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ABSTRACT 

Using data from 16 developing countries and 10 developed countries between January 2000 and 

December 2013, this study examines the relationship between liquidity and stock index return. The 

empirical results show that the higher market liquidity (trading volume, turnover ratio, and 

turnover volatility), the higher stock index return in developing countries. Conversely, the market 

liquidity (trading volume, turnover ratio, turnover volatility) corresponds negatively with return in 

the developed countries. During the crisis, however, the relationship between market liquidity and 

return show mixed results. While trading volume and turnover stays positive, yet the other liquidity 

measures become insignificant. In particular, for developed countries, only Amihud significantly 

affects return. Our results are robust even after controlling dividend yield, exchange rate, and 

regional stock market beta.  
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Contribution/ Originality  

This study contributes to the literature of asset pricing by investigating the relationship 

between stock indexes return in the emerging countries as well as in the developed countries and 

market liquidity, as proxied by multiple types of measures such as (turnover, trading volume, 

turnover SD ratio, and Amihud (2002) Illiquidity). 

 

1. INTRODUCTION 

Liquidity of an asset refers to the ability of investor to trade significant amount of asset, 

quickly, at low cost, and without major price allowances (Harris, 2003; Brennan et al., 2012) 
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Liquidity is an important attributes of financial assets because it influences investor’s investment 

decisions. Investors care about holding period, returns, after excluding the trading costs and, for 

them, liquidity is part of transaction costs. As the implication of this notion, less liquid assets (more 

costly to trade) needs to provide higher gross returns compared to more liquid assets (Datar et al., 

1998).  

The research concerning the relationship between asset liquidity and return provide an 

important link between market microstructure and asset pricing. A large amount of literature has 

been particularly devoted to the examination of factor that influence asset returns because the 

understanding of that particular aspect of asset pricing is essential to improve resource allocation 

within an economy. The importance of liquidity as a determinant of returns, dated back to Keynes 

(1930) who argues that “an asset is more liquid than another if it is more certainly realizable at 

short notice without loss”. Because liquidity is an elusive concept, the empirical researches 

concerning liquidity do not develop rapidly until the last two decades.  

Amihud and Mendelson (1986), is one the first theoretical paper that formalizes the 

relationship between asset liquidity and return. Amihud and Mendelson document that a longer 

holding period of an asset reduces the amortized transaction cost per unit of time. Thus, in 

equilibrium, investors with longer investment horizons tend to hold less liquid assets. As a result of 

this horizon clientele, they show that ex-ante asset return would be an increasing and concave 

function of the relative spread. Empirically, Amihud and Mendelson (1986) employ OLS and GLS 

regressions and quoted bid-ask spread as liquidity measures to test the relationship between asset 

liquidity and return of NYSE stock over the 1961-1980 period. The empirical test conducted by 

Amihud and Mendelson (1986) has provided evidence that is consistent with the “liquidity 

premium” hypothesis. Their study is supported by Brennan and Avanidhar (1996) who empirically 

examines the effects of both measures of illiquidity from intraday transactions data and Fama and 

French (1993) factors on asset returns. They find that the required rate of return is higher for 

securities that are relatively illiquid.  

Theory concerning return-liquidity relationship is further supported by other studies. Baker and 

Stein (2004), provide alternative theory that help explain the reason that liquidity hikes of several 

variables, for instance lower bid-ask spreads and price impact of trade, may cause lower returns for 

both individual and aggregate data. They assume the existence of both a class of irrational 

investors, who under-react to the information of order flows, thereby enable liquidity to increase. In 

addition to that, Easley et al. (2002) develop theoretical models that describe how private 

information influence the process where prices become informational efficient and, thus, affect 

asset holding risk. This information leads to stocks with a higher probability of information have 

higher expected returns.  

Despite the presence of large studies about liquidity premium, the question whether asset 

liquidity affect its return remains unsolved because the literatures show mixed conclusions. Several 

studies found that there exists a strong positive return-illiquidity relationship, but other found no 

significant relationship, and the other can only show that the relationship is unique to the month of 
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January, while other find negative relationship (Jun et al., 2003; Marshall and Young, 2003). 

