
161t dd 686t ttua4 uoltlsod |,ott' aqtlo nto^'t ltolD tq psl{o qttuYa 
'q.ptiok

uatfod 3uo1 .41 4 atburu! aw 'anP^ u! s24! )lrots 
'4!1 

n anohg aSPaq palad D 
"DaJr 

Pfior\ lto1s 'uB
:,:':",:;,";;i;;';;;;;; il",q'qai-ir *P"i 

'r'tdd 
ost n. uDbn auto 

'|!-" i":tI: 
*i::.::?d ^'

";\;;^;"*;; 
q;/, 

';*o-or,Ltp 
a\tut 'quolr 'ttt 

stds[o^ DnrDd ]oattD suod dlaqt Io auo.t.o.d.htnt a4l tt

"i,iq" ",tirs;;," 
*.!tP".c pllrou 

''!1 
sv s''arcdao2 ou n o r surbtuor .t,tl auo st tuette^u' aaPat v 

dl

sr suoq?q.nu 3Er uo$euu! Jo sselPJ?8er anl?^ I?ar ulelei s')ltols reqr 
^\e!^ 

3qJ r'pelueunrop

pu€ paqcrcssal ,(Iepl^{ uaoq ssq uollDuu! rsuPSe 33peq lal].q ? Sulaq qJors Jo uo!$enb eqJ

NOIJN(IOdINI

'stsaqlod'{q

qqol{lepunw el0 qll,{ ruolslsuoc q q'lq {'papeo'ei ale^l'q!^!l'? cturouosa l€:r pu? slrnrar Isols

reer ue3^11oq dlqsuolpl3r .^q!8ou € Pue uoDegq pue '{rl^q3? uurouota l?ai uaa'!{leq drqsuoqPl'r

o^qlsod ? lxoruoc slql uI aset uBlseuopq aqr loj uollegu! Plre stunpi Fors lDar ua!^\pq drqsuorplar

e^Ile8eu eql ,(F+ue ql uI uqdxe ol 6lqPun Puno] s€'r{ s6eq}od'{q '(xord s'luiel eqr !3^5^1oH

'Blseuopul Jo esB. aql q PunoJ si sPuaq /fu?uolleuul pue suiNer ltols lser uee^!'q drqsuollelat

6^rp8eu?'pueq letlp aqluo uoqegul lsqs8s e8peq pooa e sI relFBur )pols uels'&lew aqlrsqlselldu4

qclq,$ 'slsoqod{q leqsll eql q}$ otusprott€ ul {urouoro uers{qlhl eql uI spua4 tu"uolr€uq

Jo luopuadopu or? strlqar Icols lPor lsql 
^$qs 

s8urpug eqJ sdlqsuo$Elar &l^u5E trtuouo3e

For-sutqar lccqs per e^plsod e Pu! uo!egu!_&$lrrB tlulouma P o^!rD8au ? xq pturcldxa 
^lrra{pt4

sr uousgu!-slulqarl.ors l?er a{l?8eu aq}Pqlser€ts qtlliM )lJomttuE4r'5J' '{xord 
( I86I ) s'B Plp|l

uoqeuq pu? lllnpi l.ols ls Jo ecoepuadaPu aI0 suess? letll slseqlod{q r'qsu Jo rq8ll ur uorlEuq

pue ulnler )pols P.r uae^qeq dHsuogqor al$ roJ ls4 or qdura$? ll ssJuouma uPlsauoPul aql ptr

usrs{qelN eq} u spua! ,{tEuollsgut pus sulnrar t'ols leer uot \pq dlqsuoDeler 3q} saroldrc '{pnF srtll

rJvurssv

'0/ua1l)D'sn'pt{ filea^lun:,lwFrl1uollburarlt sbualrs utuaa'@t't wDeluouoqlo'tyttry.::.Y:"-
ii'il"Li"o|q")"'i"r",a ;uv.pio uowa'.v'ev-w'yIo.1:T:|1"""3;!2'":::,X':,::;,::':ifi
';;;;;;"*;;;;;;; ';;&i'a '.i,v 

'iq.i"'"2 r' naaubdzo 
'DPrpuo) 

o qt ur eo,t"n aqr 
'

;r""H k66t) il"q"J?W pr" (ts6L) ,'(Eo ur punol seuooqr rueulsa^ul F rssEl! qll^\ lurls'suo'

