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Biiigaue pazMepoB aMepUKAHCKMX KOMITAaHUI
1 UX IOJIOXEHUS HA MUPOBOM PBIHKE
Ha B3aMMOCBSI3b MEXIY CTOMMOCTBIO aKIIUN
1 OOMEHHBIM KypCcoOM

AHHA BBITOJIUHA
Caywamens 0okmopanmypsl
Yuusepcumem Hebpacku, JTunkonsH, haxyssmem uHancos

Pabora mocBsieHa HCCIENOBAaHUAM TIPUYHHHON CBSI3H 110
I'panmxepy MexIy CTOMMOCTBIO aKIHid H OOMEHHBIM KypCoM
KPYITHBIX ¥ HEOOIBIIMX aMEPHKAHCKUX KOMITaHHH 3a IEPHOJ]
1985 — 1998 .

YuuThIBasi pa3sMephl H 3HaUEHHE aMEPHUKAHCKOH 3KOHOMU-
K4, fojutapa ¥ BamoTHON nomutuku CIIIA u ux BiusHuE Ha
MHpPOBYIO 3KOHOMMKY, JaHHas1 paboTa CKOHIIEHTPHPOBaHa Ha
U3yYeHHH aMePUKAHCKHX PHIHKOB.

Pa3zMepsl aMepUKaHCKOH SKOHOMHKY H POJIb JOJUTapa Kak
IJIaBHOMH Pe3e€pPBHOM BAJIOTHI M Cpe/ICTBA OOMEHa I MEXIYy-
HapOJHBIX CIENOK CO3/Al0T IPEATIOCHUIKH JUIA CHJIBHOTO BIIH-
SIHHSL AMEPUKAHCKOH BAJIFOTHOM MOJIMTHKY HA OCTAJIEHOH MHD
4, B YaCTHOCTH, Ha OOMEHHBIH KypC 10JUIapa.

Bonpoc o npuponie B3aUMOCBSA3H MEXy CTOUMOCTBIO aK-
I ¥ OOMEHHBIM KypCOM OCTaeTCsl OTKPHITHIM B aKaJeMH-
YEeCKMX MCCIeI0BaHWIX. J[aHHbIE ITO PBIHKY LIEHHBIX OyMar u
00MEHHOMY KypPCY YKa3bIBAKOT Ha TO, YTO CUTYAIUs MEHSETCS
OT IOJIOKUTENBHON K oTpuuaTensHoi. [lepuoas! moBopora
COOTBETCTBYIOT OCHOBHBIM H3MEHEHHMSIM B oymTHKe Denepais-
HOM pe3epBHOH cucteMbl CIIIA 1 noka3pIBalOT CUIBHOE BIHS-
Hue 5KoHOMHUKH CIIIA Ha MUPOBBIE PBIHKH.

Pe3ynbraThl paboTHI CBUIETENHCTBYIOT O HAJIMIUH IPUIHH-
HOM CBs13H 110 I paHpkepy B OTHONIEHUH H3MEHEHHH CTOMMO-
CTHM aKIMH KpPYNHbIX GHPM B 3aBUCHUMOCTH OT OOMEHHOTO
Kypca, HO He OTPaXKaroT IPUIWHHOH 3aBUCHMOCTH OOMEHHOTO
Kypca OT CTOMMOCTH akiuii. Kpome Toro, pe3ynsrarsl roBOpsT
B I10JIb3y OPHEHTUPOBAHHOM Ha «AKII» MOJIEIH, 10 KOTOPOH
HU3MEHEHHS B SKOHOMHUYECKOH JEesATeEHOCTH aMEPHUKAaHCKUX
KOMITaHHH BeyT K KoleOaHHsIM MECTHOH BaJIOTHI H, CJIe/I0Ba-
TENBHO, K M3MEHEHHUI0 0OMeHHOoro Kypca. [logrBepxnarorcs
TaKOKE BBIBOJIBI O TOM, YTO IN100aIbHAs HHTErPALUs MOTJIa Obl
OBITH OrpaHHYeHa KPYITHBIMH MHOTOHAI[HOHAIBHEIMH KOPIIO-
paLMsIMH.