Furthermore, according to Eleswarapu (1997) and Eleswarapu and Reinganum (1993), the 

empirical findings of Amihud and Mendelson study become less relevant because of their 

restrictive data selection criterion and methodology. Eleswarapu and Reinganum (1993) only find 

statistically significant relationship between spread and return existed in January. In contrast, using 

Nasdaq data between 1973-1990, Eleswarapu (1997) showed that although the spread effect is 

stronger in January, a statistically significant effect also exists over other months. He argues that 

the stronger evidence on Nasdaq sample compared to NYSE sample occurs because dealer’s inside 

spreads on the Nasdaq is a more relevant measure of transation cost than quoted spreads on the 

NYSE.  

The inconclusive result on the return-spread relationship led to the development of other 

liquidity measures such as turnover rate. Turnover rate is defined as the total value trading in a 

stock over a given period divided by market capitalization of the stock. Haugen and Baker (1996), 

Datar et al. (1998) find that turnover rate-return has statistically significant negative relationship. 

Moreover, Brennan et al. (1998) also document a negative relationship between trading volume and 

return for both NYSE and Nasdaq stocks. In another study, however, Easley et al. (2002) find that 

a trade-based measure of information risk is positively related to return using NYSE data.  

Different with other study, Jun et al. (2003) investigates the relationship of stock market 

liquidity to stock market return. Jun et al. (2003) finds that, the relationship of the market liquidity 

and market return in developing country is positive. This result is different with the previous study 

like Amihud (2002), Pastor and Stambaugh (2001) that find negative relationship between liquidity 

and return in single asset and in developed market. Jun et al explain that developing country 

liquidity can affect return positively because developing countries have lower level of global 

market integration, so lack of liquidity will not function as a risk factor. Based on that, this study 

intend to focus in the relationship of market liquidity and market return in developing country and 

as additional analysis this study also examine relationship of market liquidity to market return as 

comparison. 

It is important to emphasize that liquidity of single asset is quite different with the market 

liquidity. According to Jun et al. (2003), the liquidity for the single asset it largely determined by 

unique characteristic of the individual securities. On other hand, market liquidity has largely been 

determined by macroeconomic factor that are systemic to economy. Moreover, the study of 

relationship between market liquidity and return is useful to investigate whether market liquidity is 

indeed a priced factor for stock index return, particularly in developing countries. 

There are several reasons that the comparison studies between developing and developed 

markets is interesting, such as: First, most research on liquidity-return hypothesis are for the US 

market. Thus the results may be biased because of data-snooping (Lo and MacKinlay, 1990; 

Nguyen and Lo, 2013) and cannot be generalized to other markets. The result on non-US market 

also show mixed result; thus, it is essential to provide further studies on the relationship between 



Asian Economic and Financial Review, 2015, 5(1):33-45 

 

© 2015 AESS Publications. All Rights Reserved. 

 

36 

 

liquidity and return using non-US data. Second, developing market has different trend with 

developed market.  

In addition to that, since not every market has bid-ask spread data, investor has problem if they 

want to invest in the developing countries which not provide liquidity measurement data as 

complete as those in developed market. Thus, this study uses four types of liquidity measures, such 

as trading value, turnover, turnover volatility (turnover SD), and Amihud illiquidity variable. Those 

four measurements are widely used to measure liquidity in some paper such as Chordia et al. 

(2001), Jun et al. (2003), Nguyen and Lo (2013) and many others. 

This study use four measurements (trading value, turnover, turnover volatility, and Amihud 

illiquidity) because those measurements are easy to find and available in most of the countries. 

Unlike other measurement such as bid- ask spread that is not always available in most of the 

country especially in the developing country where the data is relatively poor quality and the 

detailed transaction data are not widely available. The four types of liquidity measures utilized in 

this study are easy to find but it does not mean that, the measurements are not good. According to 

the Marshall and Young (2003) turnover rate is a more powerful liquidity proxy than spread , this 

argument is based on previous study of Constantinides (1986) and Vayanos (1998) that argue, 

transaction cost or spread` mainly influence holding periods and  volumes of trading and further 

affect expected return. Following Jun et al. (2003) this study also include turnover SD ratio 

basically this variable is turnover ratio divided by standard deviation of return index. According to 

Jun et al. (2003) this measure could be more appropriate to use in predicting the relation between 

liquidity and equity return in developing countries. Another measurement which is utilized in this 

study is Amihud (2002) illiquidity variable, this variable also call price impact variable or price 

pressure variable because it captures the impact of order flow on price.  

