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 ABSTRACT 


This  research  project  examines  the  relationship  between  Economic  Policy 
 Uncertainty  (EPU),  oil  market  uncertainty  on  Malaysian  stock  market  return. 


Particularly, there is a comparison between the impact of EPU in the US and EPU 
 in  China  on  Malaysian  stock  market  return.  Time  series  data  is  applied  on  this 
 research, which the data is collected on monthly basis, starting from May 2007 to 
 December  2018.  The  research  data  has  gone  through  various  tests  such  as 
 Augmented  Dickey  Fuller  (ADF)  test,  Phillip  Perron  (PP)  test,  Bound  test, 
 Autoregressive  Conditional  Heteroskedasticity  (ARCH)  test,  Breusch-Godfrey 
 Serial  Correlation  LM  test  and  Ramsey  RESET  test  in  order  to  determine  the 
 validity of the regression model. Hence, the  regression model has proven to  free 
 from unit root, heteroscedasticity, autocorrelation and specification error problem. 


The employment of Autoregressive Distributive Lag (ARDL) in this study aims to 
examine  the  existence  of  a  long  run  relationship  between  dependent  and 
independent  variables.  The  outcome  shows  that  there  is  a  long-run  equilibrium 
relationship  between  EPU,  oil  market  uncertainty  and  Malaysian  stock  market 
return.  Moreover,  the  findings  of  this  research  indicate  that  all  independent 
variables including EPU in the US, EPU in China and oil market uncertainty have 
negative  impact  on  Malaysian  stock  market  return.  In  brief,  these  results  bring 
significant  implication  to  investors,  policymakers  and  future  researchers. 
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CHAPTER ONE: RESEARCH OVERVIEW


1.0 Introduction


This chapter commences with an introduction on Malaysian stock market and its 
 linkage  with  economic  policy  uncertainty  (EPU)  in  the  United  States  (US)  and 
 China as well as oil market uncertainty, followed by problem statements, research 
 questions, hypothesis statement, research objectives and significance of study. The 
 last part of this chapter outlines the layout of each chapter for this research. 


      


1.1 Research Background


1.1.1 Malaysian Stock Market


Stock  market  return  can  be  expressed  as  a  return  investor  generates  from 
the  trading  of  securities  listed  on  Bursa  Malaysia.  The  Kuala  Lumpur 
Composite  Index,  also  known  as  KLCI  comprises  of  the  30  largest 
companies listed on Bursa Malaysia with full market capitalization (FTSE 
Bursa Malaysia KLCI, 2019). KLCI normally being employed to indicate 
stock  market  performance  in  Malaysia  which  it  is  determined  by  the 
weighted  market  value  of  the  30  largest  companies  while  the  return  is 
usually  measured  based  on  the  variation  of  the  index  from  time  to  time 
(FTSE Bursa Malaysia KLCI, 2011). 
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Figure  1.1  illustrates  the  price  of  KLCI  from  January  1977  to  December 
 2018. Based on the data given, the lowest KLCI index was 89.54 points in 
 April  1977,  whereas  its  peak  was  at  1,882.71  point  in  June  2014.  The 
 average of the KLCI index during the period was 855.18 point. At the end 
 of 2006, the KLCI index broke its first 1,000 point, with 1,080.66 point in 
 November 2006 and reached 1,518.91 point at the end of 2010. 


Figure 1.1: FTSE Malaysia KLCI from January 1977 to December 2018 


Source:  FTSE Malaysia KLCI Data 
   


Malaysian stock market is interesting due to its unique features. Since the 
 late  1980s,  the  stock  market  in  Malaysia  has  gone  through  vigorous 
 development and it has successfully become one of the developing markets 
 that  is  undergoing  the  fastest  growth  in  the  region.  The  market 
 capitalization  per GDP of Bursa Malaysia (10.51%) is  the highest  among 
 the developing  markets such as Argentina (1.45%), Brazil (2.29%), Chile 
 (2.59%),  and  Mexico  (1.57%).  At  that  time,  Malaysia  was  eventually 
 comparable  to  some  developed  countries  due  to  the  rapid  stock  market 
 growth. According to  Law and Ibrahim (2014), the database for Malaysia 
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is  regarded  comparably  good for emerging country’s standard and can be 
 served as an ideal laboratory to examine the behaviour of sectoral return. 


In July 1997, the Asian Financial Crisis that initiated in Thailand had made 
 a  tremendous  outbreak  to  the  Malaysian  stock  market.  This  is  because 
 according to Goh and Michael (2010), the Gross Domestic Product (GDP) 
 growth  in  Malaysia  started  to  contract  when  the  Asian  Financial  Crisis 
 struck on Malaysian stock market. Before the crisis happened, KLCI index 
 was  experiencing  remarkable performance such  that it reached more than 
 1200  points.  As  the  crisis  spread  to  Malaysia,  KLCI  index  declined 
 drastically  by  approximately  500  points  (Asmy,  Rohinila,  Hassama,  & 


Fouad,  2009).  Besides,  recapping  one  of  the  major  global  events  in 
 September  2008,  the  collapse  of  Lehman  Brothers  affected  the  global 
 economy  which  Malaysia  also  not  excluded  for  being  affected  by  the 
 worsening global financial condition. As a result, the KLCI index dropped 
 by 558.93 point, which  was around 40 percent  in  its  value. However, the 
 index had recovered and grown strongly to around 1,174 point from May 
 to July 2009 (Angabini & Wasiuzzaman, 2011).  


  


At the end of 2007, it can be observed that the Global Financial Crisis led 
to  gradually  decline  in  the  KLCI  index.  The  crisis  brought  an  enormous 
impact on financial markets and institutions around the world.  As a small 
open and export-dependent economy, Malaysia was also being influenced 
by  this  external  shock  (Goh  &  Michael,  2010).  These  negative  shocks 
were  reflected  in  Malaysian  economy,  with  a  significant  drop  in  KLCI 
index  from  1,018.68  point  to  863.61  point  in  October  2008.  At  that 
moment,  the  exports  and  industrial  outputs  were  threatened  and 
investments  were  declining.  Other  than  that,  financial  crisis  had  also 
adversely impacted the consumer sentiment. Simultaneous to the decline in 
KLCI  index,  the  GDP  growth  of  0.1%  was  significantly  lower  as 
compared  to  the  first  nine-month  average  of  5.9%  of  the  year  (Goh  & 
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Michael, 2010). The KLCI index managed to grow back to 1,044.11 point 
 in May 2009. 