+utlqrrql rosnn
'zzY ppqY uawnuossqr

'nt7aw pawox p2u,r17

'plfDl,,,t pqv lrqDIlS tl

VISilNOONI CINV WSTWVW WOVN gJNg(IA7 : NOIJV'II'

QNY SNtrT?JgY YJOJS N44I/IIJTI{ iIIHSNOIJVT1tr

,!'Nop'4 Fa DltItPtI N.4

)
CNII

J'ld]

V]J

soN

I

l^loxg

xl
DNOfl

ml

CN

INVA\

:lotpli4 PtD @.x ttut' tu!4 d!$'ba!Pl4aaz u I oN6 pn 
^r!.4



m Ceitd L@rk R.rid Yol. I No. I 11 2, 2A

recent empirical studies in the developed couDtries have shown that expected inflation, unexpect€d

inflation and changes in exp€cted inflation w€re all negatively related to stock retums which app€t

contrary both to economic theory and conmon sense.l

According to the Fisher hypothosh, r€al stock reoms are independent of inflationary expectatiotls

This implies that nominal asset retums should be positively related to both expected and unexpecld

inflation. The Philips curve shows that a negative relationshiP b€tween unemployment late and the IaE

of inflation impli€s a positive association betw€en inflation and real economic activity. Therefo|C,

stock rctums that were positively correlated with real econonic activity, in tum, are expected to shot

positive association with infla[ion. The positive rclation between stock r€turns and unexpecLa

inflatjon suggest that common stocks are good hedges against unexpected inflation.

There arc a number of th€ories to explaio the negative real stock retums-inflation relationship.

example, Chatrath et al. ( 1997) have adopted Fama's ( I 981) model to explain the above

through a hypothesized chain of macroeconomic linkages that have their basis in the

it, of high

3nd t

ofm

lr4)ed

theory and the quanlity theory ofmoney. Geske and Roll ( 1983), MaEhall ( 1992), Grdham ( 1996),

Kaul (1987 and 1990) have invesligated the role ofthe monetary sector in order to explain

rirh

6d|G

p€rpl€xing negative relationship b€tween stock rctums and inflation. They found the relationshrp

vary over time in a systematic manner depending on the influence of money demand and

factors. Hamburger and Zwick (1981) considered bofi monetary .nd fiscal policies.

Generally, r€search results have shown a negalive real stock relum-inflation relationship, implying

stock market is not a good hedge against inflation. Howevet Ram and Spencer (1983) adopt

Mund€ll-Tobin hypothesis as an altemative to Fana's proxy hwothesis in delineating the

relationship between real stock retums and inflation. Tbis study finds evidence that is simplt

reverse ofFama's Proxy hypothesis. In Mundell-Tobin hypothesis, an inoease in the expected rzlE

inflation causes portfolio substitulions from money to financial assets, which *ill reduce the

returns on such assets (for exampl€, stocks). This reduction in real interest will stimulate real

activity. Therefore, according to Mundell's hDothesis, one wouu etpect a positive

beha'een infation and econonic activity and a negative rclatiot8hip betueen rcal st@k rcturnt

1 lnong the studies on the ddeloped.ounties irclu,hs FMa (19Et : 19E3; and 1990), Fana and
(1982), Geskz tud Rott (t9E3). Gultekn (t983a an l t983b), Kaut (1987 a"d 1990), Solnik (1973 ond
Eoeckh asd Coshkh (1982) ahd Malhel, (1982).
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(iv) Does the Fama's proxy hypolhesis explain the real stock rctums-inflation relationship fn
these markets?

To answer the above questions, the paper does the following:

(l) Examine the relationship betwe€n real stock retums and inflationary trends both in thc

Malaysian and the Indonesian stock ma*ets, thereby tesring the generalized Fish€r

hypothesis that real stock retums are indep€ndent of inflarionary expectations

(2) Tesr ihe Fama's Proxy hypothesis, which states that negative real stock retums-inflati.r

relationship is indirectly explained by a negative inflation-real activity relationship and I
positive real activity-stockretums relationship.

The findings ofthis paper are expected to have important consequences to policymakers, intematioD{

fund managers and other institutional investors who seek to diversi8 into rh€ Malaysian and

lndonesian stock markets.

The rest of this present paper is organized as follows: In the next sectio4 we discuss rhe

methodology and data, followed by rcsults add conclusions.

