,
as a result of Islamic monitoring standards, they are less vulnerable to systematic risk
sources. Commodity prices, in addition to other macroeconomic factors, are particularly
significant for Islamic stock indexes since they support the real sector's operations
particularly well and Islamic finance is a financial system built on the profit-loss sharing
concept. commodities markets allow investors to profit more from the commodity markets
that have an adverse price correlation with bonds and equities. The study aims to obtain
appropriate portfolio diversification for each commodity and Islamic indices by using
nonlinear and variance causality tests between Islamic indices and commodity prices. The
data employed in this paper are daily time data and the sample periods range from
29.12.2009-28.10.2019 with 2557 daily observations. It has been concluded that according
to the causality results, Islamic Indices will provide benefits in portfolio diversification, and
the opportunity to diversify with energy and other Islamic indices and SGR, SYBN, and
WHT (Model 14,15,16) data, However, there is no combination for all Islamic indices model
(Model 1,2,3,4,5,6) and precious metal group models (Model 17, 18,19,20,21). Precious
metal model, the results indicate that precious metals are not effective diversification tools,

especially on variance causality.

Keywords: Nonlinearity, Causality in Variance, Islamic Finance, Commodities, Portfolio

Diversification



OZET

Islami Finans Yatirnmcisinin Emtia Fiyati Dalgalanmalaria Duyarhligimi Ampirik

Analizi

1990'lardan bu yana Islami sermaye piyasalarmin hem teorisinde hem de
uygulamasinda 6nemli gelismeler olmustur. Sermaye piyasasi yatirimlarinin artan risk
cesitliligi, kiiresellesme ve finansal serbestlesme sonucunda yatirimcilar alternatif yatirnm
araclarma yonelmektedir. Islami endeksler, islami izleme standartlarinin bir sonucu olarak
sistematik risk kaynaklarina kars1 daha az savunmasiz olduklari i¢in geleneksel yatirimcilar
icin de caziptir. Emtia fiyatlar1, diger makroekonomik faktorlerin yani sira, 6zellikle reel
sektoriin isleyisini iyi desteklemesi ve Islami finansin kar-zarar paylasimi konsepti iizerine
kurulmus bir finansal sistem olmasi nedeniyle Islami hisse senedi endeksleri icin dzellikle
onemlidir. Emtia piyasalari, yatirimcilara tahvil ve hisse senetleri ile ters fiyat korelasyonu
olan emtia piyasalarindan daha fazla kar etme firsat1 verir. Calismanin amaci, Islami endeks
ile emtia fiyatlar1 arasinda dogrusal olmayan ve varyansta nedensellik testlerinden
yararlanarak her bir emtia ve Islami endeks i¢cin uygun portfdy cesitlendirmesini elde
etmektir. Bu yazida kullanilan veriler giinliikk zaman verileridir ve 6rnek zaman periyotlari
29.12.2009-28.10.2019 arasinda 2557 gilinlik gozlem ile degismektedir. Nedensellik
sonuglarma gore Islami Endekslerin portfoy cesitlendirmesinde fayda saglayacagi ve enerji
ve diger Islami endeksler ile SGR, SYBN ve WHT (Model 14,15,16) verileri ile
cesitlendirme imkani saglayacagi sonucuna varilmistir. Ancak tiim Islami endeks modelleri
(Model 1,2,3,4,5,6) ve degerli metal grubu modelleri (Model 17,18,19,20,21) i¢in bir
kombinasyon bulunmamaktadir. Kiymetli metal modeli sonuglari, degerli metallerin
ozellikle varyans nedenselligi iizerinde etkili bir c¢esitlendirme arac1 olmadigim

gostermektedir.

Anahtar Kelimeler: Dogrusal Olmayan Model, Varyansta Nedensellik, Islami Finans,

Emtia, Portfoy Cesitlendirmesi
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1. INTRODUCTION

Today, the Muslim population is increasing rapidly, according to growing population
projects, between 2010-2050 by Pew Research Center, the expected world population is 9.3
billion approximately a 35% increase. For the same Project, they expected to Muslim
population to increase by 73%, while the number of Christians was expected to increase rate
35%. For this reason, the importance of Islamic Finance is increasing and will increase in

the incoming years.