  


In  2016,  Malaysian  stock  market  was  anticipated  to  be  bearish,  resulting 
 from  the  global  economic  slowdown,  collapse  of  commodities  prices, 
 flatten  earnings,  and  tighten  monetary  policy  (Yoke,  2018).  Recently, 
 KLCI index reaches 1679.86 point at the end of November 2018. 


  


Based on the empirical study by Chen (2012), stock return can be used to 
forecast  the  trading  volume  of  both  bear  and  bull  markets.  Kana  (2018) 
stated that the increment of nearly 118% of KLCI index since the recovery 
of Bursa Malaysia after March 2009 had urged the benchmark FBM KLCI 
to  be one of the best  performing indices  in  the world.  The index stood  at 
1,820  points  with  the  expectation  that  the  psychological  level  of  1,900 
points  to  be breached by the end of 2018.  This  is  due to  the fact  that  the 
international  investors  are  looking  for  substitute  investment  other  than 
developed  countries  such  as  the  US.  At  the  same  time,  healthy 
macroeconomic fundamentals, continued development of corporate sector 
and inflow of foreign funds into Malaysian equities were  well supporting 
Malaysian  domestic  market,  which  lead  to  a  high  expectation  of  KLCI 
index in the near  future. However, on the last trading day of 2018, Bursa 
Malaysia’s  key  index  was  nearly  10  points  off  the  1,700  points  in  early 
trade  (Amir,  2019).  FTSE  Bursa  Malaysia  KLCI  declined  to  1,690.58 
points  from  the  close  of  1,692.07  on  Friday,  which  had  contributed  to  a 
loss of around RM270 billion in value of Malaysia’s broader stock market. 
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1.1.2 Economic Policy Uncertainty


  


EPU  is  referred  to  as  the  non-zero  probability  of  adjustment  of  the 
 prevailing  economic  policies  determining  the  boundaries  of  decision-
 making  process  of  various  economic  agents  (Arouri,  Estay,  Rault,  & 


Roubaud, 2016). According to Chen, Jiang, and Tong (2017), the tacking 
 of policy risk by EPU index is real-time and continuous, at the same time 
 providing  advantages  of  being  forward  looking,  model-free  and 
 comprehensively reflecting policy uncertainty related risk information of a 
 country.  According  to  Hassett  and  Sullivan  (2016),  tons  of  previous 
 studies  have  established  the  key  linkages  between  economic  activity  and 
 the  measures  of  policy  uncertainty  as  well  as  the  variables  that  affect 
 policy uncertainty, such as elections and debt level. Notably, Lynch (2014) 
 stated  that  economic  recession,  political  uncertainty  and  military  conduct 
 will  lead  to  a  significant  rise  in  EPU.  This  can  be  clearly  observed  from 
 the Global EPU (GEPU) Index, a measure of worldwide policy uncertainty, 
 discovered by Baker, Bloom and Davis (2013). 


In  late  1990s  and  2000s,  the  GEPU  had  risen  dramatically  due  to  two 
major  events  of  economic  downturn,  that  is,  the  Asian  and  Russian 
Financial  Crises  and  Global  Financial  Crisis.  The  Asian  and  Russian 
Financial  Crises  had  caused  significant  depreciation  of  currency  in  Asian 
countries  and serious debt  issues  respectively,  while  the Global Financial 
Crisis is said to be the worst financial crisis since the Great Depression in 
the  1930s  (Thakor,  2015).  Thus,  financial  policy  reforms  are  essential  to 
save  the  situation  after  financial  crises  (Hlaing  &  Kakinaka,  2018).  Such 
reform  usually  involves  both  enhancement  of  prudential  regulation  and 
liberalization  of  financial  system  which  aims  to  provide  economy 
flexibility  as  well  as  to  prevent  crisis  of  similar  causes  to  happen  in  the 
future.  However,  Funke,  Schularick,  and  Trebesch  (2016)  stated  that 
unprecedented policy reforms tend to originate great degree of uncertainty 
about  the  consequences  of  these  policies.  This  is  in  accordance  with  the 
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findings  of  Baker  et  al.  (2015),  where  a  high  level  of  the  policy-relate 
 economic  uncertainty  in  the  US  and  many  other  countries  were  mainly 
 contributed  from  tax,  spending,  and  regulatory  policies  during  the  period 
 of Global Financial Crisis in late 2008. 


Figure 1.2: Global Economic Policy Uncertainty for the Period 1997-2018 


Source: Baker, Bloom, and Davis (2019) 


Since  the  beginning  of  2015,  European  Union  (EU)  started  to  experience 
vast influx of migrants and refugees, who are the asylum seekers from the 
Middle  East,  North  Africa  and  Southwest  Asian  (Poddar,  2016).  This 
situation  is  referred  to  as  the  European  Migrant  Crisis  or  European 
Refugee  Crisis.  Thereupon,  Europe  is  concerned  about  the  weakening  of 
economies  ranging  from  increased  unemployment,  overloaded  public 
budget to strained infrastructural capacity as a result of the crisis (Poddar, 
2016). In consequence, policymakers play a crucial role in controlling the 
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overwhelming  situation.  In  this  context,  Baker  et  al.  (2015)  pointed  out 
 that  the  response  of  policymakers  towards  the  situation  and  the 
 consequences of the respond are the key sources of economic uncertainty. 


  


On top of that, based on the study by Poddar (2016), the European Migrant 
 Crisis was one of the main reasons that urge the withdrawal of the United 
 Kingdom (UK) from the EU. This is because United Kingdom worried that 
 the  uncontrolled  immigration  policy  with  EU  nations  will  result  in  the 
 migration  of  asylum  seekers  to  Britain  one  day.  Noted  by  Pástor  and 
 Veronesi (2012), political uncertainty is identified as not knowing how the 
 existing government policy will change (Hill, Korczak, & Korczak, 2019). 


Correspondingly, Pástor and Veronesi (2013) defined political uncertainty 
 as  the  unpredictability  about  future  actions  of  the  government. 


Convincingly,  the  event  of  Brexit  could  explain  the  spike  of  GEPU  as  it 
 fits the notion of Pástor and Veronesi (2012; 2013) very well. 


  


Noted by Bouiuyour and Selmi  (2017), elections, wars and  governmental 
 processes  and  threats  are  all  viewed  as  uncertain  political  phenomena. 