STATEMENT OF TIIE IryPOTHESES
The study €xpects changes in inflation lates to have a significant negative relation on the stock

thereby contradicting the Fisher hypolhesis. In other words, in line with tbe findings in other d

countri€s, we expect p' in equation (3. l), prand p, in eq'ration (3.2), (3.3a), and(3.3b)

to be negative and statistically different fron zerc. The negative stock retums-inflalion rela0o
€xpected to be strong enough to be explained by the Fama's proxy h),pothesis.

METHODOLOGY AND DATA
T€sting Fisher Hypothesis

In this study, we divide inflarion into three t)Des: actual, expected, and unexpected

Therefore, three econometric models are fomular€d to test the real stock retum r€lationshiD to

type ofinflation. The first model is between stock rellms and actual inflation as in craham's (l
Chatrau et al's. (1997):

Sna

F-dl

Cfll
(B

rHD(

t! tt

b
Ets

I
r.*!

S&- INF, = 0o+ P(lNFr)+ q ..,-......---.....................(3. l)
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Testing Fama's Proxy ltypothesis

As mentioned earlier,lhe Fama's proxy h)?othesis says that tie negative relationship between stocr

returns and inflat;on cent€rs around the linkages between inflaiion and real activity. and between sto*

returns and real activity. The first proposition of Fama's proxy h)Pothesis---'there is a negative

relationship between inflation and real ecooomic activity and the second proPosition of Fama's proxy

hypoth€sis lhere is a positive association between real activity and stock retums can b€ individually

tested by the following models:

IEE DA

Ealv
tc-r6st
bofsn

fo. r

INFI

EONF.)

k
= a"+ t

= d0 + I dl REAts.+ €,............................ (3.aa)
i:k

c,REAr+i+€,........................... (3.4b)

a.+t a,REA,*,+el.......................... (3.4c)

6,REA, *+ v, .. . . .. ... .. . . .. ... . . ... . .... . (1.5)

IFla

rtrjl

uE(rNR) =

SR, - INF. =

Where REA, is real economic activity that is proxied by the Growth in Industrial Production (CIP)

real Cross Domestic Product (CDP) for the Malaysian and the lndonesian economy respectively,

v, represents the enor €ndom t€rm. Howevet leading contemporaneous, and lagging values of

economic aflivhy are incorporaled in the model.

In line with Chalrath €t al. (1997), in models (3- 4a), (3. ab), (3. ac), and (3. 5) we incorporate

leads and lags of real economic activity due to lack ofprior evidence periaining to the relationshi

real economic activity with inflation and real retums in the Malaysian and the Indonesian

markets. Equations O. aa),(1.4b\, and (3.4c) test the Fama's proposition (l). The

relationship betw€en inflation and real economic activity implies that some ois are signi

negative. Equation (3. 5) tests for Fama's proposition (2), where a Positive relationship between

economic activity and real stock retum impliesthatsome &'s are significantly positive.

k
5" +t

i:k

!ol

r-
Ur

J-



-@!to[u! 
lo spoqtau 8ultMraroI tu,r4]!p aqt

uo sltDtap bI O86t) tlos puD ptuo4 puo (t86r) tuoqqlD p"D babr rry tlhtuoc/@u sraPoa p4saralul ,
'&y) aauoqrtq 1t.ot9 olottot aI uo pa$4 tlturs tCZ sr.^or tqt bput pd,qzo&

qlnba @ q (DD xapq atltodun rl'opt aqt tuuate'966t et rpt (gSrY a8uDt!'xq tttuts taduq otbny
ao patsll st.ott 0oI ststudao.ua roqt nPu! PaF!8!^ arybLb s! (D79 opq .tlsodtu) nldu^I blDtx a\J .

19661 alrf tupa1ng p.ut!1ots lclllt@n :olstDtDn dDAaN ryD sauryouuo.

tt, 3u!ra^o. 'sd"ot8 lobe tZ uu! pat..tas ta!4ept! t9lo uournpord a41 ot eafar rapn slu e

,ltauolrJlo .ltqndry aqt 'stlttltotslo notu g tuuQ aqtlo ulta a8 p41s11Dts

ptu lga ng 4)aubn1 Dlebtow DeZaN IuDg 'uDaatuto1 uorf paldwi alo 4pntt aq rof Dtop a4J ,

