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analysis. the crear Depression is a testimony 1() the importance of money. Misguided policy of
the Fed thar reduced rhe monetary base (rhe high powered money) sharply from 1929 ro 1933 Ied
to a highly deflationary policy worsening rhe economic depression. Thus monetary policy is porenl

Later studies widenrhe undersranding of the .elarionship beiween money andeconomic activrrres.
Evidence by Christiano and Eichenbaurn ( 1992), Leeper and Cordon (1992) and Kim and Chazarr
(1998) show thar monetary injeciion is followed by a reduction in shorrterm interest rat€s verifying
the liquidity effect of money.r This evidence js in line with the srickiness of Drices in shorr-run
that allows changes in money supply to have an impact on real activiry.4

Series of studies examine rhe relationship between growrh ofmonetar-y aggregate and performance
of stock prices. The dividend valuation model of stock prices equates cunent share prices ro the
sum of present yalue of expected furure divjdends. Since increase (decrease) in noney suppty
brings down (up) rhe level of interesr rate and influence real ourput positively (negarively), stock
prices are expecied to react in an upward (downward) partern. Findings that support positive link
Detween money and stock prices include Thorbecke (1997), patelis 0997). Chazali and yaakob

(1998), Muradoglu et. al (2001). Muradoglu and Metin (1996), Thorbecke and Coppock (1996),
and Dhakal et.al (1993)5. Keran (1971), Homa and Jaffee (19?1) and Hamburger and Kocnrn
( 1972) explain that based on rhe dividend valuarion nodel rhis influence could occur through the
cash flow eff€ct (linking dividend with real output) and/orthe discountrate effecr (negarive reaction
of interest rate to monetary policy).6 The relarionships between changes in monetary aggregare

and slock prices therefore receiving the interesrs offinancial researchers and invesrment advisors
in forecasting perforrnance of stock prices.

Cotital iltrkets R.\@n Val.l0 No.2,2OO2

r rb€re are rvo possibl€ erpranalions b€hind the non-neu*artrt ol none! in lhe shon rdn,rnforn.rion inDerrecuonand
st'ckin€ss orprices. Lu.as (r972) and sarSeni and wallace daT5rLrarm rhar srlh erp€!rruon fomed r.rionairy, a.riqpaeo
chanses in monerary poticy wolidbe inefeciive on eal variables.Anricipatioi phis a.dricalrct€ i.policy;iieciveie$.
Phelps and Taylor (t97?) prolide a staggered wlge contract modet tbar iead to price slictin€$;ren with a perfect

'KimandGhrzali(1999)reriryrhhexperienceiorrhedevelopingnationsincludinsMataysia.

'GhdzaliandRarlee(2001)showtbal,inMalaysia,jrtakesabou 2nonrhsbeiolepiicesractconrl€t€lyrononerary
inj*rion Thh sruSghh adjlstment in prices is alsolrue fororherselectedAsian cou.*ies (aangradei.b,l'ia.Iidon€sia,
Sirgapore, Sri Lonka andTbailand). Stow adjusrment in pnces give roon for ihrerestrate t;ecline ii &codance ro
tbc liquidity efiect of non€rary injection.

'DamiandDick.tu(1996)findbi-varjarecausationponemberweenstockp.cesandchahAesrnnoneyluorty.pesando
( 197.1) and Rozef(1974) arsue tnat in an efiicient narkcr rDdins rute u\in8 tagged mon;y,upptr aors aoe. not exxr.
conrenporary chans€s in releranr econoni. variabtes shoutd iniiueice sroc(;i.es o.li,o_r_t" *t.,,r,ot tr,.y _.
unanticipded and lagged lalues of these variables sbould €xen no siAnificance inflnence.

6 Fron a differenr p€rspecrile, positive reaction of sroct prices to noieta.y injedioi cout.t aho be due ro invE$urj
tortfolio barance adjnshent figgered bv nonera.v injectio.. see Fri€dnan (ri88) ro. this Ear baranc€ eifect on stock
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l Fnednan (1953)explains thehdshdkiplineoffixedexchange rxtercgideth,ileadtoward loosing monetar) independen.c.

Ghazali (2001) discusses lhis inplication with rcspect r. the rixlng of Ringgit Malalsia b U s. Dollar in septenbci
1998 as rcaclion torard the exchlnge rale.rnh in 1991.

:, -. ./ -.

findings imply that international linkagcs between equity markets could be the result olincreasing

policy coordination across different economies. The srnall developing economy will rlso havc a

tendency to coordinate their domestjc monetary policy with policies adopted by developed nations.

