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This study attempts to investigate the inter linkages between equity market of G-8
countries. Daily data of stock market returns of G-8 equity markets for the period
of 2000 to 2010 has been used. These markets include Canada, France, Germany,
Italy, Japan, Russia, United Kingdom and United States. In order to explore the
interlinkages among these markets, Granger causality test, Johansen and Juselius
Multivariate test, Bi-variate co-integration test, Variance Decomposition and Vector
error correction models have been used. The results reveal that co integration exists
in equity markets of G-8 countries thus these markets do not offer an opportunity for
portfolio diversification to the investors. Further, policy makers of these countries
should be careful as the contagious problem may flow to these markets.
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INTRODUCTION

Theconceptofportfoliodiversificationgrabbedmuch
attention in the early work of Harry Markowitz (1952,
59) contributing in the area of investment analysis, and
providing bases for the development of famous Modem
Portfolio theory. The portfolio return was weighted
average of returns of single securities, whereas risk of
a portfolio was dependent on the covariance among
securities in the portfolio. Sharp (1964) expended the
modem portfolio theory and offered famous Capital
Asset Pricing Model. This study argued that systematic
risk wasrelevant risk of any portfolioasunsystematic risk
would be diversified through formulation of portfolio.

The late twentieth century had been marked by
many significant occurrences. The advent of financial
liberalization was one such phenomenon. This induced
confidence among the investors and they started to
invest internationally. A large number of countries
also reduced regulations on the financial industry. This
provided opportunities to investors to decrease the risks
associated with any specific economy. Financial world
was reshaped and the entire landscape of financial world
was changed. Investors as well as the academicians
were becoming more interested in exploring ways to
minimize risks. They were indulged in understanding
the interlinkages among the markets across the globe.
Each market was marked by her distinctive features
and characteristics. These characteristics affected the
way these markets were interlinked. A large number of
studies could be found addressing the linkages among
international stock markets especially after the advent
of financial liberalization. Technological advancements

both in terms of communication services and trading
systems had created more opportunities for international
portfolio investments. These opportunities provided the
investors and policy makers with ways to earn more
profits and optimize market interactions. All this was the
result of globalization, as it had accelerated the process of
integration of financial markets. The emerging markets
were seen as the opportunity for portfolio diversification
by a large number of international fund managers. The
academicians thus extended immense importance to
understand the relations amongst international stock
markets. An analysis of co movement among different
equity markets had been taken a focus with reference
to international portfolio diversification. Sharp and
Litner (1964) argued that if the co-movement of stock
markets was comparable across stock markets, then the
gain from the portfolio diversification was not possible.
Engle and Granger (1987), Johansen (1988), Johansen
and Juselius (1990) presented methods to study the co¬
movement of stock markets. The objective of this study
was to understand the dynamic inter-linkages between
equity markets of G8. These countries include Canada,
UK, USA, Japan, France, Russia, Germany, and Italy.
If the markets would be independent then investors can
invest to diversify their portfolio and minimize the risks
involved.

This study had been divided into four sections.
Second section provided an overview of the literature
on the topic. The third section reported the data and
methodology used. The forth sections encompassed
the empirical results. This section is followed by last
section that reported the conclusion along with policy
implication of the results.
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