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ABSTRACT

The purpose of this paper is to analyze the existence of speculative influences in
Malaysia stock market by utilizing quarterly time series data from first quarter of
1990 until fourth quarter of 1999. Models are reapply in order to test (i) the extent
excess volatility in KLSE (ii) to determine the relationship between stock market and
the real economy (iii) to examine whether the price of the stocks are based on their
intrinsic values. The results indicate that excess volatility in the actual price of stocks
does exist, specially during the boom period. The prices are found to be volatile at 1
or 2 times than the ex post rational price. It is also shown that the weak form of
rational expectation hypothesis is satisfied. Regression of stock prices on measures
of the real economic activity over the same period indicate that there is no evidence
that the stock return could have been driven by expectation of real activity in the
economy during the whole period. The relation is weak, suggesting that the
production and GDP growth are not significant in explaining variations in stock
return. With regards to the test of existence of intrinsic bubbles, the results indicate

that intrinsic bubbles do occur in Malaysia stock market.



ABSTRAK

Kajian ini bertujuan untuk menganalisis pengaruh aktiviti speculasi ke atas pasaran
saham Malaysia dengan menggunakan data siri masa dari suku pertama 1990
sehingga suku keempat 1999. Beberapa model diaplikasikan semula ke atas pasaran
saham bertujuan untuk mengukur (i) lebihan kemeruapan yang wujud di dalam
BSKL, (ii) menentukan hubungan diantara pasaran saham dan ekonomi benar
negara dan (iii) mengukur sama ada harga-harga saham pasaran berasaskan nilai
intrinsic atau tidak. Hasil kajian menunjukkan bahawa wujudnya lebihan
kemeruapan dalam harga sebenar saham, terutama ketika ekonomi mengembang.
Harga di dapati meruap sekitar 1 atau 2 kali lebih dari harga rasional ex-post. Ini
mengesahkan bahawa BKSL berada dalam hipotesis pasaran cekap yang lemah.
Regresi ke atas harga saham bertujuan untuk mengukur pengaruh aktiviti ekonomi
benar dalam tempoh yang sama menunjukkan bahawa tiada bukti bahawa pulangan
saham adalah disebabkan oleh jangkaan aktiviti ekonomi benar dalam ekonomi
sebenar bagi tempoh yang sama. Hubungan yang lemah menunjukkan bahawa
pengeluaran perindustrian dan kadar pertumbuhan KDNK adalah tidak signifikan
dalam menerangkan variasi pulangan saham. Kajian ke atas ‘intrinsic bubbles’

menunjukkan bahawa situasi ini wujud di dalam pasaran saham Malaysia.
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CHAPTER 1

INTRODUCTION

1.0 GENERAL DESCRIPTION

Stock market' represents the well being of the economy, a leading economic indicator
and predictor of the performance of the aggregate economy due to their ability to fall
before recession and rise before the economy recovered. (Othman, 1993; Annuar and

Shamser, 1993; Koh and Goh, 1995; KLSE, 1991)

Theoretically, stock market function is to encourage the accumulation of capital,
to allocate the existing supplies of capital to their most valuable uses, to facilitate and
encourage capital accumulation by channeling short-term savings into long-term
investment and last but not least, to allocate the limitation supplies of capital to the most
valued social uses. Participations will receive profit either in term of dividend or capital

gain.

! Stock market is a place where securities (such as shares, debt instruments, derivatives, and other financial instruments) are bought
and sold by investors. Today stock market traded using the computerize trading and make the world moving toward a capital-driven
economic system.



The contents of
the thesis is for
internal user
only



REFERENCES

Alper, C. E. (2002) Business cycles, excess volatility and capital flows:
evidence from Mexico and Turkey.Emerging Markets Finance and Trade. Vol
38, No. 4, pg 25-58.

Anuar Md Nasir and Shamsher Mohamad (1993) 7he efficient of KLSE: a

collection of emperical findings. Penerbitan Universiti Pertanian Malaysia,
UPM Serdang.

