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This  paper  investigates  the  relationship  between  Standard  and  Poor‟s  500  (S&P 
500)  and  determinants  include  crude  oil  price,  exchange  rate,  inflation  rate, 
interest  rate  and  financial  crisis  from  January  1993  to  December  2012  with  240 
sample  size  in  United  States.  Besides,  this  paper  adopts  Ordinary  Least  Square 
(OLS)  to  determine  the  general  relationship  between  those  determinants  and 
Standard and Poor‟s 500 stock market return. In addition, the short run and long 
run  relationship  are  examined  in  this  paper  by  using  the  Granger  Causality  Test 
and  Johansen  Juselius  Cointegration  Test  respectively.  Furthermore,  in  order  to 
examine the long run relationship in more detail, Vector Error Correction Model 
(VECM) has been introduced in this paper. The result shows that all determinants 
have  significant  relationship  with  Standard  &  Poor‟s  500  but  there  is  only 
financial crisis has short run influences on stock market (S&P 500). Additionally, 
there  has  a  long  run  positive  relationship  between  Standard  and  Poor‟s  500,  oil 
price,  interest  rate  and  exchange  rate  but  long  run  negative  relationship  between 
Standard and Poor‟s 500, inflation rate and financial crisis. Besides, according to 
Variance Decomposition and Impulse Response Function, the result shows that all 
variables have an impact on the stock market (S&P 500), where there is a negative 
shock  on  stock  market  (S&P  500)  resulting  from  inflation  rate,  exchange  rate, 
crude  oil  price  and  financial  crisis,  and  positive  shock  from  interest  rate.



(17)Undergraduate Research Project       Page 1 of 180       Faculty of Business and Finance


CHAPTER 1: RESEARCH OVERVIEW


1.0 Introduction


Stock market plays an important role as one of the main indicators in the economy. It 
reflects the performance of growth and major sources in a country. The stock prices 
hardly  separated  with  the  economic  factors  such  as  inflation  rate,  exchange  rate, 
interest rate, oil prices and financial crisis. Hence, it will become a crucial matter to 
investors,  economists,  and  policy  maker  to  examine  the  determinants  that  affect  the 
stock  market  return.  Therefore,  the  further  understanding  on  the  real  relationship 
between  the  stock  market  return  and  its  determinants  are  useful  to  enhance  the 
forecasting skill in the stock market. For the highly developed country, United States 
(U.S.),  the  performance  of  its  stock  market  has  major  influence  and  sensitive  to  the 
global  economy  due  to  the  U.S.  stock  market  is  a  core  of  international  market 
economies. As a result, it is essentially to conduct a research on the U.S. stock market 
and  its  determinants.  Accordingly,  this  paper  aims  to  study  and  investigate  the 
monthly movement of Standard & Poor 500‟s (S&P 500) stock price index which is 
influenced  by  Interest  Rate  (INT),  Exchange  Rate  (EX),  Inflation  Rate  (INF)  and 
Crude Oil Price (OP) in U.S. including the period of financial crisis from September 
2008 until June 2009. 
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1.1 Research Background


1.1.1 Research Background of U.S.


In 1980, Ronald Reagan won the election and became the president in United 
 States,  since  then  it  had  championed  globalization  of  trade  and  finance.  The 
 U.S.  economy  today  with  just  five  percent  of  the  world‟s  population,  it  is 
 responsible for twenty percent of total economic output and its gross domestic 
 product  per  person  was  around  $4,000  in  year  2007,  compare  to  an 
 international  average of  $11,000 (Behr, 2009). The  World Economic Forum, 
 whose  annual  conferences  with  a  gathering  of  those  top  international 
 governments and corporate leaders, has regularly ranked the United States as 
 the world‟s most competitive economy. 