[IpensapuTenbHbie BRIBOIBI IOKA3BIBAIOT, YTO PHUPO/IA CO-
OTHOLIEHHH MEXTy CTOMMOCTBIO aKI[HH X 0OMEHHBIM KypCOM
MIOCTOSIHHO MensieTcs. KpoMe Toro, ycTaHOBNIEHa 3aBUCHMOCTD
CTOMMOCTH aKIMH ¥ OOMEHHOTO Kypca OT OJHHMX M TEX XK€
MaKpOIKOHOMHUYE CKUX H3MEHSIEMBIX BEJIMIHH, BKJIFOYasi IPO-
LEHTHBIE CTaBKH, YPOBEHDb HHGIISINH, BATIOTHYIO TOJUTHKY
®enepanbHOH pe3epBHOH CHCTEMB], U CIIEIaH BbIBOJ O CHJIb-

HOM BIIMSIHUHM U3MeHEeHHs B nomutuke OenepansHoi peseps-
Ho# cucteMbl CIIIA Ha npupoay COOTHOLIEHUS CHOUMOCHb
axyuil — obMeHHbI KYPC, U YTO CIEMYET IPOJOJDKHTH HCCIIe-
JI0BaHHUs B JaHHOM HanpaBieHHH. CBA3b MEX/y U3MEHEHHU -
MH B CTOUMOCTH akiui u obmenHoro kypca B CILIA urpaer
GOJIBIIYIO POJIH HE TONBKO VI aMEPUKAHCKHUX KOMITaHHH, HO
4 B m1o6anpHOM MacmTabe, Tak kak CIIA umerot orpoMuoe
BIIMSHHE Ha SKOHOMHUYECKYIO JAESTENHHOCTH 3a ITPeIeIaMH CBO-
eli ctpansbl. JlaeTcs aHamM3 BIUAHUA IT100aJIM3aLMK HA PHIHOK
LIEHHBIX Oymar.

JlanHast paboTa paccMaTpHBaET MOJIOKHUTEIBHBIA IIEPUO
(c 1995 1o 1998 r.) cooTHOUIEHHS MEXAY OOMEHHBIM Kyp-
COM H CTOMMOCTBIO aKI[HH, KOTOPBIE PETYIIHPYIOTCS pa3Me-
paMHu KOMITAHMH M MX BBIXOJIOM HAa MEXIYHAapOIHBIH pBI-
HOK. B TO >xe BpeMs CTaTHCTHYECKH HE OTPAXKEHO 3HA4YHU-
TENbHOE BIIMSHHE H3MEHEHHIH B CTOUMOCTH aKIIHH HeOOb-
X GuUpM Ha OOMEHHBIH Kypc. DTH BEIBOABI (HATHYHE IPH-
YHHHOH CBSI3U M0 I pUHIDKEPY MEX Iy H3MEHEHUSIMH HHIEK-
ca loy JI»xoHca 1 0OMEHHBIM KypCOM H HaJIMYUE CHIBHOH
INPHYHHHOH CBSI3H TOJBKO UL KPYIHBIX KOMIIAHHH) mon-
JIEp)KHBAIOT MOJENb, OPHEHTHPOBAHHYIO HAa «aKIMH», IO
KOTOPOH H3MEHEHHsI B SKOHOMHUeCcKOi aestensHocTH CLIA,
TIOATBEPXKIEHHON NOXOJaMH IO aKLHIM, BENYT K CIIPOCY
Ha MECTHYIO BaJIlOTy H, CJIEI0BATENLHO, K W3MEHEHHUSIM 00-
MEHHOTO Kypca.

Pe3ynbrarsl HHTEPECHBI TAKXKE TEM, YTO OHM YKa3bIBAIOT HA
TOT (haxT, 4TO I100aIbHAS HHTETpaLksi MOTIIa ObI OBITH OrpaHH-
YeHa INIaBHBIM 00pa30M KPYIMHBIMH MYJIETHHAI[HOHAIEHBIMU
xomraHuAMH. ITockonbpKy OONBIIMHCTBO MPEABLIYIIHIX HCCIIe-
JIOBaHHH paccMaTpHBAaIO HHIEKCHI IO aKLHSIM, KOTOPBIE IIPH-
BJIEKAIOT CaMbIX KPYTIHBIX aMEPHKAHCKHX H MHPOBBIX HI'PO-
KOB Ha PBIHKAX LIEHHBIX Oymar, ypoBeHb INI00aIbHOH HHTETpa-
ILIMH TaKHX PHIHKOB U IMOCIECTBHUS €€ MOITIH ObI OBITE IIPO/IHK-
TOBaHBI PHHAHCOBBIM 3[IOPOBBEM KPYTIHBIX KoMITaHuii. [Ipen-
BapUTEJIbHBIE PE3Y/IbTaThl YKA3bIBAIOT TAIOKE Ha BAYKHOCTE IO~
nutuku OenepanbHOil pesepBHOH cuctembl CUIA B MEpOBO#
HHTETrPALIH.