Muslims
Christians
Hindus

Jews

Folk religions 4 32% growth

in overall

Unaffiliated
global
Other religions population

Buddhists =7

Figure 1. Estimated Percentage Change in Global Population Size 2015-2016
Source: Pew Research Center

According to Islamic Finance Outlook (2018), Islamic finance maintain oil-exporting
countries, with the Gulf Cooperation Council (GCC), Malaysia, and Iran, which have 80%
of the industry’s assets. Because of the diversification, Malaysia’s economy continued to
perform adequately while GCC economies dropped significantly between 2012-2017.
According to this report, Iran’s economy will continue to scarcity of financing options and

the remaining sanctions.

Islamic Finance, its banking and investment segment has significant importance in a

huge part of the world region, especially in Muslim countries. According to Thomson



Reuters (2015) report, in s2015 Islamic equity in the global markets stood at an estimated
size of US$60 billion in 2015 and by the end of 2019, this amount will rise to US$77 billion.

However, investing opportunity for Islamic investors is restricted because their
investor behavior is governed by Sharia principles, so some sectors like hotels,
entertainment, and weapon are prohibited from their investment (Masihh et al. 2018).
Limited investment opportunities in the commodity markets for Islamic investment, must be
tangible and spot commodities meet the requirements of the non-interest-bearing
transactions (Nagayev at all: 2016). Broader Global Islamic Securities universe that which
are part of the Islamic finance industry meet the criteria of Shariah principles. For that,
Shariah-compliant securities are affected by volatility and price movements (IFSI Stability
Report,2016).

Consequently, not only Muslim but also non-Muslim and retail clients apply Islamic
Finance to diversifying their portfolios, and they are willing to the alternative investment
solutions aftermath of the fiscal crisis. Over the past decade for this reason Islamic finance
industry has been growing and reached $1.9 trillion in 2016, quadrupling the level seen in
2006.

In addition, for Emerging market economies growth show a slowdown, because
commodity prices have fallen over the past decades. The trend of investment for
commodities raised for the obtain diversification benefits (Naifar 2018). Because of the
consideration of commodities as a popular asset class within the portfolio, financialization
of the commodities has emerged since the early 2000s. Biiyiiksahin et al. (2010),
Daskalakiand Skiadopulos (2011), Belousova and Dorfleitner (2012), Nagayev & Masih
(2013), Saiti and Dahiru (2018) argued that because of the following characteristics of

commodities institutional managers want to put them in their portfolios:

- Firstly, because of the strong connection between inflation and commodity prices,
commodities offer an effective hedge against for the expected and unexpected

inflation terms.

- Secondly, commodities give the investors greater diversification benefits and
efficiency in the portfolio because commodities have little or no correlation with
other assets. For taking higher returns Investors take higher risks, investing in the

commodities provides the achieve this goal.



- Thirdly, the current state of the economy and business cycle determine the

commodity prices.

Consequently, partnership, mutual solidarity, and goodwill are the symbols of the
Islamic economic system. Quran and Hadith for Muslims to act on rumors prohibit it. Hence,
investors of the Islamic financial system cannot work on overly optimistic or pessimistic

expectations.

Investor sentiment is defined as the propensity to speculate (Barberis, Shleifer &
Vishny 1998). Any kind of speculation, either intentional or partaking, is considered haram
(not permissible) in Islam. Another common concept of investor sentiment is that
sentimental investors value rumors more than fundamentals (Baker, Wurgler & Yuan 2010).
The long-run significance of investor sentiment may also indicate that irrational investors
outperform rational investors (Black 1986). Theoretically, Islamic finance should not be
connected to investor sentiment. Islamic finance should rely on fundamentals, not on rumors.
However, if investor sentiment has a significant influence on the Islamic Shari’ah stock
index, it will probably close the gates for both neoclassical economics and Islamic capital

markets.

1.1. Research Objective

The study aim of the study is to obtain appropriate portfolio diversification for each
commodity and Islamic index data by making use of nonlinear and variance causality tests
between Islamic index and commaodity prices. For this aim, we use daily data because Naifa
and Dohaiman (2013) argued that daily data more adequately capture the interaction of oil
and stock prices in the region than low-frequency data. Narayan, Bannigidadmath, and
Narayan (2016) investigate that daily data might be better than monthly data when the aim
is obtaining much information The data employed in this paper are daily time data and the
sample periods run from 29.12.2009-28.10.2019 with 2557 daily observation.