Arestis, P., Demetriades, Panicos O. and Luintel, Kul B. (2001) The financial
development and economic growth: the role of stock markets. Journal of
Money, Credit and Banking. Vol 33, no. 1, pg 16-41.

Ariff, Mohd. And Johnson, Lester W. (1990) Securities markets and stock
pricing: evidence from a developing capital market in Asia. Longman Inc.
(Singapore). Singapore.

Ball, Clifford A. and Torous, Walter N. (1988) Investing security-price
performance in the presence of event-date uncertainty. Journal of Financial
Economics. Vol 22, pg 123-153.

Barsky, R. B. and De Long, B. J. (1993) Why does the stock market fluctuate ?
The Quarterly Journal of Economics. Vol Cviii, Issue 2, pg 291-311.

Basct, E., Ozyildmm, S. and Aydogan, K. (1996) A note on price-volume
dynamics in an emerging stock market. Journal of Banking and Finance. Vol
20, pg 389-400.

Berkman, H. and Eleswarapu, Venkat R. (1998) Short-term traders and
liquidity: a test using Bombay Stock Exchange data. Journal of Financial
Economics. Vol 47, pg 339-355.

Binder, John J. and Merges, Matthias J. (2001) Stock market volatility and
economics factors. Review of Quantitative Finance and Accounting. Vol 17,
No. 1, pg 5-26.

Binswanger, M. (2000) Stock returns and real activity: is there still a
connection. Applied Economics. Vol 10, pg 379-387.

Black, B. S. and Gilson, R. J. (1998) Venture capital and the structure of capital
markets: banks versus stock markets. Journal of Financial Economics. Vol 47,
pg 243-277.



Bodie, Z., Kane, A. and Marcus, Alan J. (1996) Investments. 3" ed. Times
Mirror Higher Education Group Inc, US.

Bolbol, A. A. and Loverwell, M. A. (2001) Three views on stock markets and
corporate behavior: Tobin, Veblen and Marx. Journal of Post Keynesian
Economics. Vol 23, Issue 3, pg 527-543.

Brailsford, T. J. and Faff, R. W. (1996) An evaluation of volatility forecasting
techniques. Journal of Banking and Finance. Vol 20, pg 419-438.

Brodie, N. and Sophrster, J. (2002) Speculative bubbles, irrationality and chaos.
hitp://econserv2.bess.ted.ie/SER/1996/nbrodie. htm

Buckley, Peter J. and Casson, M. (1977) The moral basis of global capitalism:
beyond the Eclectic Theory. International Journal of the Economics of
Business. Vol 8, No. 2, pg 303-327.

Bulkley , G. and Tonks, I. (1989) Are UK stock prices excessively volatile?
Trading rules and variance bound tests. The Economic Journal. Vol 99, pg
1083-1099.

Chang, Eric C., Cheng, Joseph W. and Pinegar, J. M. (1999) Does futures
trading increase stock market volatility? the case of the Nikkei stock index
futures markets. Journal of Banking and Finance. Vol 23, pg 727-753.

Charemza, Wojciech W. and Deadman, Derek F. (1995) Rational and intrinsic
bubbles: a reinterpretation of emperical results. Applied Financial Ecinomics.
Vol §, pg 199-202.

Chaudhury, M.M. and Lee, C. F. (1997) Functional form of stock return model:
some international evidence.The Quarterly Review of Economic and Finance.
Vol 37, No. 1, pg 151-183.

Chen, C. R., Mohan, N. J. and Steiner, T.L. (1999) Discount rate changes, stock
market returns, volatility, and trading volume: evidence from intraday data and
implications for market efficiency. Journal of Banking and Finance. Vol 23, pg
897-924.

Cheong, Ong H. (1998) Coping with capital flows and the monetary policy in
C.H. Kwan, Donna Vandenbrink and Chia Siow Yue (ed) Coping with capital
flows in East Asia. Inst. Of Southeast Asian Studies and Nomura Research
Institute. Singapore



Cheung, Daniel Wai W. (2000) The impulse of stock market volatility and the
market crash of October 1987. Journal of Business Finance and Accounting.
Vol 27 (5) & (6), pg 761-774.