'a^r

l?rr u.5^!aq drqs

,{DUP.UruSrs ere

a^rr"8.u erlJ .(l

l3ols uPrsouopul

Jo drqsuorsler olp
rueuoduo. par.adxeun lgr s? srors lss.aloJ orp pue :uoq?uur Per$dxr er€uqse 01 lopolu (vt^llxv)

aSoDny 3u! aW paer8alq aqttarBav4tny esfr. e^ '(/661) ]e ra loerlgqr pu" (066t) Inry '(986t)

{os pue preuoal '(2861) suoqqrD pue ?ureJ ol rElrurs Suelsuo. lou ,{t3^rrElsr erE salE.r uorrEuul

eqr"Iseuopul puD prsr(sl"t I 3)lll slolreur Sulfteule u'l3 e,r|oH auD aqr IIE rsolup tuslsuor ,{l!^rDlrr

el? selquno, esor0 u! sal?r uoF?gul arlr osrut.q 5lqEd5c5" rq Hnor s'ql uoqegur p t:dxoun

pu€ par.edxa rct {xord € sE el"r IIrg ,Cnse I orn asn rqFeue8 $aqrr?.ser 'soDrunor Podote^ep aqr uI

,'sJ,svJxuoJ Nouv'uNr csDxdxSNn cNv csrf,xdxs

'/ -,'pu._|alenb snor^5d

roJ lcols Jo .nF^ xopu! eql sr | - rA Pos l rauenb Jo puo eqr lP Irors Jo enle^ xepul eqr sr 'A al!ql{|

(6 €)........... ...... ............ {(. ,At(A)} 8o'l = 'rds

:s^lo oJ s" pqnduossr tunDr )l]ors lEurujoN (t661 1"|,
rlrrd) P3,{oldtue sr Frrd"c ,Ornb3 IJo^\ MoII AmlnsEetu oqll 

^lrlrqe{Jod 
e se pue poDod uo^rs e loj

Ieu4se^u! {aols uoruuroa s..{usduor 
" 

uo P!rIJP, aSeluot5d 3 s? pessedxs erP sulnrr lro$ aql

'paz^P|.

alB Zb :866I ol €O :e86t ruo+ pouod JEE^-ua.*g .ql roJ EIEP P3$ntP" ItPuosEes-uou ,(FauEnb aql

, xepul elsoduroJ (xsf) eSueq.xg l.ors 4!e)Ff uro{ Psrndruo,3re surnFr fols usrsrtlopol

eql s?eDq^{ xapul errsodruoJ (gst)) aSueqtxg )pors mdunl el?n) aql !uo{ pel?lnrl?t...

sulqsi {cors u?ls,(€Ft\l roj elsp orlJ , ers,(?lD { Jo as"t eql u! fi!^lp€ .lluouoto lEsr rol ,(xo.d

sp pesn $ (dIO) uorpnpord lll8snput q qr]v\oro ',(l!ouo.e u"!s{qel^I aql uo 4sp rElru'rs Jo lq
ol eno { ?rsauopul roJ ,o!^p.e rluoume Fer rcJ {xord s? Pesn sr (dcD) pnpord ruseuoc ssorD tl
pue uolegu! roJ .{xo.d s? pesn als (Hc) xspul er]ld J3utnsuoJ u! soSueqc ,{lr.uenbJo sre.{

VIVC

D!ra.t4 pn nle(rw| ddI

prr Jo senle^ 3u€

3|qM !{lo^pcodsrr

pue(dlD)roqcnpc

Apnpr^rpur oq uer s

&ord s.lureCJo uo!

.^!t?8!u ! sr eleqF

l30ls ueaaleq pus r(

Fots uee^qeq dlqsu(

SI:uolbliq pa Maa lpoa @'t e dlymtqr.,
- 

t,I oN6 tqta.lau



15 c@itd i,k *d3 k\i.v vrt.9 No I & 2.1t

Table I below shows that the inflation mte for both Malaysia (INFM) and Indonesia (INFI)

of inflation." Another reason for using ARIMA model in this study is that this particular model ct
det€ct large variability of inflation rates, therefore it can achieve a greater predictability of the r€aliz€d

inflation rate (Solnik, | 983).