Policies that aim to stabilize home curency excharge rale vis t vis curencies ofde\,eloped nations

require a paraliel monetafy policy 10 be implemented. In a more rigid condition, countries that

fixed rheir cunencies are in fact submitting their monetary policy lo be directed by monetary

policy of an anchor country.r We eramine this relationship for a snall devcloping nation us ing

the case of Malaysia. Our obiective is to identify the long run equilibrium relationship between

changes of money supply in lhe developed nations (United States) on the performance of ihe

Malaysian stock prices. We analyze ihis foreign influence in conjunction with the influence of

domestic rnoney supply. ourresults indicate that movemenl ofMalaysian stock prices are subject

to an equilibriu path set by the rate of domestic and foreign monetary grcwth. CoiDtegration

relationship are supported betwecn stock price changes and changes in monetafy aggregates in

Malaysia and the U.S.. we also support the view that following finnncial liberalization and

globalization the influence offoreisn (U.S.) monetary growih is relatively greater. Evidence over

the s€cond sub-period (198711 1999:12) shows thar the speed of adjustment toward derjatjon

from the long run path dictated by th€ U.S. monetary growth is largcr. The forthcoming sections

are as follows. Section 2 describes the data set and empirical methodology employed in tbe study.

Section 3 presents our findings and results interpretatjon. We conclude briefly in Seclion 4.

2. THE DATA SET AND EMPIRICAL METHODOLOGY

We examine the link between monetary aggregate and stock pices using the dala oflhe Malalsian

economy- The Malaysian economy is best described as a small-open economy ihai interacts

significantly with !he global economy.Being relatively srnall in size,Malaysian real output (!neasured

by the Gross Domestic Products) is significartly depending on !orld econoNic pe onnancc.

Being a small-open economy. Malaysia's prosperity greatlyrelies on the health ofthe wo.ld economy.

Exporrs conlribule nearly half (approximately ,19.5 percent) of the nal ion t 1999 total demand tor

goods and non factor services. The slowdown of world econoiny in year 2000 01 adversely afleccd

the Malaysian economy tharrecently rccovered from the cuffency crisis in 1997-98. The performance

ofthe Malaysian stock market, the Kuala Lumpur Stock Exchange (KLSE). is frequently link to

the performance of orher major bourses of the developed nations in line with studies ciied in the

preceding paragraph- Major market downtum such as October\ 1987 crashed atlected KLSE s

performance in a very significant magnitude. The KLSE Composite Index dropped by 15.7 percent

-:-:: illl
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relationship also appears between Malaysian money growth and U S money growth with the

Iatter leading the changes.we estimate the strength ofthese iinear associations by calculating the

Pearson's correlation coefficienls between contempomneous stock growth and lagged money growth

up till 24 months. The estimated correlation coefficients for the whole and two sub_periods are

tabled in Table la. b and c. As a whole, rhese positive linear associations are significant for all

pairs at all lag lengths with some exception for the coffelation between slock prices and Malaysian

money a! the longer lag. The correlation with domestic money is stronger at lhe earlier lag while

weaken at the longer end. On the other hand. the reverse is observed for the correlalion between

stock prices and foreign money where correlation is strongerat longerend.We alsodictate posjtive

associations between domestic and foreign noney growth which also appear to be significant and

strengthened at the longer end in line with Figure lc These linear associations suggest possible

linkages of the Malaysian stock prices with domestic and foreign monetary policy, thus forming

the motivation for our study.

For an explicit treatment of Iong run equilibrium relationship we proceed with the two-step

cointegration analysis proposed by Engle and Granger (1987-here onward EC). Prior to the

cointegraiion analysis we first examine the slationarity oflhe data set using theAugmenled Dickey

Fulter (ADF) lesi described by Dickey and Fuller (19?9). we esiinate the following regression

on lhe tevel and first difference of the logged series of money supply and stock prices:

At, = e + L,t,-' + t Et Lr,-t + p', (l)

where. / is lhe first-difference operator: .r, is the series lested; and !/ is a covariance stationary

random error.The appropriate numberoflagged difference (t) is determined byAkaike lnformarion

Criteria (AIC) due to Akaike (19?0). optimal choice of lag length removes autocorrelations in

th€ error term. The null hypothesis of onit root.ldl=1, is Ested against alternative ofstaiionarity.

ldl<l. The critical values for the test are developed by MacKirnon (1991) Evidence of difference

stationary (i.e. series are,l(J)) is a precondition for proceeding with the EG test

EG proposed a cointegration analysis for time series that are difference slaiionary, i.e (/l
series. Cointegration suggesrs that certain pairs ofeconomic time series are linked by a Iong run

equilibrium force. Variables thal are cointegrated may diverge from an equilibdum path momentarily

but in the long run they obey a common force ofattractor that links them togelher. EG show that

ir is possible for two variables to be /(r) and yet their linear combinations to be lfoJ lf such is the

case tbe two variables are said to be cointegrated The EC lest calls for testing the stationariiy of

the enor series derived from a cointegration regression, i.e. an ordinary least squares (OLS) regression
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3. EMPIRICAL RESULTS AND DISCUSSIONS