Overall, this study examines the relationship between market liquidity using multiple measures 

such as (turnover ratio, trading volume, turnover SD ratio and also Amihud (2002) Illiquidity) and 

market return in the emerging countries and  the developed countries. More specifically, this study 

also investigates the relationship of market liquidity and market return during crisis and non-crisis, 

using dummy variable. This study can be useful for investor, academic and regulators to understand 

the link between market liquidity and equity. 

In the remainder of the paper, section 2 provides a description of the data and the research 

methodology. Section 3 describes and analyzes our empirical results. Finally, section 4 offers the 

conclusions drawn from this study. 

 

2. DATA AND RESEARCH METHODOLOGY 

2.1. Data and Sample Selection 

The primary source for the data in this study is Thomson Reuters Data Stream. The data is 

monthly data between December 1999 and December 2013. This study uses data from 16 

developing countries and 6 developed countries all over the world including country in Europe, 

Asia, and Africa. The classification of developing and developed country is based on emerging 
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country index based on the Morgan Stanley Capital international (MSCI). Moreover, for the 

purpose of comparability, all data is defined in US dollar units.  

The liquidity variables in this study are as follows: trading value, turnover ratio, turnover SD 

ratio, and Amihud illiquidity ratio. We expect that the higher trading volume, the higher the trading 

value of a given security, other things being equal (Amihud and Mendelson, 1986; Jun et al., 

2003). Moreover, this study also utilizes turnover ratio as a comparable measure of liquidity across 

market. Turnover ratio is a ratio between dollar value of shares traded and market value or market 

capitalization. The turnover ratio is expressed as the following: 

      
     

     

 

Where       is the turnover ratio of country i in week w,    is trading value and    is stock 

market value.  

In addition to that, this study also use turnover volatility ratio as another measure of market 

liquidity. Based on  Jun et al. (2003) turnover volatility (turnover SD) is a measurement of liquidity 

that can capture price change of a quoted securities because it count from turnover ratio divided by 

the Standard Deviation (SD) of the market return. Standard deviation (SD) is calculated using a 

trailing 52 weekly return for each of developing and developed equity market. The formula for 

turnover SD ratio is as follows: 

        
     

     

 

Where            is turnover SD of country i in week w,       is turnover ratio, and       is 

standard deviation of return.  

Moreover, Amihud Illiquidity is a variable created by Amihud (2002). Amihud variable 

illiquidity is the daily ratio of absolute stock return to its volume in dollar, averaged over same 

period which can be defined as follows: 

         ∑
|      |

       

     

   

 

Where          is illiquidity variable of country i in week w,         is average daily return.  

In this study, Amihud variable can be interpreted as daily price response if changing one dollar 

of trading volume. According to Amihud (2002), Amihud illiquidity is related to disagreement 

between traders about new information. When investor find out about the implication of news to 

corporate value, the price of company stock change without any trade while disagreement will 

affect trading value. Similarly, Amihud variable also can also be viewed as a measure of 

agreeement among investors about recent information.  

 

2.2. Research Methodology 

This study utilizes fixed-effect panel data regression to cover both time-series and cross-

sectional data. According to Baltagi et al. (2013), fixed-effect panel data regression is capable to 
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control variable that change over time and across entities. Since each country has its own 

characteristics, this paper controls this nature using fixed effect. Moreover, this study also use 

dummy variable for crisis as shown in equation (1) to study the relationship between the market 

liquidity and the market return during crisis and non-crisis time in developing country. The dummy 

variable is 1 for crisis time and 0 for the non-crisis time. The crisis dummy variable of crisis is set 

as 1 between August 2007 and February 2009. Thus, the equation (1) is expressed as follows: 

 

                                                                           

                                                                                                                                                     (1) 

 

where      is Market returns of developing or developed country in country i in week w, MSCI 

is regional MSCI return            is dummy variable of crisis and non-crisis, in which 1 for the 

crisis time and 0 for non-crisis,        is liquidity measurement (trading value, turnover, turnover 

volatility, illiquidity),    is the dividend yield, and     is the exchange rate.  