Coghlan, Richard T. and Boeckh, J. A. (1997) An overview of the impact of
inflation on the stock market in J. Anthony Boeckh and Richard T. Coghlan (ed)
The stock market and inflation. Dow Jones-Irwin, Illinois.

Cookson, Clive (2001) “International Economy; worries over share speculation
on Nasdaq investigation concerns it hz3 become easier and cheaper to gamble
on the stock market than to go to Las Vegas™. Financial Times. London 1% ed.
The Financial Times Ltd, London. February 21, 2001

Cumby, R. E and Modest, D. M. (1987) Testing for market timing ability: a
framework for evaluation. Journal of Financial Economics. Vol 19, pg 169-
189.

Cuthbertson, K. (1996) Quantitative financial economics: stocks, bonds and
Joreign exchange. John Wiley and Sons, UK.

Dalton M., John (1993) How stock market works. 2 ed. New York Institute of
Finance, New York.

Daniel, K., Hirshleifer, D. and Subrahmanyam, A. (1998) Investor psychology

and security market under- and overreactions. Journal of Finance. Vol Liii, No.
6, pg 1839-1869

Day, T. E. and Lewis, C. M. (1988) The behavior of the volatility implicit in the
prices of stock index options. Journal of Financial Economics. Vol 22, pg 103-
122.

Dethaise, Philippe (1998) Asia in crisis: the implosion of the banking and
Jfinance systems. John Wiley & Sons (Asia) Pte Ltd. Singapore

Diba, Behzad T. (1990) Bubbles and stock-price volatility, in Gerald P Dayer, Jr
and RW Hafer (ed) The Stock Market: Bubbles, Volatility and Chaos. Kluwer
Academic Publisher, US.

Diba, Behzad T. and Grossman, Herschel I. (1988) The theory of rational
bubbles in stock prices. The Economic Journal. Vol 98, pg 746-754.

Dissanaike, G. (1996) Are stock price reversals really asymmetric? A note.
Journal of Banking and Finance. Vol 20, pg 189-201.



Dopke, J. and Pierdzioch, C. (2000) Stock market volatility-has it increased and
should we care? Ifo Studien. Vol 46, No. 3, pg 301-314.

Drees, B. and Eckwert, B. (1997) Intrinsic bubbles and asset price volatility.
Economic Theory. Vol 9, pg 499-510.

Dwyer, Jr., G. P. and Hafer, R. W. (1990) Do fundamentals, bubbles or neither
determine stock prices? Some international evidence, in Gerald P Dayer, Jr and
RW Hafer (ed) The Stock Market: Bubbles, Volatility and Chaos. Kluwer
Academic Publisher, US.

El Chami, Ahmed M. M. (1986) The correlation relationship between the
general state of the economy and the stock market in highly developed
industrial ec countries as illustrated by the Federal Republic of Germany.
University Microfilms International, Michigan.

Errunza, V. and Hogan, K. (1998) Macroeconomic determinants of European
stock market volatility. European Financial Management. Vol 4, No. 3, pg
361-377

Fane, George (2000) Capital mobility, exchange rates and economic crises.
MPG Books Ltd, Comwall England.

Fang, W. (2001) Stock return process and expected depreciation over Asian
financial crisis. Applied Economics. Vol. 33, pg 905-912.

Ferris, S. P. and Chance, D.M. (1988) Margin requirements and stock market
volatility. Fconomics Letters. Vol 28, pg 251-254.

Flood, Robert P. and Garber, Peter M (1994) Market fundamentals versus price-
level bubbles: the first tests, in Robert P. Flood and Peter M. Garber (ed)
Speculative bubbles, speculative attacks and policy switching.

Flood, Robert P. and Hadrick, Robert J. (1994) On testing for speculative
bubbles. Journal of Economic Perspectives.Vol 4, No. 2, pg 85-101.