Other than  Brexit, the Eurozone Crisis  in  late 2009, the China leadership 
 transition  in  late  2012  and  the  US  Fiscal  Fights  in  early  2013,  Trump’s 
 election  in  late  2016  had  also  contributed  to  the  fluctuation  of  political 
 uncertainty.  By  observing  the  annotated  global  economic  uncertainty, 
 among all the major global events, the announcement of Donald Trump as 
 the  next  president  of  the  US  has  resulted  in  the  most  significant  spike  in 
 the  GEPU.  This  was  justified  by  Baker  et  al.  (2013)  in  their  studies  that 
 national elections usually will produce extreme rise in policy uncertainty, 
 particularly  around  presidential  congress  as  the  partisan  control  of 
 Congress  in  the  US  has  changed  recurrently,  causing  the  presidential 
 elections to be competitive. 
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On September 11, 2001 (referred as 9/11 by American), the US was being 
 attacked  by  Islamic  terrorists.  Four  hijacked  commercial  airplanes  were 
 crash  at different spots of the  US, causing approximately 3,000 people to 
 be  killed  (United  States  Department  of  State,  2002).  It  was  then  being 
 recognized  as  one  of  the  biggest  incidents  in  the  21st  century.  As  the  US 
 held  a  large  segment  in  the  world  economy,  the  world's  market  was 
 affected even though the attack happened solely in the US. Unsurprisingly, 
 the impact  of  9/11  attack was  more significant  than other incidents  being 
 investigated  in  previous  researches  (Chau,  Deesomsak,  &  Wang,  2014). 


This  was  justified  by  Dakhlaoui  and  Aloui  (2016)  that  a  transmission  of 
 economic and financial system shocks could happen significantly from one 
 market  to  another  in  the  world  in  a  direct  or  indirect  way.  Sum  (2012) 
 added  that  the  extent  of  the  effect  became  symbolic  when  it  is  initiated 
 from one of the dominating economies in the world, the US in this case. 


EPU  has  been  a  major  core  of  the  macroeconomic,  public  finance  and 
 environmental economics literatures. Recently, there is growing interest in 
 discovering the role played by EPU in driving macroeconomic fluctuations, 
 for  instance,  economic  rise,  financial  growth,  foreign  direct  investment 
 (FDI),  employment  and  etcetera  (Kido,  2018).  Similarly,  Das, 
 Kannadhasan, and Bhattacharyya (2019) pointed out that EPU has been an 
 important  key  driver  of  economic  cycle,  investment  decision  and  policy 
 making. 


  


Throughout  the  event  of  financial  crises,  that  is,  Asian  Financial  Crisis 
1997/98, Russian Financial Crisis 1998, Global Financial Crisis 2007 and 
etc, EPU has  raised  a lot  of interest  among the researchers. According to 
Christou,  Cunado,  Gupta,  and  Hassapis  (2017),  the  rising  interest  was  a 
result  of  the  potential  adverse  effects  of  EPU  on  economic  activities.  It 
was supported by Kido (2018) where in principal, EPU which  encounters 
the  uncertainty  related  to  policies  or  regulations  can  negatively  affect 
economic  activities.  For  instance,  as  the  US  news-based  EPU  increases, 
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the  production,  employment  and  investment  in  the  US  will  drop  (Baker, 
 Bloom, & Davis, 2015). Correspondingly, noted by Abdiweli (2001), who 
 studied  the  volatility  of  economic  policy  revealed  that  almost  all  the 
 correlation  between  policy  uncertainty  and  economic  growth  are 
 significant and negative (Dima, Dinca, Dima & Dinca, 2017). 


According  to  Deutsche  Bank  Research  (2018),  these  uncertainties  are 
 being  monitored  closely  by  financial  sectors,  businesses  and  even  by 
 households,  taking  into  consideration  the  potential  negative  spillovers 
 from  policy  uncertainty  to  economies  in  other  parts  of  the  world.  In  the 
 context of financial market, Xiong, Bian, and Shen (2018) stated that stock 
 market  plays  vital  roles  in  financial  markets,  which  is  similar  to  the 
 findings of Dakhlaoiu and Aloui (2016), where EPU is widely recognized 
 in  demonstrating  significant  impact  on  stock  market  returns.  Henceforth, 
 Zhang, Lei, Ji, and Kutan (2019) advised policymakers to keep an eye on 
 the stock markets dynamics and thus establish appropriate policies to hold 
 back the negative consequences of systematic risks and potential spreading 
 effects. 


  


1.1.2.1 Economic Policy Uncertainty in the United States

The US  has  been leading the world  economic development  since the post-World 
War  II  period  (Zhang  et  al.,  2019).  In  particular,  the  findings  of  Kido  (2018) 
showed that EPU in the US is a major driver of global financial markets as well as 
a  significant  source  of  fluctuation  in  financial  markets.  Other  than  that,  in  the 
context  of  Asian  countries,  Kido  (2018)  found  that  Asian  currencies  would 
depreciate  as  EPU  in  the  US  rises.  Obviously,  it  is  undeniable  that  the  US 
economy is influential internationally (Christou et al., 2017).  
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Figure  1.3  demonstrates  the  historical  evolution  of  the  EPU  in  the  US  from 
 January  1997  to  December  2018.  The  index  had  dramatically  elevated  after 
 several  major  events  like  9/11  attack,  Gulf  War  II,  where  the  highest  level  of 
 policy  uncertainty  in  the  US  was  correspond  to  the  debt-ceiling  dispute  in  2011 
 (Christou et al., 2017). It can also be seen that at most of the time, as the EPU in 
 the US were of high levels, the KLCI index were at low points, vice versa. There 
 are however some periods where when the EPU is increasing, the KLCI index is 
 also rising. Hence, it triggered further investigation on how and to what extent the 
 US EPU could affect Malaysian stock market. 