 

This study also use market adjusted return as another dependent variable for robustness test. 

Market adjusted return is the market return after controlling regional market beta, which is defined 

by MSCI regional index. Following Jun et al. (2003) the calculation of market-adjusted return is as 

follows: 

                                         (2) 

Moreover,  this study also performs robustness check by using market adjusted return as 

shown in equation (3) below: 

                                           (3) 

where       is market Adjusted return of country i in time w 

Moreover, the market adjusted return equation utilized in this study is provided in equation (4) as 

follows : 

                                                                                  (4) 

 

3. EMPIRICAL RESULTS 

Table 3.1 and 3.2 present descriptive statistics of the 16 developing countries and 10 developed 

countries, respectively. Additional information regarding the name of stock exchange and stock 

index of each country  is provided in Appendix A. Moreover, each of the variable is based on the 

data recorded in December 2013, to describe the recent condition of the country.  

Moreover, both Table 3.1 and 3.2. also provide the average of all data in each country per 

December 2013. For example, based on table 3.1, the highest average weekly return, in developing 

countries, is in South Africa as much as 0.026. On the other hand, the minimum weekly return 

average is in Turkey as much as -0.082. In addition to that, the largest trading value in developing 

countries is in South Korea, followed by Taiwan and India. The market value of the total company 

in developing country is in China and South Korea. Furthermore, The turnover ratio is greatest in 
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Turkey and South Korea, and lowest in Czech Republic, Egypt, Poland, and South Africa. In table 

3.2., the highest average weekly return is in Sweden, Australia, and Japan. In developed countries, 

the stock exchange with leading trading volume, market value, turnover ratio, and turnover 

volatility is Japan. The highest Amihud variable, however, is in Japan and United Kingdom.  

 

Table-3.1. Descriptive Statistics of Developing country stock market variables (per December 2013) in US dollars 

 

 

Table-3.2. Descriptive Statistics of Developed countries’ stock market variables (per December 2013) in US dollars 

 

 

Table 3.3 panel A and B show the descriptive statistics of all the variables in this study in 

developing and developed countries, respectively. Table 3.3 panel A provides descriptive statistics 

of pooled monthly data for all 16 developing country markets over the period January 2000 through 

December 2013. Returns in the developing country has a mean 0.00277 or 0.27%. Standard 

deviation of the return is 0.036 or 3.6%, which mean the data of return can be 3.6% higher or 

lower. The minimum value of the return for the 16 developing country for a 14 year is -0.262 or 

26% and the maximum value is 0.294 or 29%, the gap of the return value show that the return 

variable has a high variation. Next variable is the Ln trading, which is generated from the log of the 

weekly trading value.  

The mean of Ln trading in 16 developing country is 14.039% with the standard deviation 

2.5%. Moreover, the descriptive statistics of liquidity measurements is as follow: the turnover ratio 

mean of this variable is 0.05 with the standard deviation of 0.14. Turnover volatility has a mean 1.7 

with the big standard deviation which is 4.3. The maximum value of the turnover volatility is 89 

and the minimum value is o. The mean of Amihud (2002) is 1.04E-06 and the standard deviation of 

8.26E-06.  
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Table 3.3 Panel B show that descriptive statistics of pooled monthly data for all 10 Developed 

equity markets over the period January 2000 through December 2013. Returns in the developing 

country has a mean 0.001031 or 0.10%, which is smaller compared to that of developing countries. 

Standard deviation of the return is 0.028554 which mean the data of return can be 2.8% higher or 

lower. The next variable is the Ln trading with average 16.661% and standard deviation 5.38%. 

The maximum value of Ln trading is 28.47% and the minimum value is 0.438%. Moreover, 

Turnover volatility has a mean 1032.471 with the large standard deviation which is 14.87705 the 

maximum value of the turnover volatility is 5643.694 and the minimum value is 0.000816. In 

addition to that,  Amihud (2002) is on average, 6.87 * 10
-5

and standard deviation of 0.000433. The 

maximum value of Amihud variable is 0.013648 and the minimum is 0.000 from the maximum and 

minimum. 