B pabote npencraBnensl 60siee COBpeMEHHbIE TAaHHBIE, YEM
B nmpensiaAyumux uccnenoBanusx (Ajayi, Friedman, and
Mehdian, 1998).
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The question of the nature of the relationship between stock prices and exchange
rates remains unsettled in the academic research. The data for the US stock market
and exchange rate suggest that the sing of the relation changes over time from
positive to negative. Periods of turning points correspond to the major changes in
the US Federal Reserve Policy indicating a strong influence of US economy on the
world markets. The causality relation in Granger sense between exchange rate and
stock prices controlling for the firms’ size for the US over a period 1985 — 1998 size
is'investigated in this paper. The results indicate the existence of Granger causality
from large-cap firms’ stock price changes to the exchange rate, but no Granger
causality relation for the small-cap firms. The results support the “stock” oriented
models, where changes in domestic economic activities lead to changes in demand
for local currency, and hence, changes in exchange rates. The results also support
previous findings that global integration might be confined to the large multinational

corporations.

Introduction

Theory points to an existence of the relationship between
stock prices and exchange rates, a number of researches
have been published on this topic, and the same variables,
such as interest rates, inflation and monetary policy, have
been identified that influence both stock prices and exchange
rates. Nevertheless, the empirical studies of the relationship
are inconclusive. On one hand, theory suggests and research
has found a positive relationship between exchange rates and
stock prices, on the other hand some empirical research re-
ports existence of negative relationship.

There is a wide spectrum of variations in studies of the
exchange rate — stock prices relation that try to capture
possible explanations for the contradicting evidence. Ajayi
and Mougoue (1996), for example, report that an increase
in aggregate domestic stock price has a negative short-run
effect on domestic currency value and positive long run
effect and currency depreciation has a negative both short-
and long-run effect on the stock market. Study by Ma and
Kao (1990) have found that relation between exchange rates
and stock prices differs for export vs. import dominated
countries: for export dominated countries currency appre-
ciation will have a negative impact on stock markets and
for import dominated countries (such as US) currency ap-
preciation will have positive impact on stock prices.

Solnik (1987), on the other hand, has found a negative
relation between real stock-return differentials and changes
inreal exchange rates over a period 1973-1983 and only weak
positive relation over the sub-period 1979-1983. His conclu-
sions support the idea that it is anticipated real growth that
has a positive influence of the exchange rate. Malliaropulos

(1998) also reports a negative relation between international
stock return differentials and changes in real exchange rate
between US and other countries (France, Japan, and UK were
examined). Boldin (1999) has concluded from his study that
exchange rate has little effect on the general economy of the
US (as measured by the domestic firm activity) and exchange
rate rather demonstrates confidence in the US financial and
monetary systems.

It is suggested in this paper that relationship between stock
prices and exchange rate depends on the level of international
exposure. Hodder (1982) has theorized that purely domestic
firms as well as multinational firms are exposed to the ex-
change rate movements. A study by Jorion (1990) has looked
at the effect of the exchange rate on the value of US multina-
tionals and the author has reported that this relation is posi-
tively correlated with degree of foreign involvement for mul-
tinational corporations, but it did not matter for domestic firms.

The critiques of the previous studies attribute the apparent
contradictions of the outcomes to the deficiencies in the pro-
posed models. Solnik (1987) points to a poor quality of mac-
roeconomic data, and Lucas (1982) critiques the absence of
business cycle effects and assumed absence of production.

The view of the data suggests that the relation between
exchange rates and stock prices is changing over time, with
strong either positive or negative relation over sub-periods of
time with distinct reversion points. Looking at Figure 1, that
graphs Dow Jones Industrial Average Index as a proxy for
stock prices against Exchange Rate over a time period 1973-
1998, 3 periods of are easily identifiable: 1973-1985 period
with very strong positive relation, followed by 1985-1995
period with negative relation and reversing back to positive
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Figure 1

DJIA Index vs. Exchange Rate 1973 - 1998
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relation in 1995-1998 period. 1973 was chosen as a starting
point of this research since this is a first year of flexible ex-
change rates.