1.2. Research Questions
In this thesis following questions try to explain:

- Is there a non-linear relationship between the series?



- Does the commodity price cause the prices of the other commodities and Islamic

stock indices or vice versa?

- Which commodities and Islamic stock markets investors should invest in to gain

portfolio diversification benefits?

1.3. The Significance of Study

This study will be unique because the previous study mentioned the literature review
only focus on some basic energy commodities and stock market relationship during the crisis
period. This study contributes to the existing literature covering three different types of
commodities: precious metal, energy, agriculture, and Islamic investors return for the
significant area of the Islamic world when investors face volatiles of these commaodity prices
how will their reaction, and this study hopes to contribute with diversification benefits of

commodities, and Islamic Indices.

Another contribution, before literature, when they decide on their econometric
methodology, they didn’t apply tests for linearity or non-linearity. The implementation of
nonlinear models is the primary emphasis of this work, and the key considerations are as
follows. Energy commaodities and most precious metals have a nonlinear behavior over time,
similar to an economic or financial variable, as a result of economic conditions. As a result,
how they interact with one another is likewise nonlinear. The theoretical and empirical
underlying principles of this nonlinear behavior may depend on the fragility of
macroeconomic variables and may be brought on by wars, other geopolitical extreme events
that have an impact on suppliers or demander nations (e.g., the first and second oil price
shocks and the 2006 oil price shock, the Arab Spring, rising interest rates, the 1970s crisis,
OPEC decisions, the 1997-1998 Asian Crisis, the 2008-2010 global financial crisis),
economic crises (e.g. Under these conditions, the prices of agricultural, metal, and energy
commodities show more complicated behavior than a linear and stable connection (Bildirici
and Tirkmen:2015; Ciner:2001, Naifa:2013).



1.4. Organization of Study
The following is how the thesis is organized:

Chapter one gives a fundamental introduction to the study including the objectives,

significance, and organization.

In the second chapter of the study, extensive information about the Islamic Finance

system is given and the subject of Islamic investment is mentioned.

In the third chapter of the study, the commodity market is discussed and the importance

of commodities in terms of investment is given.

In the fourth chapter of the study, information about the financial theories that refer to
portfolio diversification, which is the aim of the thesis, is given.

In the fifth part of the study, the previous studies that were used and contributed to the

emergence of the study were mentioned.

After mentioning the data and data range used in the sixth chapter of the study,
theoretical information about the econometric methods used is given.

In the seventh part of the study, the statistical results obtained with the econometric

methods used are interpreted.

In the eighth chapter, information about the purpose, scope, limitations, and working
range of the study is given and the statistical results obtained are presented.



2. ISLAMIC FINANCIAL SYSTEM

The purpose of this chapter is to present comprehensive information about the Islamic
Finance system, Islamic Capital Market, and Islamic investing. It addresses the concept and
the Principles of Islamic Finance, the Fundamentals of Prohibition of Islamic Finance, the
Evolution of Islamic Finance, the Main Components of Islamic Finance, and Investing in

Islamic Finance.

2.1. Introduction to Islamic Finance

The literature has a variety of Islamic finance definitions, ranging from basic
definitions for certain components (such as Islamic banking) to more sophisticated
definitions that encompass all financial processes. The following definition is more useful
mentioned by Warde (2010:7) “Islamic financial institutions are those that are based, in
their purposes and operations, on Quran's precepts (principles of the Muslims' holy book),”.
According to this definition, Islamic financial businesses do not include only banks, but also
other sorts of financial intermediaries that follow Sharia rules (Gait and Worthington,
2007:4).