Figure  1.3  The  Movement  of  KLCI  Index  and  United  States  Economic  Policy 
 Uncertainty Index 


Source: Bloomberg (2018); Baker, Bloom, and Davis (2019) 


Based on figure 1.3, over the 21 years, EPU in the US reached its peak in 2011 as 
 a result of debt-ceiling dispute, which result in a contentious debate regarding the 
 maximum  amount  of  borrowings  that  the  US  government  should  be  allowed  to 
 undertake  (Kenton,  2018).  The  debate  created  tensions,  leading  to  high-stakes 
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bargaining situation in which political incentives from brinkmanship will generate 
 a  great  level  of  uncertainty  (Baker,  Bloom,  Canes-Wrone,  Davis,  &  Rodden, 
 2015).  Besides,  the  public  became  flustered  as  the  rise  in  debt  ceiling  could 
 simply  means  that  the  government  might  be  default  on  interest  payments  to 
 creditors.  Consequently,  interest  rates  were  driven  up,  causing  the  costs  of 
 government borrowing to increase. Eventually, the credit-rating agency, Standard 
 and Poor’s, reviewed and downgraded US sovereign credit rating for the first time 
 in the history of the US, citing “greater policymaker uncertainty”, which drove the 
 US into unfavourable economic condition (Kimball, 2011). 


Concerning  the  consequences  of  Brexit  Referendum,  it  does  not  only  affect  the 
 GEPU  mentioned  earlier,  but  also  affected  the  EPU  in  the  US.  Evidence  shows 
 that the day after the Brexit vote, Dow Jones fall by 610.32 points (Gold & Bird, 
 2016). According to Amadeo (2019), the currency markets were in turmoil as well, 
 where the value of the US dollar had increased, causing the American shares to be 
 more  expensive  for  foreign  investors,  which  is  not  a  good  strength  for  US  stock 
 markets.  Murad  (2017)  added  that  weaker  pound  will  make  US  products  more 
 expensive and thus potentially less appealing while according to Amadeo (2019), 
 UK is US’s fourth-largest export market. 


  


It  is  important  for  Malaysian  markets  to  be  always  alert  on  the  movement  of 
 American  markets  as  studies  and  statistics  have  proven  that  Malaysia  is  having 
 strong trade relationship with the US. According to the U.S. Department of State 
 (2018),  since  1957,  the  US  has  established  diplomatic  relations  with  Malaysia. 


Thereafter,  Malaysia  is  having  close  engagement  on  trade  and  investment  issue 
 with the US, including under the US Trade and Investment Framework Agreement 
 in 2004 and Comprehensive Partnership in April 2014 (Office of the United States 
 Trade  Representative,  2019;  U.S.  Department  of  State,  2018).  Throughout  this 
 over  60-year  trade  relationship,  Malaysia  has  now  become  17th  largest  overall 
 trading  partner  of  the  US  in  2017  (United  States  Census  Bureau,  2019). 


Meanwhile, the US is consistently being ranked at top three export destination and 
import origins of Malaysia, after China and Singapore (Office of the United States 
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Trade Representative, 2019).  In terms  of investment,  the US  was the 5th  counties 
 with  highest  cumulative  Foreign  Direct  Investment  (FDI)  in  Malaysia  in  2017 
 (The  Star  Online,  2018).  Provided  that  Malaysia  and  the  US  are  having  such 
 strong  relationship  in  terms  of  trading  and  investment,  Malaysia  should  always 
 pay  attention  to  the  incidents  happens  in  the  US,  particularly  in  policy-related 
 uncertainty  for  this  study,  and  therefore,  figure  out  the  potential  impacts  of  the 
 events and provide appropriate resolutions in response. 


  


1.1.2.2 Economic Policy Uncertainty in China

China,  with  the  greatest  population  over  the  world,  is  dominating  the  second-
 largest  economy,  after  the  US,  while  holding  a  critical  economic  superpower.  In 
 October 2018, the report from 19th National Congress of Chinese Communist Party 
 (CCP)  revealed  that  Chinese  economy  is  having  significant  contribution  to  the 
 growth  of  global  economic  (Zhang  et  al.,  2019).  As  China  became  more 
 developed,  researchers  started  to  extensively  discuss  about  its  role  in  the 
 international economic system (Zhang et al., 2019). Since China and Malaysia are 
 actively  trading  among  each  other,  it  triggers  our  curiosity  on  how  policy 
 uncertainty in China would influence Malaysian stock market. 


Figure 1.4 displays the movement of KLCI index and EPU in China from January 
1997 to December 2018. Bloom (2013) stated that the movement of Chinese EPU 
shows some similarity to the US with recently very high level, the Chinese EPU 
however dances to its own tune as well. From January 1997 to April 2014, there is 
no  clear  movement  of  trend  over  time,  but  it  can  be  seen  that  the  index  had 
sharply  increased  around  2001,  2002,  2003,  2008,  2011  and  2012  due  to  a  few 
major  global  incidents,  that  are,  9/11  attack  ,deflation  and  deficit  concerns,  the 
public  health  concern  of  SARS,  the  four  Trillion  fiscal  stimulus  which 
subsequently  resulted  in  extensive  inflationary  pressure,  the  trade  protectionism 
fear and the political transition into a new national congress respectively (Chen et 
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al.,  2017).  Since  then,  the  index  started  to  fluctuate  more  and  keep  creating 
 various new highs, where trade war between the US and China boosted the EPU 
 in China to the highest point, followed by Trump’s election. 


Figure 1.4 The Movement of KLCI Index and China Economic Policy Uncertainty 
 Index 


Source: Bloomberg (2018), Baker, Bloom, and Davis (2019) 
   


 In late 2012, China experienced leadership transition which appeared to be about 
 as  important  as  the  global  economic  slowdown  for  policy  uncertainty  (Bloom, 
 2013).  Since  the  transition  took  place,  numerous  analysts  have  examined  the 
 interests  and  perceptions  of  President  Xi  and  other  top  leaders  in  China. 


Nevertheless,  Blanchard  (2015),  through  his  study,  remained  unsure  about  the 
 extent  to  which  the  intervention  of  China  leaders  in  government  policies  would 
 affect  the  country’s  economy.  Consequently,  great  uncertainty  was  created  and 
 thus causing relatively high EPU in 2012 as observed in figure 1.4. Bloom (2013) 
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added that prior to the leadership transition, EPU in China has also spiked greatly 
 after events like the handover of Hong Kong in October 2001 and the inflationary 
 pressure in late 2008. 