EMPIRICAL RESULTS

The Tesl for Statin narily

In order to obtain credible and robust results for any cooventional rcgression analysis, the data 10 hc

analyzed should be stationary (Pankmtz. 1983; Harvey, 1990; Gujarati, 1995). Table I showslb

Dickey-Fuller (DF) test slatistics that test for th€ pres€nce ofunit root test (non-stationarity) for all tiDa

series data, which are analyzed in this study. ln the test the null-hypothesis is 5 = 0, i.e. unit root exis-

Failure to reject the null-hypothesis indicates no statistical evidence forstationary, while reje€ting rL
null-hypothesis (accepting the altemative hypothesis) implies evidence for stationary.

b3i

-Gari.ia

stationary in the log level either with constant and no trend regression model or with constant and

rcgrcssion model. However, in lhe log level, $e KLCI is stationary for th€ regr€ssion model

t!
o
(
I
tl
I

constant and no trend, but however the regression model with constant and trend is

Therefore, to achieve sbtionary for KLCI data in both models, the first differ€nces are taken-

The stock retum for Indonesia (JCI), $e real economic activity for Malaysia (REAM). and the

economic activity for Indonesia (REAI) are all non-stationary in the log level. Nevertheless, stati

is achieved throush the first difference for both models.

AMMA MODELS FOR D{PECTED AND WD{PECTED INFLAT:TON FORE

Th€ un it-root test results (Table | ) imply that the rate of inflation for both Malaysia and In

stationary at the log level, therefore the order ol Integcation is zero, I (0)- In other words, for thes!

do not ne€d to differentiate them again in order to arrive al stationary. Sinc€ the inflation series

Malalsia and lndonesia are slalionary, only lhe Aulo-Regressive Movin8 Average (ARMA I (p.

As for the ARIMA models. we begin \rith the ideniification stage, i.e. identiry the exact ord€r

Auto-Regressive (AR) (p), Integrated (l) (d), and order ofMovins Averase (MA) (4).

E

' Otheryise k orn 6 Rot,Juki8 (A 4. the ANMA nodels owe fien poptldrity to thei nenehdoa
inlorctbting time series Foreranple. Gujdrati(199i) and PdnbaE (1983)fotnd that. in nahyc6es. tt

fore.asrs obtainerl by rhis nodel are nore rcliable rhah th6e obtairedfron the conventional ecotunetic
nodetins. paftictkt\ Jbt shart4etn Jtec6B
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'"r rEpres€nts siSnilicanee al the | 07o level-

The Dickey-Fulle. lesr statistics for rcgresion mod.ls wilh const nt snd m ttend and wiri conslarl and rend aie

G,?

F.r

A?: 60+ 6'1d + tt,^ld+ e

Ay, : &+ 6,rd + &r + >1,^yr + v,

In a Shazd's oulput. thc opiimal lag o.der is auronaricatty ser (Shaarn: Use|s' Refercnc€ Manuat, | 99?)

The other criteria for the fitness of a model are indicaled by ihe computed values of Ske*ness ano

Kurtosis. The values for these should be around 0 and 3 fo. normal disaibution ofthe chosen model_rt

Ifwe look at these criteria, our results are not much departing from the nomal or ideal values ofO and

3. For ARMA (0. ?). the computed values ofskewness and Kurtosis are 0.97M and 5.4504, whereai

for ARMA (5, | ), the €ompured values ofske$,ness and Kunosis ar€ 0.32 l6 and 4.6233. Fina y, bas€d

on normality test ofJarque-Bera (J-B) test. we find the J-B values of28.0391 and 7.9806 for ARMA

(0, 7) and A RMA (5, | ), respectively, which asymptotically do not rej€ct the normality assunption fa
ourARMA models-

Having identified the apFopriate p, d and q r^luies, estimation and forecasting steps are performed

D GujuatL D. N. 1995. Easic Ecotuhehcs ld E lition. Nee york Mccr@-Hitl,\tu, pp_ 773.
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Ngla

The Dumbe6 in the parenrhess are the t-statistics lb. tesling the rull-hypolhesis ftat fie coefficients e
ze.o. Whereas D-w refers to Du|bin-Waison / tesl

*, **. *j* represent a level of significance of 1% , 5%q ad 109/q respeclively-

The above rc8r€ssion results are obtained from the followinA models:

Model r. sR, _ tNF, = p{+ p(tNFi)+ €,

Model2. SR - lNR = p0+p'EONRTO.-D+E

Model 3. SRr - INR = pr + prE(INF, 
1 or,D,prUE(INF,) -€,

THtr RNAL STOCK RNTIJRNS AND INTLATIONARY TRENDS

Table 3 below provides the test results for the relationship betw€en real stock retums and inflatioG

thereby testing the genemlized Fisher hypothesis, which states that real stock retums are independerl

of infl ationary exp€ctations.