Table-3.3. Descriptive Statistics 

A. Developing Countries 

 

B. Developed Countries 

 

 

Table 3.4 Panel A and Panel B show the coefficients of correlation among the three liquidity 

variables together with returns and several other variables. As expected, the three liquidity 

measures are heavily correlated with each other. From Panel A, there exists high correlation 

between trading value and turnover ratio (0.63), between trading value and turnover volatility 

(0.62) and between turnover and turnover volatility (0.93). The three measurements of liquidity and 

Amihud variable, however, are run separately so there is no problem with multicollinearity. From 

Panel B, the highest correlation between liquidity measures is between turnover ratio and turnover 

volatility (0.815). The correlation between return and other control variables is small, ranging from 

-0.066703 to -0.000741.  
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Table-3.4. Correlation Matrix 

A. Developing Countries 

 

 B. Developed Countries 

 

  

Table 3.5 and 3.6 present the main results of our study for the sample of developing countries 

and developed countries, respectively. Both tables show that market liquidity influence market 

return differently in developed and developing countries. From table 3.5, in developing country, the 

evidence shows that market liquidity (measured by Trading value, Turnover, and Turnover 

volatility) positively affects return and the effect is increasing during crisis time based on two 

measurement of liquidity. However in developing country, Amihud variable cannot capture the 

effect of liquidity toward return. On the other hand, from table 3.6, all measurement of liquidity 

(Trading value, Turnover, and Turnover volatility) is significantly affect return in developed 

country. Moreover, in developed countries, all liquidity measures except Amihud affect return 

negatively. The result differences between relation market liquidity toward market return in 

developing and developed countries may be due to the different point a view of investor when 

observing the liquidity in developing and developed countries. Based on Jun et al. (2003), positive 

relationship between the market liquidity and stock market return is due to positive association of 

the market liquidity to economic growth and market liberalization in developing country. Thus, in 

developing country, higher liquidity is perceived as the good sign and the market with higher 

liquidity value may  lead to higher return.Moreover, from table 3.5 and 3.6., we can see that the 

relationship between liquidity and stock market return show mixed relationship. Dummy crisis by 

itself is mainly significant in developing countries, but not in developed countries. The interaction 

between liquidity and dummy crisis also shows different result between developing and developed 

countries. From table 3.5, The liquidity measures, except Amihud, have different effect during 

crisis or non-crisis in developing countries. For instance, Ln trading, Turnover, and Turnover 

volatility more significantly affect return in a positive way during crises than it does during normal 

period. In the contrary, the result from table 3.6 show that in developed country, only Amihud 

variable more negatively affect market return during crisis. Other liquidity measures, such as 

Trading value, Turnover ratio and Turnover volatility, however, does not add additional effect of 

market liquidity toward market return.  
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Table-3.5. Relationship between market liquidity and return in developing countries 

 
*** At 1% significant level, ** at 5% significant level, *10% significant level 

 

Table-3.6. Relationship between market liquidity and return in developed countries 

 
*** At 1% significant level, ** at 5% significant level, *10% significant level. 

 

Our mixed result regarding the relationship between liquidity and return is aligned with 

previous literatures. For instance, the notion of positive relationship between liquidity and return is 

supported by Amihud et al. (1990) which show that stock with higher liquidity have higher price 

recovery during the crisis due to flight-to-liquidity phenomena. On the other hand, the positive 

liquidity-return notion is supported by the study of Chordia et al. (2001), Amihud (2002) and Liang 

and Wei (2012) in developed country. According to them, the negative relationship of liquidity 

toward return is because investor perceive liquidity as risk so that increasing liquidity (liquidity 

premium) lead to negative return. The difference of result between developing and developed 

countries is due to segmentation of developing countries from the global market (Jun et al., 2003) 

 

4. CONCLUSIONS 

This study focuses on examining whether market liquidity affect stock index return differently 

in developing and developed countries. Moreover, we also compare the effect of market liquidity to 
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stock index return during crisis and non-crisis. To measure the effect of liquidity, this study uses 

the same four measurements of liquidity including trading value, turnover ratio, turnover volatility, 

and Amihud illiquidity. Our study utilizes data of 16 emerging countries based on MSCI emerging 

country index and also 10 developed country based on MSCI developed country index. The 

methodology is panel data with fixed effect for both developing and developed country. For 

robustness check, this study employs adjusted market return as the other dependent variable.  