  


In late 2016, Trump’s Election had imposed great impact on China, which spikes 
 China’s EPU to its peak since 1997. Before Trump was elected as the president of 
 the  US,  he  was  a  successful  businessman  who  has  long  incriminated  China  for 
 manipulating its  currency  to  improve  its exports’ global  competitiveness.  On top 
 of that, in his campaign manifesto, he pledged to immediately declare China as a 
 currency manipulator and force stop every illegal export subsidies and lax labour, 
 and  environmental  standards  in  China  if  he  wins  the  election.  Hence,  as  Trump 
 won  the  election,  China  immediately  felt  the  pressure  and  was  uncertain  about 
 Trump’s intervention on policies related to their country, causing EPU in China to 
 surge significantly. 


  


Malaysia  should  concern  about  the  consequences  of  the  events  in  China,  as 
 according to the report from China Daily (2016), China has also been Malaysia’s 
 major  trading  partner  starting  from  2009.   Evidence  by  the  Observatory  of 
 Economic  Complexity  (2019)  had  proven  that  China  is  on  the  top  three  export 
 destinations and import origins of Malaysia. Also, based on the data obtained from 
 Bank  Negara  Malaysia  (2018),  the  FDI  flow  from  China  to  Malaysia  has  risen 
 drastically since 2012, from RM9,620,000 in 2011 to RM23,540,000 in 2012, and 
 reached  its  new  high  at  RM98,770,000  in  2017.  Meanwhile,  the  FDI  flow  from 
 Malaysia  to  China  has  also  risen  significantly  since  2011,  from  RM9,370,000  in 
 2011  to  RM22,580,000  in  2012  and  reached  its  peak  at  RM29,390,000  in  2017. 


Hence,  any  changes  associated  in  China  might  have  great  and  direct  impact  on 
 Malaysian  welfare.  Consequently,  it  drives  us  to  further  examine,  precisely,  the 
 effect of China policy uncertainty on Malaysian stock market return. 
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1.1.3 Global Oil Market


Previously, the US was the leader of world oil producer and net exporter. 


Prior  to  1973,  the  government  agencies  had  regulated  the  US  oil  prices 
 which  then  resulted  in  the  lengthened  periods  of  oil  prices  remain 
 unchanged.  


However,  in  the  early  1970s,  the  failure  of  the  US  to  cope  with  the 
 growing  demand  of  oil  winded  up  its  oil  price  regulation  system  and  the 
 US started to rely on oil imports from the Middle East, as shown in table 
 1.1,  where  the  oil  price  could  no  longer  be  administered  domestically 
 (Yergin, 1992). 


Table 1.1: World Crude Production for the period 1910-1970, in million barrels per 
 day (mbd) 


Year  U.S.  Mexico  Venezuela  Russia  Indonesia  Middle East

1910  575  10  0  170  30  0 


1920  1,214  430  1  70  48  31 


1930  2,460  408  374  344  114  126 


1940  3,707  12  508  599  170  280 


1950  5,407  198  1,498  729  133  1,755 


1960  7,055  271  2,854  2,957  419  5,255 


1970  9,637  487  3,708  6,985  854  13,957 


Source:  Department  of  Energy  and  Mineral  Engineering,  College  of  Earth  and 
 Mineral Sciences (2018) 


The 1973/74 oil crisis showed the existence of negative disturbance to the 
 supply of crude oil to the extent where in the last quarter of 1973, a fall in 
 the  quantity  of  oil  produced  was  accompanied  by  a  rise  in  oil  price. 


According  to  Jazeera  (2018),  the  war  between  Israel  and  an  affiliation  of 
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Arab  countries  in  1973  gave  an  opportunity  for  Arab  OPEC  countries  to 
 consciously reduce their  oil production and raise the  oil prices. However, 
 this  is  not  the  major  cause  of  the  oil  crisis.  Instead,  it  was  the  1971 
 Tehran/Tripoli agreements between oil companies and governments of oil 
 producing  countries  in  the  Middle  East  to  fix  crude  oil  price  that  caused 
 the  crisis.  As  a  result,  the  oil  demand  in  global  increased  significantly  in 
 1972 and 1973. Many Middle Eastern countries were not able to raise the 
 oil production whereas the others, notably Kuwait and Saudi Arabia were 
 forced to increase their oil production as they were capable to do so. As a 
 result, this urged increased Arab opposition to the agreements  and finally 
 terminated  the  agreement  with  oil  producers  that  were  in  the  view  to 
 increase oil price by reducing their production (United States Department 
 of State, 2019). 


  


The next major oil crisis in 1979/80 was happened after 1973/74 oil crisis, 
 in  which  the  West  Texas  Intermediate  crude  oil  price  increased  by  more 
 than $25 per barrel to almost $40 per barrel. According to Hamilton (2003), 
 the  oil  crisis  was  resulting  from  the  cutback  in  Iranian  oil  production 
 which  was  being known as the  Iranian Revolution.  However, Barsky and 
 Kilian (2002) stated that this event is not a reasonable explanation for the 
 oil  crisis  as  the  surge  of  oil  prices  took  about  one  year  to  reach  its  peak 
 level of $40 per barrel after the Iranian Revolution. The oil expectation is 
 believed to be influenced by Iranian Revolution in place of the flow of oil 
 output although no fair explanation is provided on the delayed effect of an 
 oil price shock (Kilian & Murphy, 2014). The empirical oil market models 
 showed  that  higher  inventory  demand  as  a  result  of  prediction  on  oil 
 shortages  in  future  and  the  demand  disturbances  triggered  by  a  sudden 
 strong  global  economy  will  lead  to  the  rising  of  oil  price,  which  is 
 consistent with what Kilian (2009) stated previously. 


  


According to Hamilton (2003), the outbreak of Iran-Iraq war from 1980 to 
1988 had caused oil supply shock. The WTI oil price increased from $36 
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per barrel  to  $38 per barrel.  However, this shock has not  much influence 
 on  the  oil  price  fluctuation.  In  the  early  1980s,  the  contraction  of  global 
 monetary policy administration which was led by the raise of interest rates 
 in  the  US  had  decreased  the  oil  prices.  This  global  recession  reduced  the 
 oil demand and thus declining the oil prices. Besides that, global recession 
 made  the  stocks  of  oil  less  attractive  and  hence  the  investors  were 
 unwilling  to  hold  them  and  sell  them  off.  In  the  1990s,  the  oil  price 
 diminished  further,  where  it  reached  $11  per  barrel  because  of  the  Asian 
 Financial Crisis 1997/98, subsequently followed by economic downturn in 
 Argentina, Brazil, Russia and etc. In 1999, the oil price started to recover, 
 yet,  the  subsequent  oil  supply  disruptions  hit  hard  the  oil  market  in  late 
 2002 and early 2003. This was mainly due to the civil unrest in Venezuela 
 and  Iraq  war.  This  oil  supply  disturbance  is  important  as  the  oil  price 
 proved resilience to geopolitical events (Lynch, 2017). 