Table 3: The Real Stock Returns and Inllationary Trends for Malavsia and Indonesia

Cr Malal

-l-lh I

-lrne t

AFn&
q?ofred
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The R'1ofmodel (3) where real stock retums are regrcss€d on both exp€cted and unexpected inflalioo

gives the highest Rr, which is 0. 2394, while the lo*est (RH.0005) is given by model (2) whefe real

stock retums are regressed on expected ioflation- This may indicate the importance of separating

inflation into expected and unexpected inflation. ln comparing the impact of actual and expectEd

inflation on the real stock retums for bolh countries, it is interesting to note that the Indonesian rcd

stock relums are more dependent on the actual and unexp€cted inflation rather tian exp€cted inflatio

wh€reas the Malaysian real stock returns are not depend€nt on actual, expected, or unexpect€d

inflation. Therefore. un like the Malaysian stock markea that provides a perfect hedge against inflatioo,

the lndonesian stock market is not a good hedge against inflation. The different rale of inflatia

volatility between these countri€s could have accounted for these differcnt results.

It should be noted that the pres€nt study as well as thos€ preceding it exhibit ra6er low R: in most ofib
stock return-inflation models; nominal or real. Bulmash (1991) noted that even adding othq

economic factors such as indusFial production, money supPly, real economic activity, and differ€nc.i

in intereslr' produc€d low R'z.

The finding for the Indonesian stock market, however, supports the findings by Boeckh and CoghL

( I 982). lt is risky to assume that the problems of inflation are somehow separate from the real si

the economy. ln d rscussing the effecb of in flation on the stock market the economic consequenc€s

reducing or increasing inflation are generally ignored. lnflation rcsults from pressutes creaied

the economic system and cannot be considered in isolation.rr

.C results frol

ttoposition ( I .

rlded to real

Eket. which

Table 1

TTSTS FOR FAMA'S PROXY EYPOTIIESIS

T€sting the First Proposition oftbe Famr's Pmxy Hypothesis:,{ l{egttie Relnlionship

I Jlalion and Re Economic ActiviE

Table 4 below reports the results for the ftst Proposition oflfie Fana's proxy hypodEsis for the

economy, which tests the presence of negative r€lalionship betwe€n inflationD and real eco

activity. Earlier, we found the Malaysian stock market proved to be a good hedge against inflati

suggested by the Fisher hypothesis (Tabl€ 3), which contmdicts the Fama's proxy effect.

t' As proxi$fot unetpated inlation @ in FMa (1981).
ta Boeckh, A. J tu4 ('oghlaL R. T. 1982- An Oveniew ofthe Inpa.t ofldlatio^ on the Slock Mdrket in
A. J and Coshlan, A J (Ld) 'lle Stock Market and lnfation . Honewood, li,ot: Dow Jotus-ltuih, W.t' ltis intpo a to notethar. llE Fano s proxy elecr deals only eik the actual inJlation ahdrcal
dctitity, ahd does not deal vith the other trws ofinjlatioh: dpected okd utdpected ikllatioh (tee Fana.
and other studiet hat tested this pafti.lb hlpothesit. such os Chatrath et ol 1997)
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Model l, IN& ar REAr*r+ e,

or REAt*r+ er

o' REAr*r+ €r

ar+t

o"+I

%rt

a

Model2. E(INF =

Model 3. UE(INF.) =

L
ttIn the firsFthre€ rows ofTable 4 above, the FPFbased specification models show that actual,

and unexpected inflation ar€ regrcssed on sev€n leading contempomneous, and lagging values of

economic activity for the Malaysiar slock ma.kd M€anwhile, for rfie Indonesian stock markel,

leading, contcmpor&eous, and lagging values ofr€al economic a.tivity are incorPorated into the

and second mod€I. Th€n, unexpected inflation is regressed on twelve leading lagging, and

contemponneous values ofreal economic activity. The optimal lead-lag lengths that arc

in the model arc based on the Akaik€'s ( t 969) Final Prediction Enor (FPE) crikrionD so as to avoid

inefiiciency and biased parametet estimales ftom arbiE.rily chosen leadlag lenglhs ':l