The  American  economy  nowadays  has  achieved  highly  flexible  economic 
system that arguably offers more choices and chances than any other, and one 
that has displayed continuously its ability and capacity to repair mistakes and 
adapt to recessions, financial panics and wars, which helps it to gain strength 
from its trails claimed by Behr (2009). Furthermore, the nation of U.S. plays 
an  important  role  in  shaping  this  flexible  economic  system.  This  is  because 
large majority of Americans subscribes to the idea of a dynamic economy that 
embraces  competition,  invites  striving  and  invention,  heaps  rewards  on 
winners,  and  gives  second  chances  to  those  who  fail  from  the  author,  Behr 
(2009), Secretary of State Condoleezza Rice (2008) said that the great things 
about representing the United States is it continues to surprise; it continues to 
renews  itself;  it  continues  to  beat  all  odds  and  expectations.  You  just  know 
that  Americans  are  not  going  to  be  satisfied  until  they  really  do  form  that 
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perfect union. And while the perfect union may never be in sight, we just keep 
 working at it and trying.”  


1.1.2 Research Background of U.S. Stock Exchange


According  to  Beattie  (2009),  after  the  first  stock  exchange  was  formed  in 
 Amsterdam  market  during  16th century,  United  States  started  to  set  the stock 
 market  up.  In  1970,  the  first  stock  exchange  in  U.S.  was  established  on 
 Market Street, which name is Philadelphia Stock Exchange. There were some 
 other  stock  exchange  were  formed  by  the  following,  which  were  National 
 Association of Securities Dealers (NASD) and New York Stock & Exchange 
 Board. U.S. stock market has around 220 hundred years of history and it also 
 had  undergone  several  financial  crises  such  as  Black  Thursday,  October  24, 
 1929,  and  the  World  War  II.  It  crashed  the  U.S.  stock  market  and  led  to  a 
 Great Depression in the world and caused millions of people unemployment. 


That  situation  had  caused  high  inflation  rate  and  high  unemployment  rate  in 
 United  States.  Today,  U.S.  stock  market  is  still  one  of  the  largest  stock 
 markets in the world. The average daily trading volume is around $48 billion. 


It  makes  New  York  Stock  Exchange  (NYSE)  to  become  the  largest  place  to 
trade the stocks in United States too. 
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1.1.2.1 New York Stock Exchange (NYSE)

New York Stock Exchange (NYSE), also known as the “Big Board”, is one of 
 the oldest stock markets in the world since it was established in the May 17, 
 1792. It is located at Wall Street, New York. Its original name was New York 
 Stock  &  Exchange  Board.  At  the  beginning,  it  only  had  twenty-four 
 stockbrokers signed the Buttonwood Agreement. Nowadays, it is the world‟s 
 largest stock exchange by using market capitalization. According to the month 
 report  from  World  Federal  of  Exchange,  NYSE  has  around  $16,178.588 
 billion  market  capitalization  in  January,  2013.  In  2012,  NYSE  has  trading 
 around $13,000 billion volumes in all stocks and net income is $462 million. 


NYSE  has  three  major  stock  indexes  which  are  Dow  Jones  Industrial  Index 
 (DJIA), Standard & Poor‟s 500 index (S&P 500) and NYSE composite index 
 (Amadeo, K., 2013). 


1.1.2.1.1 Dow Jones Industrial Average (DJIA) 


Dow Jones Industrial Average (DJIA) is a price-weighted index that included 
 30  largest  and  most  widely  traded  stocks  on  New  York  Exchange  and 
 NASDAQ.  These  30  stocks  have  significant  influences  to  affect  the  index‟s 
 value  which  are  from  variety  sectors  including  financials,  oil  and  gas, 
 materials,  technology,  telecommunication  services,  health  care,  consumer 
 goods and utilities. It is the most quoted and widely recognized stock market 
 index around the globe (Aragon & Dieckmann, 2003). 


DJIA was found from year 1882 which was created by Charles Dow, Edward 
Jones,  and  Charles  Bergstresser.  The  first  averages  were  published  in 
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Customer‟s  Afternoon  Letter  which  was  its  precursor  and  mainly  in 
 transportation  companies  for  example  two  capitalized  industrial  and  12 
 capitalized railroad companies (Kosakowski, 2009). Then, in year 1896, May 
 26,  it  separated  into  two  different  averages  that  were  transportation  and 
 industrial  and  it  created  the  Dow  Jones  Industrial  Average.  Besides, 
 kosakowski (2009) said  that it was created as a tool for assessing the overall 
 health of the industrial sector. Therefore a lot of industrial stocks were made 
 up but now it focuses on the rising industries index in the American economy. 