  


From 2003 to 2008, the oil price showed a dramatic increase from $28 to 


$134  per  barrel,  caused  by  the  unawares  global  economy  expansion  and 
 strong  oil  demand  in  Asian  countries  (Smith,  2009).  However,  some 
 observers stated that  this  surge of oil price  could merely be  explained by 
 the actions of speculative financial trades in the oil futures market. Fattouh, 
 Killian,  and  Mahadeva  (2013)  had  reviewed  this  literature  in  depth  and 
 discovered  that  this  great  surge  of  oil  prices  was  followed  by  financial 
 crisis in 2008, which caused a dramatic decline in the demand for oil and 
 therefore  a  significant  drop  of  oil  price  from  $134  per  barrel  to  $39  per 
 barrel. This showed a great effect in the global real GDP. 


  


Since  2011,  an  additional  development  had  widened  the  spread  between 
two  main  benchmarks  for  oil  prices,  which  are  West  Texas  Intermediate 
(WTI) and Brent prices. According to Kilian (2014), WTI oil is traded at a 
discount due to the higher oil supply than demand in the central US, which 
led by the increase in the US shale oil production. Therefore, Brent crude 
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oil price had replaced WTI price of crude oil as a benchmark for global oil 
 prices in recent years. 


1.1.3.1 Oil Market Uncertainty

Oil  is  a  global  commodity  that  is  shipped  all  over  the  world.  It  is  not  only 
 important for consumption but also important for economic growth. Therefore, the 
 oil  price,  which  is  contingent  upon  the  global  supply  and  demand  for  oil,  is 
 essential for the oil market. Yet, the global supply and demand for oil is also the 
 main  factor  that  triggers  uncertainty  in  oil  price.  Volatility  measures  oil  price 
 uncertainty, where price volatility refers to the pace of price movements and how 
 widely  they  swing  (Amadeo,  2019).  The  researchers,  Elder  and  Serletis  (2010) 
 used  volatility  to  capture  oil  price  uncertainty  and  found  that  high  oil  price 
 uncertainty could reduce economic growth. 


  
   


1.1.3.2 Oil Market Uncertainty and Stock Market Return 
   


Malaysia  as  one  of  the  largest  net  oil  exporting  and  oil  producing  countries  was 
 ranked 24th among the crude oil exporting countries with a value of $6.9 billion in 
 2017  (Workman,  2019).  The  oil  sector  plays  a  vital  role  in  Malaysian  economy. 


According  to  Prime  Minister’s  Department  (2016),  oil  revenue  of  Malaysia  in 
 2014 contributed about 20% of Malaysian national income. Therefore, Malaysian 
 economy is said to be sensitive to the fluctuation in world oil prices. 


  


According to Sadorsky (1999), Papapetrou (2001), Killian and Park (2009), Malik 
and  Ewing  (2009),  Lee  and  Chiou  (2011),  Arouri,  Jouini,  and  Nguyen  (2011), 
Arouri, Jouini, and Nguyen (2012), Bouri (2015a) and Bouri (2015b), oil market 
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and stock market are correlated with each other, while oil market uncertainty has 
 different  impacts  on  stock  returns  across  countries.  According  to  Caporale,  Ali, 
 and  Spagnolo  (2015),  oil  price  volatility  has  positive  impact  on  stock  returns  in 
 China in which they are characterized by demand-shock sides. However, Park and 
 Ratti  (2008)  revealed  that  the  oil  price  volatility  is  negatively  affects  real  stock 
 returns in many European countries. Furthermore, Dutta (2017) revealed a mixed 
 result  in  which  the  OVX  shocks  are  positively  or  negatively  related  to  the  clean 
 energy stock market returns. Yet, Alsalman (2016) discovered that the volatility of 
 oil price has insignificant impact on the US stock returns. 


  


Nevertheless,  there  is  limited  study  on  the  interactions  between  oil  market 
 uncertainty  and  Malaysian  stock  market  returns.  Among  the  limited  evidences, 
 Surya  and  Wibowo  (2018)  pointed  out  that  KLCI  index  return  has  a  negative 
 dynamic correlation with RV and OVX index between 2007 and 2017. Therefore, 
 we  are  interested  to  gain  more  understanding  on  the  relationship  between  oil 
 market uncertainty and Malaysian stock market returns. 


  
   


1.2 Problem Statement


  


Stock  return  is  vital  to  economic  activity  as  it  forecasts  investment  and  Gross 
 National Products  (GNP) (Cochrane, 1991).  It is found to be positively affecting 
 consumer  confidence  and  maintaining  a  high  level  of  investors’  confidence, 
 encouraging them to trade more when they experienced the same return (Kale & 


Akkaya,  2016;  Hoffmann  &  Post,  2016).  According  to  the  background  stated 
 previously,  EPU1 can  act  as  an  important  proxy  to  study  the  impacts  of  policy 
 uncertainty  on  Malaysian  stock  market  returns  (Economic  Policy  Uncertainty 
 Index, 2019). 


1 EPU is measured based on newspaper coverage of policy-related economic uncertainty, the 
number of federal tax code provisions set to expire in future years and disagreement among 
economic forecasters. 
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 Based on New Straits Times (2018), Malaysia as an open economy is susceptible 
 to  global  trends.  Given  that  Malaysia  is  having  strong  linkage  with  the  US  and 
 China  in  terms  of  trade  and  investment,  the  newly  erupted  US-China  trade  war 
 could  affect  Malaysian  economy,  including  stock  market  performance  (The  Star 
 Online,  2018).  According  to  Mohamad,  Muhamad,  Afiah,  Ooi,  and  Lim  (2018), 
 the proposed trade actions by the US and China would have impact on Malaysia’s 
 growth  prospects  due  to  Malaysia’s  trade  and  financial  openness.  The  firms’ 


profitability and households’ income would be affected due to lower trade activity 
 while the sentiments could also be dampened because of greater financial market 
 volatility. Besides, economists pointed out that Malaysia could be hit significantly 
 if  US-China  trade  war  escalates  into  a  global  scenario  as  the  US  and  China  are 
 two of the largest trading partners for Malaysia. (Sheikh, 2018). 


