























Returns and Volatility Spillover Between the KLSI and KLFI: Bivariate GARCH Model
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Figure 4. Hedging ratios (b) for bivariate GARCH(1,1) (2004 — 2008)
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Figure 5. The difference in portfolio variance for bivariate GARCH and conventional GARCH
(1996 — 2000)
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market. The implications of these results are very important to hedgers. These include the
optimal hedge ratio and the risk involved in hedging itself especially during the period of
financial crisis. :

5. Conclusion

This article investigates the effectiveness of hedging the cash markets index on the KLSE
using the futures index on the MDEX. By application of the bivariate GARCH(1, 1) model,
the time varying hedge ratio is able to capture the volatility spillover between the two
markets. The model is more robust than the conventional GARCH model as it is able to
incorporate the volatility simultaneously in the variance-covariance equations. The results
indicate that the two models show an obvious disparity in the variance of the hedged
portfolio when the economy was in the 1997 financial crisis. Using the bivariate GARCH,
the variance of the portfolio is much larger than the conventional GARCH methodology,
thus it underestimates the risk involved during the financial crisis. Further the results show
that the persistence of shocks in the bivariate GARCH model is more stable and seems to
die out slowly. The implication to investors is that it is still too risky to enter the market even
with a hedged portfolio.

It is also found that a two-way relationship exists not only in the return of the cash and
the futures markets, but also in the volatility of the returns. This supports that there is flow
of information between the two markets with each market adjusting to any information from
the other.
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