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Abstract

For more than 30 years, the relationship between exchange rates, interest rate
and stock price has drawn attention of economists, because they both play crucial
roles in influencing the development of a country’s economy. Many studies have
been conducted both theoretically and empirically.

The main objective of this study is to examine whether exchange rate and
interest rate influence shareholder wealth. The sample period for this study is from
Jan 1, 1990 to Dec 31, 2009, and the monthly data of company return, market return,
Malaysia real effective exchange rate per US Dollar, and Kuala Lumpur base lending
rate were gathered from DataStream. This study attempts to investigate the influence
of exchange rate and interest rate to shareholder wealth within the investigated
period controlling for the time periods D4CC and D4AFC. Thus I divided the
covering period to three subperiods. First is from January 1, 1990 to Jun 31, 1997
and from August 1, 2005 to November 30, 2009. Second, during Asian financial
crisis, that is from July 1, 1997 to August 31, 1998. Third, during capital control
period, which is from September 1, 1998 to July 31, 2005. The models applied in this
study includes descriptive statistics, comparisons between different time periods,
correlation test and multiple regression.

The results show that, first, exchange rate and interest rate are significant in
the multiple regression equation. The relationships between the exchange rate and the

stock market return are in line with expectation because the result indicated that the



lower is the value of Ringgit Malaysia, the higher is the stock return.
From the findings of this study, the effects of the exchange rate, interest rate,

and market return to shareholder wealth are significant.
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Chapter One Introduction

This chapter provides a general introduction of the study. Session one is
discussion about background of the study. Statement of the problem, objectives,

significance and organizations are discuss in session two, three, and four respectively

1.1 Background of the Study

Theoretically, exchange rate risk is the relative value of a foreign country’s
currency in terms of the home country’s currency, and the changes of exchange rate risk
will affect the domestic economy greatly, especially investments denominated in a
foreign currency. Stock market can reflect a country’s economic development, and the
stock market prices (indices) can reflect the whole stock market, which can be regarded
as the barometer of a country’s economic situation and shareholder wealth. According to
Kim (2003), the growing degree of the world trade and capital movements have made the
exchange rate as one of the main determinants of business profitability and equity prices.
It is important to note that when studying the dynamic behavior of the shareholder wealth,
the effect of the foreign exchange market can not be neglected. Also, when studying the
fluctuation of the exchange rate risk, the connection among the financial markets from
different countries should be considered.

From history, the exchange rate changes and the stock price fluctuations have a
strong relationship. During 1980s, appreciation of Japanese Yen caused Japan stock
market to be more volatited, and at the same time, Taiwan Dollar appreciated greatly

which led to the dramatic fluctuation of the stock market. Besides, the Mexico Financial



The contents of
the thesis is for
internal user
only



Bibliography

Adler, M., & Dumas, B. (1984). Exposure to currency risk: Definition and measurement.
Financial Management, 13, pp.41—50.

Aggarwal, R. (1981). Exchange Rates and Stock Prices: A Study of the US Capital
Markets under Floating Exchange Rates, 4kron Business and Economic Review, vol.
12, pp. 7-12.

Aggarwal,R.and P.Rivoli. (1989). “Seasonal and Day-of-the-Week Effects in Four
Emerging Stock Markets”, The Financial Review, Vol. 24 No. 9, pp. 541-550.

.Allayannis, G. and Ihrig, J. (2001), “Exposure and markups”, Review of Financial Studies,
Vol. 14, pp. 805-35.

. Allayannis, G. and Weston, P.J. (2001), “The use of foreign currency derivatives and
firm value”, The Review of Financial Studies, Vol. 14 No. 1, pp. 243-76.

- Bernanke, Ben S. (1990), “On the predictive power of interest rates and interest rate
Spreads”, New England Economic Review, pp. 51-68.

Bodnar, G.M. and Gentry, W.M. (1993), “Exchange-rate exposure and industry
characteristics: evidence from Canada, Japan and the US”, Journal of International
Money and Finance, Vol. 12, pp. 29-45.

Branson, W. H. (1983). Macroeconomic Determinants of Real Exchange Rate Risk, in R.
J. Herring(ed.) "Managing Foreign Exchange Rate Risk”, Cambridge University
Press, Cambridge, MA.

Chen, Nai-Fu, and Richard Roll, and Stephen A. Ross, (1986), “Economic forces and the
stock market”, The Journal of Business 59, pp. 383-403.

. Cho, Dongchul, and Kenneth D. West. (2000), “The effect of monetary policy in
exchange rate stabilization in post-crisis Korea”, The Korean crisis: Before and
after, pp. 55-86. Seoul: Korea Development Institute.