Today,  the  averages  were  published  in  Wall  Street  Journal  and  as  a 
 benchmark to track the American stocks. 


The  30  companies  will  be  replaced  by  other  according  to  their  performance 
 over  the  time.  For  example,  in  1999,  Microsoft,  Intel  and  SBC 
 communications  and  Home  Depot  were  added  into  DJIA  and  caused  other 
 four companies dropped. Besides, the General Motor was removed from DJIA 
 lists during the financial recession due to its poor performance of company. 


Next, the current  30 stocks need to  be  added up together  and  divided  by  the 
Dow divisor when it comes to the calculation of the DJIA index. The divisor 
is  to  adjust  for  company  changes,  stock  split  or  other  activities  that  changed 
over  the  time.  In  addition,  to  translate  the  changes  of  individual  stock  price 
affect the DJIA index, the stock‟s price change need to divide by the current 
divisor. The actual value of DJIA will become meaningful when it compares 
with  the  previous  index  value  because  many  people  will  misunderstood  the 
meaning  of  one  point  changed  in  this  index.  They  thought  the  one  point 
changed  is  equal  to  one  U.S.  dollar  (USD)  changed  in  the  value  of  average 
share (Gitman, Joehnk & Smart, 2011). 



(22)Undergraduate Research Project       Page 6 of 180       Faculty of Business and Finance


On the other hand, the  criticism about  the DJIA  is  it only  represents  a small 
 stocks percentage in the entire stock market. This is because it only consists of 
 30 stocks out of the publicly traded companies in the United States (Gitman, 
 Joehnk  &  Smart,  2011).  This  means  that  DJIA  cannot  fully  reflect  the 
 performance of the stock market since its proportion in market capitalization 
 is not large enough. 


1.1.2.1.2 Standard and Poor’s 500 (S&P 500) Index

According  to  Chen,  Kountsantony,  Truong  and  Veeraraghavan  (2013)  stated 
 that  the  Standard  and  Poor‟s  500  includes  500  leading  companies  which 
 capture  approximately  75%  coverage  of  available  market  capitalization.  The 
 S&P  500  is  widely  regarded  as  the  best  single  gauge  of  large  cap  United 
 States‟ equities and it is most broadly accepted barometer of the market. There 
 is  more  than  USD  5.58  trillion  benchmarked  to  the  index  with  including 
 approximately USD 1.31 trillion of this totals.  


Besides  that,  Chen,  Kountsantony,  Truong  and  Veeraraghavan  (2013)  have 
 also  claimed  the  S&P  500  Index  was  first  published  in  1957  and  since  then, 
 the  index  has  been  maintained  by  the  S&P  500  Index  Committee  which 
 includes  economist  and  index  analysts  whose  job  is  to  ensure  the  index  is 
 consistently represent the U.S. equity market. To be eligible and approved by 
 the committee, the company must have a market capitalization of at least USD 
 4  billion  and  meet  the  criterions  of  liquidity  (a  minimum  of  250,000  traded 
 shares  per  day),  public  float  (at  least  50%  of  the  stocks)  and  sector 
 classification (positive reported earnings in 4 consecutive quarters).  


Most  importantly,  the  committee  has  stated  that  the  decision  to  include  a 
company  in  the  S&P  500  Index  is  not  an  opinion  of  that  company‟s 
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investment potential. Then, any decision for inclusion and exclusion is solely 
 based upon public information. Hence, Denis,  McConnell, Ovtchinnikov and 
 Yu (2003) claimed that the fascination with the effect of S&P Index inclusion 
 on stock prices appears to stern from the possibility that inclusion in the index 
 is  an “information-free”  event.  Information  free  means that S&P 500 makes 
 no  claim  that  inclusion  represents  an  endorsement  of  the  newly  included 
 stock‟s  future  prospects.  There  is  a  criterion  for  additions  and  deletions  in 
 S&P  500  with  a  guiding  principle  of  S&P  Indices  index  management  is  the 
 minimization  of  turnover  among  index  constituents.  An  index  addition 
 generally  will  be  made  only  if  an  index  vacancy  is  created  by  an  index 
 deletion. Additions to the S&P 500 must meet criterias. Deletions occur when 
 there  is  a  merger  or  acquisition  or  when  there  are  substantial  violations  of 
 addition criteria. When necessary, changes to the quantity of the S&P 500 are 
 made  on  an  as-needed  basis  and  there  is  no  annual  or  semi-annual 
 reconstitution.  