The contradictions of the previous studies might be ex-
plained by the different time periods examined, given a strong
affect that a chosen time period has on the relation for the US
data. A study of the underlying factors that cause the rela-
tion between stock prices and exchange rates to reverse might
be interesting and appropriate for future research in this area.
Such an attempt has been done by Obstfeld (1985) where
the author suggests that Federal Reserve policy of monetary
growth can have strong positive effect on US currency but
at the same time ambiguous effect on stock prices.

The significance of monetary policy for both exchange rate
and level of stock prices has been theorized previously by
Dornbusch (1976), where he suggests that monetary expan-
sion will result in depreciation in the exchange rate and in-
crease in domestic prices. Short run depreciation in the ex-
change rate will exceed the depreciation in the long run due
to the fact that anticipation of the currency depreciation after
monetary increase will have an immediate effect on the ex-
change rate, while adjustment to local prices will be a slower
process. Eventually an increase in domestic prices will pull
the exchange rate to the new equilibrium.

Later Patelis (1997) has also pointed to the significance of
monetary policy, proposing that changes in monetary policy
change the risk structure of the economy, and, therefore, the
risk characteristics of the stocks. Patelis (1997) concludes
that monetary policy indicators can also act as stock return
indicators. Papers by Fama (1981), Ewing, Payne, and
Forbes (1998), and Domian, Gilster, and Louton (1996) also
point to the strong effect of monetary policy on the stocks.
Fama (1981) has found that in a post 1953 period stock re-
turns were negatively related to the inflation and inflation was
negatively related to the real activity in the economy. Ewing,
Payne, and Forbes (1998) reports that increase in the lending
rate and decrease in the deposit rate (rates being a proxy for
the monetary policy indicator) tend to raise the value of the

stocks. Domian, Gilster, and Louton (1996) demonstrated
that increase in stock returns can be observed over a year
following a drop in interest rates.

It is plausible then for the future research to look at the
monetary policy as a triggering mechanism for the changing
relation between stock prices and exchange rate. Size of the
US economy and dollar’s role as a major reserve currency
and medium of exchange for international transactions lead
US monetary policy to have strong influence on the rest of
the world and particularly on dollar exchange rate.

Looking at the Federal Reserve policy other the years, it
should be noted that there were some significant changes
made around the years of changing relation between exchange
rate and stock prices. There were major regulatory and leg-
islative changes in the early ’80s that affected the climate for
Federal Reserve policy (1980 Depository Institutions Dereg-
ulation and Monetary Control Act, 1982 Garn-St Germain
Depository Institutions Act, MCA provision for interest rate
ceiling to be gradually phased out). The changes lead to the
fact that relatively close link between M1 and economic ac-
tivity had been broken down, FOMC (Federal Open Market
Committee) suspended its M1 target in late 1982 and in 1983
modified its procedures for guiding reserve provisions to be
focused on measures of inflation and economic activity. In a
mid ‘90s there was another major shift in the way Federal
Reserve policy is conducted — in 1994 FOMC began as an
experiment issuing press releases on policy decisions the day
they were made and the procedure was formalized in 1995.
As Federal Reserve policy became readily apparent to the mar-
ket participants, Fed watchers no longer needed to provide
analysis of daily Desk activity to interpret current FOMC pol-
icy. This period, again corresponds to another major turn in
the relation between exchange rate and stock prices.

As noted by Ajayi, Friedman, and Mehdian (1998), the is-
sue of causality between the exchange rates and stock re-
turns remains largely unexplored and the direction of causal-
ity has not been rigorously established, and the direction of
dependency remains implicitly assumed. The “flow” orient-
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ed models propose that changes in exchange rates dictate
changes in demand, therefore, changes in output/income of
domestic producers, and hence, the stock prices. The “stock”
oriented models, on the other hand, dictate that changes in
domestic economic activities, proxied by stock returns, lead
to changes in demand for local currency, and hence, chang-
es in exchange rates. Using Granger causality test, Ajayi,
Friedman, and Mehdian (1998) have found uni-directional
causality from stock return differentials to changes in ex-
change rates for the advanced markets, but no statistically
significant relation was detected in the case of emerging econ-
omies.