The provision of financial services in conformity with Islamic law and Islamic
principles (Shari'ah) is referred to as Islamic finance and is derived from three significant
sources; the Muslim Holy book name is Quran, the tradition and practice of Prophet
Muhammad called Sunnah, and ijtihad which are the reasons of qualified scholars. It also
demands parties adhere to fairness norms and contract integrity. Real economic activity must
underpin transactions, and risks must be shared. In Islam, financial system and social system
are correlated with each other. (Igbal, 1997: 42; Islamic Capital Market Fact Finding Report,
2004:5; Dusuki,2006; Kammer et al., 2015:9; Hassan and Hussain, 2022:4.). On the other
side social welfare, fairness, universal brotherhood, prosperity, and welfare of the entire
society are the souls of the Islamic economic system (Igbal, 1997; Haider and Azhar, 2011).

The Shariah-compliant investing business is still in its early stages, but it is expanding
rapidly. Indeed, it is one of the fastest-growing sectors of the world's financial system.
Shari’ah investment is not limited to Islamic investors. Values-based investment appeals to

investors of all shades. Similarly, investments are not confined to Islamic enterprises but can



be made in any company that performs permissible activities. Aside from the socially
responsible purpose, there are other motivations for non-Islamic investors to invest by
Shariah principles. Islamic funds' operations are based on concepts of social responsibility,
making them appealing to non-Muslim investors interested in "ethical” finance. Islamic
investment funds have established a reputation as a crucial component of the expanding
Islamic financial system by providing the dual duties of risk intermediation and effective
deployment of excess liquidity. They offer a diverse range of portfolio management choices
and mobilize long-term investments required for capital market development (Igbal,2011;
Kamso, 2013).

2.2. Historical Timeline of Islamic Finance

In 1963, the first experiments with modern Islamic finance took place in the
countryside of Mit Ghamar in Lower Egypt. Savings/investment houses operated in tiny
communities in Northern Egypt under the direction of Ahmed al-Najjar, giving finance to
small businesspeople and poor farmers on a profit-loss sharing basis. The Pilgrims'
Management and Fund Board (Tabung Haji) was founded in Malaysia in the same year to
assist people in saving money for the hajj (pilgrimage) (Kok, 2014; COMCEC, 2016; Soage,
2020). Despite not being classified as an Islamic commercial bank, Tabung Haji has emerged
to become the first Islamic financial institution in modern times (Omar et al., 2013). The

money was invested in industrial and agricultural initiatives.

The Organization of the Islamic Conference (OIC, now Organization of Islamic
Cooperation) established the Islamic Development Bank in 1974 as a multilateral lending
agency to offer Shari'a-compliant funding to member countries' development initiatives. It
first opened its doors in 1977. Several large Islamic commercial banks were created around
the same period, the whole first being Dubai Islamic Bank in 1975, followed by Faisal
Islamic Bank of Sudan and Kuwait Finance House in 1977. In the aftermath of the 1979
Islamic Revolution, Iran overhauled its banking sector in the 1980s. At the same time,
Pakistan attempted but failed, to Islamize the entire financial system (Kok, 2014; COMCEC,
2016; Igbal and Molyneux,2016; Alswaidan,2017; Soage, 2020).

Several non-bank financial institutions were established in the 1980s. Mudaraba
companies were founded in Pakistan following the passage of the Mudaraba Ordinance in
1980. Established in 1989, Al-Fallah Aam Unnayan Sangstha in Bangladesh was one of the



first Islamic microfinance institutions. Islamic cooperatives were developed in non-Muslim
nations where banking rules prohibited the creation of Islamic banks. Ansar and Islamic Co-
operative Housing Corporation Ltd., the first Islamic cooperative in the Western world, was
founded in Toronto, Canada in 1981 to provide Shariah-compliant house finance to the
country's Muslims. In Trinidad & Tobago, the Muslim Credit Union was founded in 1983,
while the Pattani Islamic Saving Cooperative began operations in 1987 (COMCEC, 2016;
Alswaidan,2017).

Table 1. represents the evolution of various Islamic financial institutions over time,

and major milestones are detailed below.

