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ABSTRACT

This study investigates the causal relations and dynamic interactions among stock prices,
real interest rate, real money balances and real activity in Malaysia using monthly data
from January 1987 to December 2001. This full sample period is also divided into two
sub-periods for analysis. The first sub-period covers January 1987 to August 1998 while

the second sub-period covers September 1998 to December 2001,

The conventional unit root tests suggest that all variables are integrated of order one. This
finding is further supported by the results of the unit root test which allows for a
structural break in the series. All the variables are cointegrated for the entire sample
period and the two sub-periods. The existence of cointegration among stock prices with
macroeconomic variables suggests evidence against the efficient market hypothesis for

the Malaysian stock market.

For the full sample period, when money supply is defined as M1, real interest rate and
real money balances adjust to disequilibrium. The results of Granger causality test
suggest that industrial production and stock prices Granger-cause real money balances.
Bi-directional causality between real interest rate and real money balances is found. On
the other hand, if the M2 measure of money is used, all variables adjust to disequilibrium
except stock prices. All variables tend to lead industrial production. The finding shows
evidence that stock prices acted as a leading indicator of future economic activity. In

addition, stock prices tend to lead real interest rate.



When M2 is used, the results of the first sub-period show that all the variables respond to
disequilibrium and acted as leading indicators of industrial production. Industrial
production and real money balances tend to lead stock prices. Nevertheless, the results
for the second sub-period indicate that only stock prices and real interest rate respond to
disequilibrium. This implies that since September 1998, real money balances are no
longer an active monetary tool. Interest rate, however, remains an important monetary
tool. In fact, a significant causal relation is found from industrial production to real
interest rate during the second sub-period. This offers evidence of interest rate targetting.
Real money balances only Granger-cause industrial production before the imposition of

selective capital controls regime. Besides that, stock prices no longer act as a leading

indicator of economic activity.

The main finding of the impulse response function is that more variables response to one-
time shocks in the second sub-period compared with the first sub-period and the response
period also takes longer time to settle down. This suggests that the economy is more

sensitive towards changes in macroeconomic variables.
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