The issue of globalization in pricing of stock markets com-
plicates an issue of determining the causality relation between
stock prices and exchange rates. A study by Eun and Huang
(2003) shows that large-cap stock indices are cointegrated
across countries, and large-cap stocks are priced globally,
where as mid-cap and small-cap are not. Hameed (2003)
points to the distinction between small-cap and large-cap
stocks as well, stating that returns on small firms adjust slowly
to the information already incorporated in large firms follow-
ing the periods of market decline based on the study of Ja-
pan.

Given the size and importance of US economy, US dollar
and US monetary policy in the world economy, this paper
will concentrate on the study of the US markets. The objec-
tive of this paper is to investigate the causality relation be-
tween US stock prices and US dollar exchange rate control-
ling for the size and international exposure of the sample firms.
Granger (1969) causality test is employed. The present pa-
per extends the data set used in the previous study of causal-
ity presented in Ajayi, Friedman, and Mehdian (1998). The
contribution of the paper is that it looks at the data over 1995-
1998, a period of positive relation between stock prices and
exchange rates, where as the above mentioned study used a
sample over 1985-1991, a period of negative relation between
stock prices and exchange rate. It is important to note that
the results of this study show the same causality relation
over a period of positive relation as over a period of negative
relation. In addition, this study contributes to the existing
literature in that it controls for the effect of size and interna-
tional exposure of sample firms.

The rest of the paper is organized as follows. Section II
presents data and methodology, Section III presents and
discusses the results of the study and Section I'V concludes.

Data and Methodology

Daily data for the period 1995-1998 were collected for the
following series. Daily nominal exchange rate index that is a
“weighted average of the foreign exchange values of the US
dollar against a subset of 10 currencies in the broad index
that circulates widely outside the country of issue” was ob-
tained from the Federal Reserve Board data base. Daily Dow
Jones Industrial Average Index values were obtained from
Dow Jones indexes data base. Dow Jones Industrial Aver-
age is composed of 30 companies, which represent about
one fifths of the market value of all US stocks, and about one
forth of the value of stocks listed on the New York Stock

Exchange. Each company of the Dow Jones Industrial Av-
erage Index is a major player in its industry. Dow Jones
Industrial Average Index is used as a proxy for large-cap
stocks. Daily Russell 2000 Index values were obtained from
the Russell Company data base. Russell 2000 Index tracks
the stock values of the 2,000 smallest companies in the Rus-
sell 3000 Index and represents approximately 98% of the
total US equity market. Russell 2000 Index includes only
stock of the US domestic corporations and, therefore, is used
as a proxy for the small-cap domestic stock market.

Wednesday closing to Wednesday closing weekly averag-
es were computed and used in the data analysis in order to
avoid problems of the weekend effect and non-synchronous
trading. As noted by Hameed (2003), most of the previous
literature that looks at short-horizon stock returns uses weekly
data and it is a standard convention in the literature to com-
pute weekly averages from Wednesday close to the follow-
ing Wednesday close.

It is proposed here that (1) changes in stock prices pre-
cede changes in exchange rate; (2) the causality relation with
exchange rate, if present, is stronger for large-cap stocks
than for small-cap stocks; and (3) speed of adjustment (de-
termined as a best lag between the two variables) between
large-cap stock and exchange rate is faster than the rate of
adjustment between small-cap stock and exchange rate.

Granger causality test was identified as the appropriate
methodology for the study. The procedure employed in this
study follows that described in Granger (1969) and Hamilton
(1983). Granger causality procedure is utilized in testing
whether changes in one variable are a “cause” of changes in
another. Even though we can not talk about either changes
in stock prices or in exchange rate “causing’ the changes in
the other variable, the Granger causality test is appropriate
here because it helps to determine the predictability relation
between the two variables. It is hypothesized that changes in
stock prices help to predict changes in exchange rate or in
other words, domestic macro economic changes are first
reflected at the domestic market and then through financial
contagion are picked up at the international markets and the
exchange rate. The causality relation between exchange rate
and stock prices would be more pronounced and intimate for
large-cap stocks than for small-cap stocks.

In order to establish causality in Granger sense, two tests
would have to be performed: first, Stock Index changes
help to predict Exchange Rate and, second, Exchange Rate
changes do not help to predict Stock Index changes. Lag
time has to be chosen in order to perform the test.