'Dekle, Robert, Cheng Hsiao, and Siyan Wang. (2001), “Interest rate stabilization of
exchange rates and contagion in the Asian crisis countries”, Financial crises
inemerging markets, pp. 347-83. Cambridge, England: Cambridge University Press.

Doong, Shuh-Chyi, Yang, Sheng-Yung and Wang, Alan T. (2005). The Dynamic
Relationship and Pricing of Stocks and Exchange Rates: Empirical Evidence from
Asian Emerging Markets, Journal of American Academy of Business, Cambridge, T:
1, pp. 118-123.

39



‘Eichenbaum, Martin, and Charles L. Evans. (1995), “Some empirical evidence on the
effects of shocks to monetary policy on exchange rates”, Quarterly Journal of
Economics Vol. 110 No. 4, pp. 975-1009.

Franck, P. And Young. A. (1972). Stock price reaction of multinational firms to
exchange realignments, Financial Management, 1, pp. 66-73.

Frankel, J. A. (1983). Monetary and Portfolio Balance Models of Exchange Rate
Determination, in J.S. Bhandari and B.H.  Putnam(ed.) “Economic
Interdependenceand Flexible Exchange Rates”’, MIT Press, Cambridge, MA.

Friedman, Benjamin M., and Kenneth N Kuttner, (1998), “Indicator properties of the
paper-bill spreads: lessons from recent experience”, Review of Economics and
Statistics 80, pp. 34-44.

Furman, J., and J. Stiglitz. (1998), “Economic crisis: Evidence and insights from East
Asia”, Brookings Papers on Economic Activity, Issue no. 2, pp. 1-135. Washington,
D.C.: Brookings Institution.

“Goldfajn, 1., and T. Baig. (1998), “Monetary policy in the aftermath of currency crisis:
The case of Asia”, IMF Working Paper no. WP/98/170.

.Goldfajn, Ilan, and Poonam Gupta. (1999), “Does monetary policy stabilize the exchange
rate following a currency crisis?”, IMF Working Paper no. WP/99/42.

Gonzalez, Jorge G., Roger W. Spencer, and Daniel T. Walz, (2000), “The term structure
of interest rates and the Mexican Economy”, Contemporary Economic Policy 18, pp.
284-285.

Gould, David M., and Steven B. Kamin. (2000), “The impact of monetary policy on
exchange rates during financial crises”, International Financial Discussion Paper
no. 669. Washington, D.C.: Board of Governors of the Federal Reserve System.

- Granger, Clive W. J., Huang, Bwo-Nung, and Chin-Wei, Yang. (2000). A bivariate
causality between stock prices and exchange rates: evidence from recent Asian flu,

The Quarterly Review of Economics and Finance, 40, pp. 337-354.

v Jorion, P. (1990), “The exchange-rate exposure of United-States multinationals”, Journal
of Business, Vol. 63, pp. 331-45.

~ Joseph, N. L.. (2002). Modelling the impacts of interest rate and exchange rate changes
on UK stock returns, Derivatives Use, Trading & Regulation, 7:4, pp. 306-323.

40



Kim, K. (2003). Dollar Exchange Rate and Stock Price: Evidence from Multivariate
Cointegration and ErrornCorrection Model”, Review of Financial Economics,
Vol.12, pp. 301-313.

Ma, C. K. and Kao, G. W. (1990). “On Exchange Rate Changes and Stock Price
Reactions”, Journal of Business Finance and Accounting, 17:2, pp. 441-449.

Merton, Robert C. (1973), “An intertemporal capital asset pricing model”, Econometrica
41, pp. 867-87.

./Oguzhan Aydemir & Erdal Demirhan, (2009), The Relationship between Stock Prices
and Exchange Rates Evidence from Turkey, International Research Journal of
Finance and Economics, 23.

Paola Arrangoiz. (2001), “Indicator Properties of Interest Rate Spreads on Stock Market
Returns for Mexico”, Working Papers of Bachelor of Arts in Economics, 2001,
University of San Diego.

~ Patelis, Alex D. (1997), “Stock return predictability and the role of monetary policy”, The
Journal of Finance 52, 1951-1972.

P. Franck, and A. Young, (1972). “Stock price reaction of multinational firms to
exchange realignments”, Financial Management, Vol. 1, pp. 66-73.

Radelet, S., and J. Sachs, (1998). “The East Asian financial crisis: Diagnosis, remedies
prospects”, Brookings Papers on Economic Activity, Issue no. 1:1-74. Washington,
D.C.: Brookings Institution.

" Ross, Stephen A, (1976). “The arbitrage theory of capital asset pricing”, Journal of
Economic Theory, Vol 13, pp. 341-360.

. Stuart Hyde. (2007). “The response of industry stock returns to market, exchange rate and
interest rate risks”, Managerial Finance, Vol. 33 No. 9, pp. 693-709.

41