Table 4 shows that in long-time period, there is a positive relationship b€tween actual inflation

r€3l €conomic activity for bodr lhe Malaysian and lhe Indoo€sian stocl ma*€L It is shown by

positive sum of leadlag coefricients and significanr F-statistics. In lhe case of Malaysia'

significant positive relationship between actual and exp€cted inflalion with real economic

(Model I and 2) is not only given by the FPE t7. 7l model, but all lhe leadiag combination

wh ich are all significant at the | % levels of significanc€. ln gederal the FPE-based model com

the other arbitrarily chosen lead-lag combination models show the hiShest F-Statistics a

signilicant positive relationships are also supporte! by regressing unexpected inflation ol

economic a6ivlly.

Unlike the Malaysian case whete all tha th.e€ typ€s of inflation play a significant positive

determining the real economic activity, for the lndonesian cas€, only actual inflation and real

'7'h.rea:tvalwolAkaik s / t 969) Ftnal Predictioa brds (FPE) rs cNiduedas thz qtinal lead'lag
ft is conputed by the fornula: p'z{N+K}4N-K). lvhe.e 9' tk|otes rarianc.' N b the

obtmtio\ and K is the n@b4 of *plaMtory vuiabLs etludirg the co$tant tm-
't In c6e ofchoosing too larye IaA tesAth the esnnated PuareIe6 @ itul$cient d@ to ttu
ifttelantvtiables. while i'Ltpuati4gtoo snu rh.lag lenAl\ tlE 6.inate.l c@faieats eiU be

the onission of ihportant wiabl8 (lbrahi^ 1999c, PP. 6). 'lao w vealoe$ of irclading @bitra,v
bngths is that, it geheratoyiel isign{Eatt F statiltis (brahid. 1999a. W. I I)
" Ibrahin (1999a) Iouad sinitu rctuut.
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CONCLUS
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i diectly exp
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Txbl€ 5, Testing the S€cond Proposition of tbe F ms's Prory Hypothesis

for the Malrysirn rtrd th€ tndoftsifl Stock Market&

Counlry

R€al Economic Activity:

Coefiicients' Sun of lr.d-Lrg Spedficitior

{-3.3} Gs. 5) (-7-1\ Ge. el (-r r. rr) FPE

Mrhysir t.9788**

12.4061

2.1674..

t2..2801

2.0844

0.4r81

-o.69395

[0.581]

-0. 50455

[ 0. 443]

1.1928*

t4.60r1 {-1. 1}

Indonesir
-0.08588

[. ]681

-o.19341

lr.2561

4. t6l2

[0.839]

-0.fi03

tr.67rl

4.20632

tt.372l

-0.23450*r

[2.63511-12. r2l

Nela

The numb€rs in l,l arc the F-slari$is usd fo. tgting the nuu hypothesis $at dle co€ffcienls' sum of lead-lag

sp€cification is equal to z.ero. The numb€rs in {.} show the optimal leadlag leryth bas€d on lhe Akaike's ( | 969) Fiot

Prediction Enor criteria These numbers ofl€ading and laseing values ofrcal economic activity. for example, [-3J|

indicat€s that thr€e leads ed lags plus onc conteflDordncous valuc arc iocorporarod in lte model.

e at the l7q 57q and lfflo level respectively.

Model l. SR' - INR = do+ I c.' REAr*r+ €,

The study linds that lhere is a positive rclationship between inflation and.eal economic activity and

negative relationsh ip betwe€n real srock reiums atrd rc{l economic activity for Indonesia. These resul8

are inconsistent with the Fama's proxy hypothesis. Nevertheless, this result s€ems to be in line \rill
Mundell-Tobin hypothesis which says that lhe negative rclationship between real stock retums ad
inflalion is directly explained by $e positive inflation-real activity and by rhe negative real sto.t

relums-real activity relationship. This result thus supports Ram and Spencer's (1983) work

criticized the Fama's proxy hypolhesis.!

rt h is inpqtanl to kkos that, i" their study, Rm d"d Spercer (19A3) enplors a difete4t iillation
deiyedlon a FisheFPhilips rclatio8hip,.lifercnt b eqnlly plaasibletdiobles to rcqesekt real a.t6tt
h@e sed st@k retar6 eqlatio6 ofnuch the sane ch@actet 6 Ftu s 1981) studr (see Ran ond
t983,pp.463)
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