Gitman,  Joehnk  and  Smart  (2011)  also  stated  that  the  indices  are  being 
 calculated  using  a  market  capitalization-weighted  methodology;  with  the 
 index  levels  reflect  the  total  market  value  of  the  entire  component  stock 
 relative to a particular base period.  


1.1.2.1.3 New York Stock Exchange Composite Index

New York Stock Exchange Composite Index is one of the indexes under New 
York  Stock  Exchange  (NYSE).  According  to  Gitman,  Joehnk  and  Smart 
(2011), it includes about 2100 or so, stock listed on the “Big Board” and the 
behavior  of  this  is  normally  similar  to  the  Dow  Jones  Industrial  Average 
(DJIA) and the Standard and Poor‟s 500 (S&P 500). Harvey (2012) said that 
the  NYSE  Composite  Index  was  established  in  1966  and  measured  all  the 
stocks‟ performance  which has listed on the NYSE.  It is  a free-float  market 
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capitalization index and calculated on the basis of price return and total return. 


On 31st December, 1965, the base value was only 50 and it had changed into a 
 new  methodology  with  a  base  value  5,000.  The  advantage  of  this  index  to 
 investors  is  global  diversification.  It  includes  foreign  companies  and  their 
 headquarters  which  are  not  inside  in  United  States.  But  at  the  view  of  most 
 researchers, they do not use it as the research variables to determine of stock 
 market in United States due to non-United States stocks included. Hence, the 
 result will not be much significant for their research.  


1.1.3 Research Background of Financial Crisis


Basically,  economic  activities  will  affect  the  stock  market  which  is  not  only 
 occurred  or  happened  in  United  States.  If  a  large  stock  market  bubble  is 
 formed and busted, it will smash the whole stock market structure and lead to 
 stock market downturn. It definitely affects the investors‟ behavior, financial 
 situation and confident. The consequences of this are the financial crisis might 
 occur and affect the country‟s economy.  


The financial crisis that happened between middle of 2008 to June 2009 which 
 was  triggered  by  the  subprime  mortgage  crisis  had  caused  massive 
 consequences to the financial sectors in United States (Xu & Hamori, 2012). 


The stock prices dropped 48 % in Standard and Poor‟s 500 which were from 
 its local peak 1300.68 on 28th August, 2008 to low point in March 2009. This 
 United  States  recession  caused  huge  falls  to  the  stock  market  indices  and 
 investors turn to safer investment like gold and oil. 
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1.1.4 Research Background of Determinants that affect United  States Stock Market


There  are  economic  factors  that  can  affect  the  United  Stated  stock  market. 


They  are  inflation  rate,  exchange  rate,  interest  rate  and  crude  oil  price. 


Inflation  is  an  increase  in  the  price  of  the  goods  and  services  over  a  time 
 period. Inflation rate in the United States is reported by the Bureau of  Labor 
 Statistics.  Inflation  causes  an  effect  on  every  sector  in  the  economy,  either 
 directly  or  indirectly.  Then,  exchange  rate  is  rate  measured  between  two 
 currency  which  the  value  of  one  currency  in  term  of  another  currency. 


Exchange rates can be determined in the foreign exchange market. In addition, 
 oil  is  a  non-renewable  resources,  therefore  it  is  an  important  resource  in 
 determined the world economy.  