Data Set was tested for heteroscedasticity using Goldon-
feld Quandt test and for serial correlation using Durban Wat-
son test. The Dow Jones Industrial Average series was de-
termined to have both heteroscedasticity and serial correla-
tion and was adjusted accordingly. The Russell 2000 series
was determined to have no heteroscedasticity problem but
serial correlation only and was adjusted using auto-reg pro-
cedure. The two data series were also tested for the outliers
measures of regression diagnostics, such as RSTUDENT,
DFFIT, and DFBETAS were used, that allow us to determine
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whether there are “outliers” present in a data set that have
unusually large influence on the regression model' .

For the Dow Jones Industrial Average Index data series 4
observations were identified as outliers, but, as the tests indi-
cate, none of those observations, if omitted from the data
set, will result in significant changes of parameter and model
estimates. For the Russell 2000 Index data series 11 obser-
vations were identified as outliers, but, again, none of those
observations, if omitted from the data set, will result in sig-
nificant changes of parameter and model estimates.

In his research, Hameed (2003) notes that there is no the-
oretical guide for determining the lag, and uses lags of 4, 12
and 26 weeks, following the previous literature. The best lag
between the Exchange Rate and the two Stock Indexes for
this study, therefore, was determined by the best adjusted R-
squared estimate of the lagged linear regressions run for the
lag periods between zero and seventeen weeks. The best lag
period for the Dow Jones Industrial Average Index and Ex-
change Rate was determined to be at 7 weeks and for the
Russell 2000 Index and Exchange Rate at 13 weeks, which
is consistent with the lags used in the previous literature.

In order to perform the Granger causality test, the two
sets of regressions were estimated:

First test is for Ho: changes in Stock Index do not help to
predict changes in Exchange Rate. The following regres-
sions have to be estimated:

Unrestricted Model:
L L

AER, =Y o, AER,_ +) B,ASI,_, +€,; (1)
i=1 i=1

Restricted Model:
L

AER, =Y 0, AER,_, +E&,, . )
i=l

Second test is for Ho: changes in Exchange Rate do not
help to predict changes in Stock Index. The following re-
gressions have to be estimated:

Unrestricted Model:
L L

ASII = ZaBiASI/—i + Zﬁ3iAERl—i + 831 > (3)
i=1 i=1

I RSTUDENT produces residuals for each observation when the regres-
sion line is estimated when that particular observation is omitted. It is
normalized by dividing the residual for the particular observation by the
standard error of the regression. RSTUDENT value greater than 1.96 in
absolute value for two-tailed test at 5% significance indicates that the
observation might be an outlier. RSTUDENT = g(i) / S(i).

DFBETAS measured the difference between coefficient estimate for a
particular parameter and the same coefficient estimate with particular
observation omitted. It is normalized by dividing the difference by the
standard error of the regression. The DFBETA absolute value greater
than 1.96 for two-tailed test at 5% significance level indicates that the
observation has a strong influence on the value of the measured coeffi-
cient. We can set a cut off point for the value of DFBETAS to be
concerned about the data point, for example, at 2 / NA%S |

DFBETAS = (B - B(i)) / S(i).

DFFITS measures the difference between the predicted value of the
dependent value and the predicted value when a particular observation is
omitted. It is as well standardized by dividing the difference by the stan-
dard error of the regression. DFFITS = (Y - Y(i)) / S(i).

BECTHUKMAX
Restricted Model:
L
ASI, = 00, ASI,_ +&,, . (4)
i=l
Where

AER, — change in Exchange Rate

ASI, ; — logged change in the Stock Index lagged i weeks

L — length of the best determined lag (7 weeks for
Dow Jones Industrial Average Index and 13
weeks for Russell 2000 Index)

g, —random error, j = 1,2,3,4 such that g, ~ N (0, %)

i, Bji— coefficients to be estimated,
i=1,2,...13 (for Russell 2000 model) and
i=1,2, ...7 (for Dow Jones Model)

The test statistic is
_ (N —=k)(ESSrestricted — ESSunrestricted)
L(ESSunrestricted)

F

- FL,N—k

Empirical Results
Based on the estimated results for equations (1) through
(4) the F-statistics were calculated to estimate the Granger
causality test. The results are reported in Table 1.
Table 1