Flood, Robert P., Hodrick, Robert J. and Kaplan, P. (1994) An evaluation of
recent evidence on stock market bubbles in Robert P. Flood and Peter M.
Garber (ed) Speculative Bubbles, Speculative attacks and policy switching.

Forbes, K. and Rigobon, R (1999) No contagion, only
interdependence:measuring stock market co-movements. National Bureau of
Economic Research Working Paper.pg 53.



Fogler, H. Russell (1973) Analysing the stock market: a quantitative approach.
Uni. Microfilms International, Michigan.

Froot, K. A. and Obstfeld, M. (1991) Intrinsic bubbles: the case of stock prices.
The American Economic Review. Vol 81, No. 5, pg 1189-1214.

French, K. R, Schwert, W. G. and Stambaugh, R. F. (1987) Expected stock
returns and volatility. Journal of Financial Economics. Vol 19, pg 3-29.

Gerald P. Dwyer, Jr., and R. W. Hafer (1994) Do fundamentals bubbles, or
neither determine stock changes? Some international evidence in Robert P.
Flood and Peter M. Garber (ed) Speculative bubbles, speculative attacks and
policy switching.

Ghosh, S., Gilbert, C.L. and Hallett, AJ H. (1987) Stabilizing speculative
commodity market. Clarendon Press, Oxford.

Gosselin, Kenneth. R. and Kaufmann, M. (2001) Fed’s new year surprise;
interest rate cut fuels surge in stock market, speculation about recession. 7he
Hartford Courant. The Hartford Courant Co., US

Graham, B. and Dodd, David L. (1993) Security analysis. The McGraw-Hill
Comp. Inc, London. Pp 299-349

Grossman, Sanford J. and Shiller, Robert J. (1981) The determinants of the
variability of stock market prices. American Economics Association. Vol 71,
No. 2, pg 222-227

Grundy, Bruce D. and Kim, Y. (2002) Stock market volatility in a
heterogeneous information economy. Journal of Financial and Quantitative
Analysis. Vol 37, No. 1, pg 1-27.

Heaney, R. and Hooper V. (1997) An examination of the variation in equity
market returns and volatility in the Asia Pacific region. Australian National
University Working Paper in Economics and Econometrics. November 1997, pg
29.

Ikeda, S. and Shibata A. (1992) Fundamentals-dependent bubbles in stock
prices. Journal of Monetary Economics. Vol 30, pg 143-168.

Kaizoji, Taisei (2000) Speculative bubbles and crashes in stock market: an
. interacting-agent model of speculative activity. Psysica A. Vol 287, pg 493-503



Kassimatis, K. (2002) Financial liberalization and stock market volatility in
selected Developing Countries. Applied Financial Economic. Vol 12, No 6, pg
389-394.

Kathryn M. Welling (2001) Gloom, Boom and Doom. Traders Magazine,
March 01, 2001

Kimbrough, Kent T. (1985) Rational expectation, market shocks and the
exchange rate. Journal of Macroeconomics. Vol 3, pg 297-312.

Kok Kim Lian and Goh Kim Leng (1995) Malaysian Securities Market.
Pelanduk Publication, Selangor.

Kwan, C. H (1998) Coping with capital flows in the Asian countriesm, in C.H.
Kwan, Donna Vandenbrink and Chia Siow Yue (ed) Coping with capital flows
in East Asia. Inst. Of Southeast Asian Studies and Nomura Research Institute.
Singapore.

Lei, V., Noussair C. N. and Plott, C. R. (2001) Nonspeculative bubbles in
experimental asset markets: case of common knowledge of rationality vs actual
irrationality. Econometrica. Vol 69, No. 4, pg 831-859.

Masih, Abul M.M. and Masih, R (1999) Are Asian stock market fluctuations
due mainly to intra-regional contagion effects? Evidence based on Asian
emerging stock markets. Pacific-Basin Finance Journal. Vol 7, pg 251-282.

McMillan, D., and Speight, A. Apgwilym, O. (2000) Forecasting UK stock
market volatility. Applied Financial Economics. Vol 10, pg 435-448.