Table 1. Historical timeline of Islamic Finance

Period Financial Innovations

1960s -First experiments of Modern Islamic Finance

- First Islamic commercial banks

1970s - First Tekaful company

-Retakaful

-Mudarabah Companies

1980s -Microfinance Institutions
-Cooperatives/Credit Unions
-Investment Banks

-Private equity and venture capital firms
-Project Finance

1990s -Pawn shops

-Islamic Indices

-Corporate Sukuk

-Awaqaf Properties Investment Fund
-Infrastructure fund

-Leasing companies

-Sovereign Sukuk

-Hedge Funds

-Islamic real estate investment trust

2000s

-Crowd funding platforms
2010s -Social Sukuk
-Green Sukuk

Source: Ahmed, 2017



Other sorts of nonbank financial institutions emerged in the 1990s. Muassasah Gadaian
Islam Terengganu, Malaysia's first Islamic pawnshop, opened in 1992 in the Malaysian state
of Terengganu (Hisham et al., 2013; Othman and Abdullah, 2019). The first large co-
financed transaction incorporating project financing under Islamic project financing was the
USD 1.8 billion Hub River power project in Pakistan, which began in 1993. Al-Rajhi
Banking and Investment Corporation offered a USD 92 million Istisna’ facility as part of a
USD 1.8 hillion total investment in the project (Hamwi and Aylward, 1999; Esty, 2000;
COMCEC, 2016). Likewise, Kuwait Finance House provided a USD 200 million tranches
in 1996 for a USD 2 billion petrochemical plant for the Equate Petrochemical Firm, a joint
venture between the Union Carbide business and the Petrochemical Industries Company, a
subsidiary of Kuwait's national oil company. Shell issued the first corporate Sukuk in
Malaysia in 1990. In addition, to address the needs of Muslim investors, the Dow Jones
Islamic index was launched in 1999 (Omar et al., 2013; COMCEC, 2016).

In 2001, the IDB (Islamic Development Bank) launched the Awgqaf Properties
Investment Fund to invest in commercially developing awgaf properties around the world.
The IDB also formed the first infrastructure fund in the same year, with a capital commitment
of USD 730 million. Seven Injazat Technology Fund E.C, founded in 2001 in Dubai, was
one of the first Islamic venture capital funds. In Asia, the first Islamic private equity fund,
CIMB Muamalat Fund I, was established in 2002 (Wouters, 2008; Hamza, 2021; COMCEC,
2016). Islamic leasing companies began in 2000, and several have subsequently been
founded in the GCC region (COMCEC, 2016).

Aside from an increase in the number of Islamic banks, non-bank financial institutions,
and capital markets in various jurisdictions, the 2010s saw additional changes. Recently, a
few fintech organizations, such as Shariah-compliant crowdfunding and asset management
platforms, have been established. A few new forms of social and green sukuk were issued in
capital markets (Ahmed, 2017; COMCEC, 2016).

2.3. The Framework of the Islamic Financial System

This section gives detailed information about fundamental prohibitions and main

principles of Islamic Finance.



2.3.1. Fundamental Prohibitions of Islamic Finance

According to meeting the Magasid (objectives) of Shariah, all parts of society should
be ruled and directed by Islamic teachings and beliefs, and there should be no distinction
between social life and economic or commercial life. Because of this, three basic
prohibitions for Islamic Finance: Riba (interest), Maysir (gambling), and Gharar
(uncertainty) (Igbal, 1997; Haider and Azhar, 2011; Omar, 2013). Figure 2 shows the

fundamental prohibitions of Islamic Finance.

Fundamental prohibitions of Islamic finance
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Figure 2. Fundamental prohibitions of Islamic Finance

2.3.1.1. Riba

Riba is called interest and it’s related to the return on money with a fixed or floating
interest rate. Riba is prohibited if one contract includes riba rate this contract becomes
invalid. This prohibition might be seen as a rejection of time's value of money. The time
value of money is not prohibited in Islamic law financial theory and practice if it is not part
of a loan relationship in which it is claimed as a fixed value. Shari'ah does not forbid an
increase in loan in the price of a commodity in any sale contract to be paid at a future date,
hence Islamic finance does not rule out the time value of money. Making money's temporal
value an aspect of a loan relationship when it is claimed as a predetermined value is
prohibited by Shari‘ah. In this case, Shari'ah mandates that a loan be repaid in the same
currency in which it was provided. The buying power (worth) of paper currencies varies due
to changes in numerous variables over which the two parties to a loan arrangement often

have no influence (Ahmad and Hassan, 2006).

The following three points explain the reasons why Shariah law forbids riba (interest-
based funding). The fir