Furthermore, there are studies have been conducted in United States about the 
 relationship  of  its  stock  market  index  and  determinants.  However,  many 
 scholars  only  focus  to  investigate  the  major  determinants  separately  which 
 rarely  combine  them  together  and  determine  the  causality  effect  with  U.S. 


stock  market  return.  In  order  to  contribute  to  this  literature  of  studies,  this 
 paper combines  and extends the existing studies  on several determinants  and 
 they are Interest rate (INT), Exchange Rate (EX), Inflation Rate (INFLA), and 
 Crude  Oil  Price  (OP)  in  United  Sates  including  the  period  of  financial  crisis 
 from September 2008 until June 2009.  


1.2 Problem Statement


Movement  in  stock  market  has  high  volatility  and  uncertainty  which  can  affect  the 
stock  market  performance.  Thus,  this  paper  aims  to  understand  the  stock  market 
determinants which can be used to manage the risk that is caused by the volatility in 



(26)Undergraduate Research Project       Page 10 of 180       Faculty of Business and Finance


stock  market  due  to  there  are  also  lack  of  studies  about  testing  the  relationship 
 between  selected  determinants  and  stock  market.  According  to  Geetha,  Mohidin, 
 Chandran and Chong (2011), recent studies do not precise in investigate the potential 
 significant relationship between macroeconomic variables and stock market in United 
 States which is  one of the world‟s five largest equity market  (United States, Japan, 
 United  Kingdom,  China  and  Canada),  it  has  around  USD  16  trillion  exchanges  in 
 United  States.  Jorion  and  Goetzmann  (1999)  also  reported  that  United  States  stock 
 market  equity  had  the  highest  return  rate  to  the  investor  among  other  thirty  nine 
 global  stock  markets  which  had  4.3  percent  annually  and  other  countries  only  have 
 medium  of  0.8  percent  for  the  investor.  Besides,  period  of  study  is  from  1993  until 
 2012 which include the period of financial crisis 2008-2009. Previous researchers had 
 not much focus on the studies of U.S. stock market with the period of financial crisis 
 had risen and with the combination of the determinants that may have impact on the 
 U.S. stock market. Mollick and Assefa (2013), collected the data from year 1999 until 
 2011, have only identified that the U.S. stock price and oil price did not  have much 
 associated during the financial crisis. However, there are some determinants that are 
 found is vital in estimating the relationship between U.S. stock market return. Hence, 
 this paper proposes the Interest Rate (Koekeamaki, 2011), Exchange Rate (Johnson & 


Soenen,  2004),  Inflation  Rate  (Omran  &  Pointon,  2011),  and  Crude  Oil  Price 
(Narayan, P.  & Narayan, S.  2010) in  United States  including the period  of financial 
crisis 2008-2009 (Al-Rjoub & Azzam, 2012). 
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1.3 Research Objectives


1.3.1 General Objectives


This research‟s objective is to examine the effect of major determinants which 
 are  Interest  Rate  (INT),  Exchange  Rate  (EX),  Inflation  Rate  (INFLA),  and 
 Crude  Oil  Price  (OIL)  in  United  States  stock  markets  from  year  1993  until 
 2012  which  includes  the  period  of  finance  crisis  in  order  to  formulate  a 
 suitable  policy  instrument.  At  that  moment,  the  progressively  of  doing 
 research will increase accuracy forecasting on the market prices; it will help to 
 minimize the potential lost in the future stock market. Besides, this paper will 
 also  help  to  analyze  the  time-series  relationship  between  stock  return  and 
 economic  factors.  The  prevention  steps  and  solutions  can  be  taken  to 
 overcome the problems arise from the financial crisis period as well.  


1.3.2 Specific Objectives


This study has a tendency to concentrate on: 


i.  To investigate the significant relationship between stock market return 
 and monthly interest rate in United States. 


ii.  To investigate the movement direction among the exchange rate and the 
 stock returns in United States. 


iii.  To  examine  the  effect  of  inflation  rate  on  the  United  States  stock 
market return. 
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iv.  To found out that there are any connections between the crude oil price 
 and  the  stock  returns  in  United  States  accompanied  by  other 
 independence variables. 


v.  To  examine  the  effect  of  financial  crisis  (dummy  variable)  on  the 
 United States Stock Market. 


vi.  To  examine  the  short  run  and  long  run  relationship  between  the  stock 
 returns and its determinants. 