Results of Granger Causality Tests for DJIA — Exchange
Rate and Russell 2000 — Exchange Rate Models

Russell 2000 Model
LagL=13
F — Value (13, 145)

Dow Jones Model
LagL=7
F — Value (7,159)

Ho: AS! -5 AER 4,099* 1,777

Ho: AER -» ASL 1,139 1,215

Note: * significant at 5% level
— Direction of Causality

The results point toward uni-directional Granger causality
for the model based on Dow Jones Industrial Average Index.
Test results are statistically significant for Granger causality
from changes in Dow Jones Index to changes in Exchange
Rate, but not for the other direction. The results for the
Russell 2000 Granger causality test are not statistically sig-
nificant for both directions.

Changes in Stock Indexed and changes in Exchange Rate
were also tested for the statistical significance of the rela-
tion. F-statistics for both tests, changes in DJIA Index as
independent variable and changes in Exchange rate as de-
pendent variable, and changes in Russell 2000 as indepen-
dent variable and changes in Exchange Rate as dependent
variable, are statistically significant. This indicates that sta-
tistically significant relation is present between changes in
both Stock Indexes and changes in Exchange Rate.

As a result of the Granger causality test, uni-directional
causation can be suggested for DJIA Index: changes in Dow
Jones Industrial Average Index help to predict changes in
Exchange Rates, but the same can not be concluded for the
Russell 2000 Index. Even though based on Granger causal-
ity test we can not conclude that changes in Stock Prices
“cause” changes in Exchange rate, but the results of this
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tests suggest that there is s strong relation present between
Stock Prices and Exchange Rate. The relation is much stron-
ger for the DJIA Index than for the Russell 2000 Index.
Stock prices of large multinational companies have stron-
ger relation to the exchange rate as indicated by both uni-
directional causality in Granger sense and shorter lag peri-
od between changes in two variables. This is intuitively
appealing since large companies have presence abroad and
therefore their earnings will be more sensitive to the ex-
change rate fluctuations and large companies would have
heavier foreign investment into them, hence their value
would partially be determined by foreign investors, who are
also sensitive to the changes in the exchange rate. The
result is consistent with previous research that points to-
ward integration of stock and currency markets in advanced
economies (see, for example, Ajayi, Friedman, and Mehdi-
an (1998)). Domestic firms, on the other hand, even though
also affected by the same underlying variables (i.e. interest
rates, inflation, federal monetary policy), display much
weaker relation with changes in exchange rate and no cau-
sality relation in Granger sense. Again, this is intuitive since
domestic firms would have much less international exposure
for their production output and foreign capital investment.

Summary and Conclusions

This paper looks at causality relations in Granger sense
between stock price changes and exchange rate changes for
large-cap and small-cap stocks. The preliminary findings
suggest that the nature of the relationship between stock prices
and exchange rate is changing over time. Since both stock
prices and exchange rate have been identified to depend on
the same set of macroeconomic variables, including interest
rates, inflation level, federal monetary policy, it is plausible to
suggest that shifts in federal monetary policy in the US have
a strong affect on the nature of the stock prices - exchange
rate relation and it would be worth while to investigate fur-
ther. It is important to recognize the shifts in the stock pric-
es and exchange rate relation for the US, since US has tre-
mendous impact on economic activity not only domestically
but also globally.

This paper looks at the data over 1995-1998, a period of
positive relation between exchange rates and stock prices,
controlling for the size and international exposure of the
stocks. The results indicate that large companies’ market is
well integrated with exchange rate market and has uni-direc-
tional causality from stock price changes to changes in ex-
change rates. At the same time there is no statistically signif-
icant causality relation exists between changes in prices of
small-cap stocks and exchange rates. These findings (Granger
causality from DJIA Index changes to exchange rate chang-
es and presence of strong causality relation only for large-
cap firms) supports the “stock” oriented models, where chang-
es in domestic economic activities, proxied by stock returns,
lead to changes in demand for local currency, and hence,
changes in exchange rates.

The results are interesting in that they point to the fact that
global integration might be confined primarily to the large
multi-national corporations. Since most of the previous re-

search looks at the stock indexes that track the largest eco-
nomical players in domestic and global environment, the lev-
el of global market integration and contagion might be dictat-
ed by the financial health of the large-cap firms. Also, pre-
liminary results point to the importance of the US federal
monetary policy in the global integration.
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