 This study presents mixed results regarding the relationship between market liquidity and 

market return in the developing and developed countries. In the developing countries, three 

liquidity measures such as trading value, turnover ratio, and turnover volatility show statistically 

significant impact toward market return. The coefficients of those liquidity measures are positive 

toward return, meaning that liquidity positively affect market return, or stock index with higher 

liquidity have higher return. These results are aligned with the previous study by Jun et al. (2003) 

and Gervais et al. (2001) that find market liquidity and trading volume positively affect equity 

return. Unlike other measurements, however, Amihud illiquidity does not significantly associated 

with market return in developing country. This finding is, however, in line with the study of Dey 

and Wang (2012) which shows that Amihud variable is not significant toward return spread. They 

argue that this result happens because Amihud illiquidity is a noisy estimator with little power in 

explaining time series variation of stock return. All results are robust and still significant event after 

controlling dividend yield, exchange rate and world market beta. 

Additional analysis of the relationship between market liquidity and market return in 

developed country reveal contradicting results with those of developing countries. In developed 

country, three measures of liquidity (i.e. trading value, turnover ratio, and turnover volatility) has 

significant negative relationship with stock index return. Moreover, for developed country, the 

effect of interaction variable to market return during crisis time is inconclusive. Three interaction 

variables (liquidity measure and Crisis) do not significantly affect return. The only significant 

coefficient is the interaction variable of Amihud Illiquidity variable. Furthermore, the relationship 

between the Amihud illiquidity and stock index return during crisis period is different with that 

during normal period. This result is aligned with the finding of Amihud et al. (1990) which shows 

that the market with higher illiquidity have greater price decline during crisis. 

 

APPENDIX 

A. List of Stock Exchanges and Stock Indices in Developing and Developed Countries in our study 

No Country Stock Exchange Stock Indexes 

1 United States New York Stock Exchange S&P 500 

2 Japan Tokyo Stock Exchange Nikkei 225 

3 German Börse Frankfurt Deutsche Boerse AG German Stock  

4 France Euronext Paris CAC 40  

5 

United 

Kingdom London Stock Exchange FTSE 100  

   
 

Continue 
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6 Canada Toronto Stock Exchange 

S&P Toronto Stock Exchange 

Composite  

7 Australia Australian Securities Exchange ASX 200  

8 Singapore Singapore Exchange Strait Times (STI)  

9 Spain Bolsa de Madrid IBEX 35  

10 Sweden OMX Stockholm OMXS 30  

11 Czech Republic Prague Stock Exchange (PSE) Prague Stock Exchange  

12 Egypt Egyptian Exchange Egyptian EGX 30  

13 Hungary Budapest Stock Exchange (BSE) Budapest Stock Exchange  

14 India National Stock Exchange of India S&P BSE SENSEX  

15 South Korea Korea Exchange Korea Stock Exchange KOSPI  

16 Malaysia Bursa Malaysia FTSE Bursa Malaysia KLCI  

17 Mexico Bolsa Mexicana de Valores Mexican Bolsa IPC  

18 Philippines Philippine Stock Exchange (PSEi) Philippines Stock Exchange PSEi  

19 Poland Warsaw Stock Exchange Warsaw Stock Exchange WIG20  

20 South Africa Johannesburg Securities Exchange FTSE/JSE Africa All Share  

21 Taiwan Taiwan Stock Exchange Taiwan Stock Exchange Weighted  

22 Thailand Stock Exchange of Thailand (SET) Stock Exchange of Thailand SET  

23 Turkey Borsa Istanbul (BIST) Borsa Istanbul 100  

24 Indonesia Indonesia Stock Exchange JKSE composite  

25 China Shanghai Stock Exchange Shanghai Stock Exchange Composite  

26 

Brazil Brazil Sao Paulo Stock Exchange 

(BOVESPA) 

Ibovespa Brasil Sao Paulo Stock 

Exchange  
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