Mishkin, Frederic S. and Eakins, Stanley G. (2000) Financial markets and
institutions. 3" ed. Addison-Wesley Longman Inc, US.

Modigliani F. and Cohn, Richard A. (1982) Inflation and the stock market in J.
Anthony Boeckh and Richard T. Coghlan (ed) The stock market and inflation.
Dow Jones-Irwin, Illinois.

Mohd Ariff, Shamsher Mohd and Annuar Md Nasir ( 1998) Stock pricing in
Malaysia: corporate financial and investment security. UPM Press, Serdang.

Morck, R., Yeung, B. and Yu, W. (2000) The information content of stock
markets: why do emerging markets have synchronous stock price movements?
Journal of Financial Economics. Vol 58, pg 215-260..



Nam, K, Pyun, C. S. and Avard, S. L. (2001) Asymmetric reverting behavior of
short-horizon stock returns:an evidence of stock market overreaction. Journal of
Banking and Finance. Vol 25, pg 807-824.

Neoh Soon Kean (1989) Stock market investment in Malaysia and Singapore.
Berita Publishing Sdn Bhd, KL.

Othman Yong (1993) Behavior of the Malaysian stock market. Ambang Press
Sdn Bhd, KL.

Piccioni, Brian (2000) Nobody knows it's just a tulip. Canadian Business and
Current Affairs. December,2000 v.6(3), pg 23. January 20, 2001.

Poshakwale, S. and Murinde, V. (2001) Modelling the volatility in East
European emerging stock markets: evidence on Hungry and Poland. Applied
Financial Economics. Vol 11, pg 445-456.

Raines, J. P. and Leathers, Charles G. (2000) Economists and the stock market,
Edward Elger Publishing Ltd, UK.

Reilly, Frank K., Wright, David J., and Chan, Kam C. (2000) Bond market
volatility compared to stock market volatility. Journal of Portfolio
Management. Vol 27, Issue 1.

Rose, Peter S. (1986) The financial system in the economy. The American
Collage, US.

Rose, David O. and Calomiris, Charles W. (2001) Emerging financial markets.
McGraw-Hill/Irwin, New York.

Scarle, Peter (1999) The riddle of Malaysia capitalism. New Asia Library,
Singapore

Schwert, G. W. (1989) Business cycles, financial crises, and stock volatility.
Carnegie-Rochester Conference Series on Public Policy. Vol 31, pg 83-126.

Shakaran, Sanjiv (2001) India: speculation in stock market. Financial Timcs
Information, India

Sing, Tien F., Liow, Kim H. and Chan, Wei J. (2002) Mean reversion of
Singapore property stock prices towards their fundamental values. Journal of
Property Investors and Finance. Vol 20, No. 4, pg 374-387.

Shiller, R. J (2000) The Fed can’t pop up the falling market. The Wall Street
Journal, US.



Shiller, R. J. (1990) Speculative prices and popular models. Journal of
Economic Perspectives. Vol 4, No. 2 pg 55-65.

Shiller, R. J. and Grossman, S. J. (1981) The determinants of the variability of
stock market prices. American Economics Association. Vol 71, No. 2, pg222-
227.

Taylor, Jon G. (1998) Investment timing and the business cycle. John Wiley and
Sons, Inc.,US

Titman, S. and Wei, K.C. John (1999) Understanding stock market volatility:the
case of Korea and Taiwan. Pacific-Basin Finance Journal. Vol 7, pg 41-66

Wang, Lee-Rong and Shen, Chung-Hua (1999) Do foreign investment affect
foreign exchange and stock markets-case of Taiwan. Applied Economics. Vol
31, pg 1303-1314.

Welling, Kathryn M. (2001) Gloom, boom and doom. Traders Magazine.
March 01, 2001.

West, Kenneth D. (1987) A specification test for speculative bubbles. Quarterly
Journal of Economics. pg 553-579

West, Kenneth D. (1988) Dividend innovation and stock price volatility.
Econometrica. Vol 56, No. 1, pg 37-61.