  


According  to  Torry  (2018),  forecasters  regard  political  uncertainty  and  the 
 potential  of  new  punitive  tariff  barriers  brought  up  by  US-China  trade  war  as  a 
 risk  greater  than  those  associated  with  macroeconomic  or  financial  disruptions. 


Malaysia’s  international  trade  and  industry  minister,  Darell  Leiking  said  the 
 uncertainty  created  by  the  US-China  trade  conflict  had  caused  a  shift  in  the 
 region’s  supply  chain  that  would  have  a  global  impact  for  five  to  ten  years  to 
 come  (Wong,  2019).  However,  based  on  the  research  by  Tham,  Kam  and  Tee 
 (2019), the tariffs imposed on China due to US-China trade war is found to raise 
 the possibility of trade and investment diversion to Malaysia, which the trade war 
 is a benefit for Malaysia. Since US-China trade war is  affecting Malaysia with a 
 contradiction  from  different  perspectives,  thus,  under  one  of  the  components  in 
 EPU  Index,  disagreement  among  forecasters,  EPU  in  the  US  and  China  were 
 chosen as the independent variables in our study to investigate and compare their 
 effects on Malaysian stock market returns. 


  


Previous  studies  had  examined  the  impact  of  EPU  on  stock  market  returns.  For 
 developed  countries,  high  uncertainty  in  US  and  the  UK  economic  policies  can 
 result  in  a  decline  in  stock  prices  (Chang,  Chen,  Gupta,  &  Nguyen,  2015; 


Bijsterbosh  &  Guérin,  2013).  Besides,  there  are  empirical  researches  showing  a 
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significant negative impact of EPU on the returns of stock market (Kang & Ratti, 
 2013; Sum, 2012; Sum, 2013; Christou et al., 2017; Rehman, 2017; Antonakakis, 
 Chatziantoniou,  &  Filis,  2013;  Arouri  et  al.,  2016;  Ahmad  &  Sharma,  2018). 


However, Guo, Zhu, and You (2018) found that France and UK stock market are 
 not  influenced by  EPU although the EPU  creates negative impact  during  bearish 
 market  in  G7  countries.  In  addition,  EPU  in  the  US  is  found  to  be  positively 
 affecting the stock markets returns in Australia (Christou et al., 2017). 


  


For  developing  countries,  large  fluctuations  of  policy  uncertainty  reduce  the 
 Chinese stock market return (Xiong et al., 2018). Plenty of researchers found that 
 EPU and stock market  returns  are  negatively related (Christou  et  al.,  2017;  You, 
 Guo,  Zhu,  &  Tang,  2017;  Chen  et  al.,  2017;  Kang  &  Ratti,  2014;  Hu,  Kutan,  & 


Sun,  2017;  Yang  &  Jiang,  2016;  Li,  Balcilar,  Gupta,  &  Chang,  2015;  Tiryaki  & 


Tiryaki,  2019;  Sum,  2012;  Ahmad  &  Sharma,  2018;  Dakhlaoui  &  Aloui,  2016; 


Guo et al., 2018; Arouri, Rault, & Teulon, 2014; Sum, 2013). Yet, Yu, Fang, and 
 Sun  (2018)  revealed  a  positive  influence  of  EPU  on  stock  market  returns. 


Furthermore,  BRICS  stock  market  returns  is  not  influenced  by  EPU  (Mensi, 
 Hammoudeh, Reboredo, & Nguyen, 2014; Mensi, Hammoudeh, Yoon, & Nguyen, 
 2016). 


  


Other than the influences  from  policy uncertainty, Malaysia relies  heavily  on oil 
 commodity  as  the  oil  price  hiked  approximately  at  41%  in  June  2008  had 
 adversely  affected  the  Malaysian  economy  (Shaari,  Pei,  &  Rahim,  2013).  Based 
 on Du, He, and Wei (2010), rising oil price caused inflation and led to low market 
 liquidity,  which  subsequently  imposed  a  downward  pressure  on  the  share  price. 


Stock cash flow pricing model indicated that an increase in oil prices will burden 
production  costs,  which  resulted  in  lower  profitability  level  and  lesser  future 
expected cash flow for a company or corporation and subsequently devaluing the 
stock price (Apergis  & Miller, 2009; Arouri & Nguyen, 2010). However, energy 
index on Bursa Malaysia had fallen by 11.52 points to 900.86 points since crude 
oil  prices  slipped  (Murugiah,  2018).  According  to  Hun  (2018),  Malaysian  stock 
market might be affected by American stock market that suffered losses in equity 
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as investors always keep an eye on the movement of crude oil prices after OPEC 
 came out with its plan to raise oil output. Since there is an argument occurred that 
 lead  to  different  results,  therefore  oil  market  uncertainty  is  chosen  as  one  of  the 
 variables that is worth to be investigated. 


  


Extensive  studies  examined  the  effect  of  oil  price  uncertainty  on  stock  market 
 returns.  Few  studies  pointed  out  oil  price  volatility  is  negatively  affecting  stock 
 markets  (Sadorsky,  1999;  Park  &  Ratti,  2008;  Dutta,  Nikkinen,  &  Rothovius, 
 2017(a); Dutta, Noor, &  Dutta, 2017(b);  Luo &  Qin, 2017;  Xiao, Zhou, Wen, & 


Wen, 2018; Surya & Wibowo, 2018). Xiao et al. (2018) pointed out an increase in 
 oil price volatility significantly depresses Chinese stock returns. Yet, Caporale, et 
 al.   (2015)  proved  that  stock  return  is  positively  affect  oil  price  volatility  for  the 
 shocks  from  demand  aspect  for  most  sectors  in  China.    There  are  also  few 
 researches  that  found  insignificant  linkage  between  oil  price  volatility  and  stock 
 market  returns  (Cong,  Wei,  Jiao,  &  Fan,  2008;  Liu,  Ji,  &  Fan,  2013;  Alsalman, 
 2016). 


In  conclusion,  based  on  the  empirical  studies,  contradictions  have  arisen,  where 
 negative,  positive  and  no  relationship  can  be  found  between  EPU  and  stock 
 market returns and also between oil market uncertainty and stock market returns. 