Table 2 provides the ADF unil root test for all the series tested- Reporled statistics jn the first

column indicate that slock prices and money supply sedes are non_stationary Note of the null

hypothesis of non-stationarity can be rejected at the level form Unit root hypothesis can only be

rejected signilicantly when these series are firstdifferenced Thus. stockpdces and money supplv

series are differenced stationary (J) series allowing us io proceed with the cointegration analysts

proposed by EG. Coinlegration regression (Equatlon 2) is estimakd using rhe Malavsian and

U.S. money supply data for the whole and iwo sub-periods The next six columns of Tahle 1

provide the ADF test on the estimated error series derived from Equation 2 for respective time

periods and money supply data- The null hvpothesis of zero cointegration is strongly rejected at 5

percent significance level for all estinations with miDor excepiion for lhe Properiy sector tbar

caffies no evidence of cointegration for sub-period analysis However' for the whole perrod'

cointegralion between stockpricesand noney supplv{domestic and foreign) is supported significandv'

This indicates that Malaysian stock market pedormance response to bolh seis of monetary informadon

Domeslic and foreign monetary policy influence stock markel performance in the iong run

An insight inio the dynamic adjustment ofstock prices !o changes in monev supplv is provided

by the ECM estinations (Equaiion 3)- t'e 
'eport 

the estimated speed of adjustment coefficieflrs

(yv and't!") for lhe whole and sub'periods analysis in Table 3 A quick glimpse on the coefficients

ofdetermination (R':) indicates that lhere are other explanatorv variables that inlluence movement

in slock prices.Lagged stock perforrnance and growth ofmoney supply explain onlv some portion

of cunent movement in slock prices This ho\,veler does not dismrss the rmportance of money

supply changes in influencing ihe long run path for stock prices' On average the exphnatorv

power of the Malaysian noney supply equation is 21,20' and l8 percents for sub period l sub-

period 2, and whole period respectivelv Across indices. for the whole period Malaysian monev

supply explains Composite index rhe most with R: of 23 percent On the olher hand' the U S'

money equation explains 45, 22, 16 of variation in stock prices for sub-period 1' sub period 2'

and whole period respectively. Across indices. for the whole pedod P'operlv index is lhe mosl

affecied by changes in the U.S money supply wilh an R: of 21 percent

All of fte speed coefficients (1'r and tu") carry negative signs consistentwith the error correcrion

process described earlier' As a whole these coefficients are significanllv differcnt from zero indicating

that in the long run stock price adjusls significantlv to its past deviation fron the long rLrn path

setby changes in money suppiy Analvsis ofsub periods indicates insignificant adjustments toward

changes in the U.S . money data during the first sub period This is irue for ihe Composite 
' 

F i nance

and Property Index. Nevertheless. the case is reversed for the second sub-period ln rhe second

r !L\
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significaqtly rglies o! world economic pedormance, the rcaction of Malaysi4tr stock prices to

foreign money supply increase parallel with the Process of economic globalization. Thus, itrvestors

must incorporate domestic and forcign monetary cotrditiotrs itr forccastitrg stock ma*et performance.

Creat€r atteDtiotr should slso b€ givgn to foreign monetary policy as financial narket arc liberalized

in line with economic globalization.
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Tabl€ 2:
R€gressrons
Unit Root T€st on Stocks In'tices' Money Supply and Residuals of Cointegration

-:

i-.

t

;
.a

(193211-1987:12) (1988i1-1999:12)
(1982:1 1999:12)

(MSA) (rlsA)
(n45A) (MSA) (usA)

-2.592- -2.142
(4)

-2.051- 2 301

(0)-1.586
(10)

-,1,003'
(e)

,2.896_

(10)

-2.980_
(10)

-2,338_

l:2)

-7.195'
(2)

-2.016i* -2 206-
(0)

{2)

,2.698_

(lrl
3111'
(10)-1.536

(2)

-2.91r'
(?)

.2.309.' 2001"'
(0)-\.622 -4.339_

(?)

3.325_
(ll)

-2.142
(8)

1.123' -0.088
(l)

-0.363

(l)-2A12'
(10)

2.554_
(10)

l 618
(0)

(10)

-3.211'
(2)

-3.641-

112)

2.552
(12)

-2.011
(5)

1.114'
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Sub-period 2
(1988:l-1999r12)(1982:1 1987:12)(1982:i 1999:12)

_20
C.pnal Market R.tievv.! 1ANo 2 20a2

Table 4; Relatire Strength ofAdjustment toward Domestic and Foreign Money

"'i. 
rrr" *p*ea lg*., t".atios oisteed coedicie'ts (Y!s/J\i) derived based on lhe ECM in Tablc r'
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