From this, it can be speculated that the rising of the American and China EPU and 
 oil  market  uncertainty  may  negatively  impact  stock  market  returns  in  Malaysia 
 according to the results derived from the majority of past studies, yet, the impact 
 may  not  be  necessarily  negative  since  there  were  contradictions  between  the 
 results revealed by different researchers. Therefore, the relationship between EPU 
 and  oil  market  uncertainty  will  be  examined  in  this  study.  Besides,  the  lack  of 
 empirical studies about the interaction of EPU and oil market uncertainty on stock 
 returns  especially  obvious  in  Malaysia.  Hence,  this  topic  will  be  valuable  to 
 several parties especially policymakers and investors. 
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1.3 Research Questions


  


The following research questions  were developed from  the problem  statement of 
 this research: 


1.  Do EPU and oil market uncertainty affect Malaysian stock market returns 
 in the long run? 


2.  Do  EPU  in  the  US  and  China  have  the  same  impact  on  Malaysian  stock 
 market returns? 


  


1.4 Hypothesis Statements


  


Hypothesis statements are formed based on the research questions proposed above: 


𝐻1: There is significant relationship between EPU and oil market uncertainty, and 
 Malaysian stock market return in the long run. 


𝐻2:  EPU  in  the  US  and  China  have  the  same  impact  on  Malaysian  stock  market 
 returns. 


  
   


1.5 Research Objectives


  
   


1.5.1 General Objective


     


The general objective of this study is to examine the relationship between 
EPU and oil market uncertainty, and Malaysian stock market returns. 
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1.5.2 Specific Objectives


The specific objectives derived from the general objective are: 


(1)    To  examine  the  existence  of  long-run  relationship  between  EPU,  oil 
 market uncertainty and Malaysian stock market returns. 


(2)    To  compare  the  impact  of  EPU  in  the  US  and  China  on  Malaysian 
 stock market returns. 


1.6 Significance of Study


  


Through  observations  over  the  period  from  May  2007  to  December  2018,  this 
 research  emphasizes  on  the  outcomes  of  EPU  in  the  US  and  China,  oil  market 
 uncertainty, exchange rate and interest rate as the determinants of Malaysian stock 
 returns. Another major contribution of this research is the comparison between the 
 extent of impact of US and China EPU on Malaysian stock market return, as well 
 as  to  figure  out  the  influence  of  oil  market  uncertainty  on  stock  return,  which 
 makes  this  paper  an  important  tool  for  plenty  of  users  such  as  policymakers, 
 investors, and researchers for better decision making. 


  


Firstly, for investors, the impact on stock market returns brought by EPU and oil 
market  uncertainty  can  be  detected.  Generally,  the  market  offers  various  asset 
categories,  either  in  short-term  or  long-term,  where  investors  can  allocate  their 
assets with diversification for wealth creation (Nathan, 2019). The fluctuations in 
asset prices become a matter of concern for investors as they desire to maximize 
profits  earned  from  their  stock  investment.  Hence,  investors  tend  to  make  risk 
reduction  through  their  market  observation  by  seeking  improvements  in  asset 
returns.  Through  our  study,  investors  are  exposed  to  clearer  and  deeper  view  on 
the  effect  of  EPU  and  oil  market  uncertainty  on  Malaysian  stock  market  returns 
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and  thus  enabling  the  investors  to  make  better  investment  decisions  with  greater 
 possibility in getting higher Malaysian stock market returns. 


Secondly,  this  research  could  contribute  towards  future  studies.  It  generates  an 
 idea  about  the  impact  of  EPU  and  oil  market  uncertainty  on  Malaysian  stock 
 returns for researchers to conduct future research. Since only limited studies have 
 been proposed, in which partially related to current topic, this research hence can 
 be viewed as  a pioneer  work for those researchers who wish  to  carry out further 
 investigation  on  the  linkage  between  EPU  in  the  US  and  China,  oil  market 
 uncertainty and Malaysian stock returns. 


  


Besides,  Malaysian  stock  market  is  commented  to  be  easily  affected  by  external 
 factors  (The  Star  Online,  2018).  According  to  Ho  and  Iyke  (2017), stock  market 
 development  will  react  positively  towards  good  corporate  governance,  financial 
 liberalization,  high  trade  openness  and  legal  protection  of  investors.  Since  EPU 
 and oil market uncertainty is the main concern to determine their effects on stock 
 market  returns  in  Malaysia  in  this  research,  thus  it  could  act  as  a  reference  for 
 policymakers.  In  turn,  policymakers  could  have  deeper  understanding  about 
 Malaysian stock market  performance  in  regards  to EPU in  the US  and China,  as 
 well as oil market uncertainty on stock market returns in Malaysia, thereby being 
 able to propose better policies in future. As a result, higher market efficiency can 
 be  achieved  with  guided  trading  and  timely  disclosure  of  information  by 
 considering EPU and oil market uncertainty. 


  
   


1.7 Chapter Layout


  


This  research  consists  of  a  total  of  5  chapters.  Chapter  1  is  the  introductory 
chapter,  with  an  overview  of  the  topic.  Chapter  2  reveals  literature  review  with 
definitions  of  EPU  and  oil  market  uncertainty,  as  well  as  viewpoints  of 
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researchers in their previous studies in relation to this research in general. Chapter 
3  investigates  the  methodology  of  conducting  this  research,  explaining  the 
research process and research design, and data collection method. Next, Chapter 4 
includes  the  discussions  and  analyses  on  the  reliability  of  the  empirical  results 
using E-views. Finally, a summary will be made in Chapter 5 based on the major 
findings  of  this  paper,  along  with  the  implications  and  limitations  of  this  study, 
and lastly followed by the recommendations for future research. 
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CHAPTER TWO: LITERATURE REVIEW


2.0 Introduction


This  chapter  reviews  the  relationship  between  EPU,  oil  market  uncertainty  and 
 stock  market  return  on  previous  studies.  The  following  section  first  analyses  the 
 effect  of  EPU  and  stock  market  return  in  developed  countries,  in  developing 
 countries  and  in  Malaysia.  Followed  by  the  effect  of  oil  market  uncertainty  on 
 stock  market  return  in  developed  countries,  in  developing  countries  and  in 
 Malaysia. Finally, theoretical framework and gap of study will be discussed at the 
 end of this chapter. 


  
   


2.1 Economic Policy Uncertainty and Stock Market Return


  


There is a strong effect across the globe instantly when a disruptive shockwave is 
transmitted  from  one  of  the  dominating  economies  in  the  world  as  the  world 
economy is globally connected (Sum, 2012).
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