1.4 Research Questions


i.  Does  using  the  monthly  data  can  fully  explain  the  model  and  result 
 significantly? 


ii.  How if  combine all the independent  variables into model would make 
 the result significantly to stock return? 


iii.  Are every determinants has the significant short run and long run effect 
 towards stock return? 


iv.  Did  the  result  can  fully  giving  an  aid  in  stock  market  to  investors, 
policy makers and researchers? 
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1.5 Hypotheses of the Study


1.5.1 Interest Rate


H0:  There  is  no  relationship  between  the  stock  return  (S&P  500)  and 
 interest rate (INT). 


H1: There is a relationship between the stock return (S&P 500) and interest 
 rate (INT). 


In the United States, most financial managers view that market risk is the most 
important  risk  factors  in  stock  market,  and  next  of  it  is  the  interest  rate  risk 
(Graham  &  Harvey,  2001).  According  to  Eita  (2012),  other  scholars  as 
Hooker (2004), Rahman, Sidek and Tafri (2009) and Maysami and Koh (2000) 
had  reported  that  when  the  interest  rate  increase,  it  will  have  a  substitution 
effect  of  increase  the  opportunity  of  preserving  cash  and  cause  equity 
investment  volume  reduce.  Besides  that,  higher  interest  rate  will  also 
influence firms‟ cash flow and lead to the stock price and stock return affected 
(Bernanke  &  Kuttner,  2005).  Based  on  all  these  information,  this  paper  will 
reject H0 and conclude that there has a relationship between the stock market 
and interest rate.   
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1.5.2 Exchange Rate


H0:  There  is  no  relationship  between  the  stock  return  (S&P  500)  and 
 exchange rate (EX). 


H1:  There  is  a  relationship  between  stock  return(S&P  500)  and  exchange 
 rate (EX).  


Phylaktis and Ravazzolo (2005) indicated a depreciation in the local currency 
and  fall  in  their  real  exchange  rate  will  cause  domestic  assets  become  less 
demanded,  decrease  in  their  domestic  economy  activities;  result  in  a  local 
stock market burst. Therefore, decrease in exchange rate will lower the stock 
market  return.  Volatility  in  exchange  rate  is  one  of  the  variability  that 
influences  investors.  A  significant  association  between  S&P  500  and  USD 
generate  an  exchange  risk  compounding  effect  to  international  investors  in 
U.S stock market (Johnson & Soenen, 2004). There is a significant impact of 
exchange rate on stock returns. When decline in  the value of local  currency, 
foreign investors tend to recall their funds, and this cause stock market returns 
to  fall  (Khan,  Ahmad  &  Abbas,  2011).  According  to  Garefalakis,  Dimitras, 
Koemtzopoulos  and  Spinthiropoulos  (2011),  reduction  in  the  worth  of 
currency will decrease investors‟ confidence, stimulate arbitrage trade which 
will  give  rise  to  instability  in  the  stock  market.  Although  there  are  different 
result  obtain  by  different  researchers,  but  they  all  show  a  significant 
relationship  between  these  variables.  In  conclusion,  this  paper  rejects  H0, 
which means  there is  a relationship  between exchange rate and stock market 
return.  
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1.5.3 Inflation Rate


H0:  There  is  no  relationship  between  the  stock  return  (S&P  500)  and 
 inflation rate (INFLA). 


H1:  There  is  a  relationship  between  the  stock  return  (S&P  500)  and 
 inflation rate (INFLA).  


According  Dural  and  Bhaduri  (2009),  Fama  theory  (1981)  proposed  that 
 inflation is negatively related with the stock return with two propositions that 
 link the real stock return and inflation via real output (GDP). Stock return will 
 be  affected  by  the  inflation  rate  directly  through  the  impact  of  changes  in 
 inflation  to  real  output  in  one  country.  This  phenomena  can  be  explained 
 when  inflation  rate  in  a  country  increase  it  will  lead  to  decreasing  of  real 
 output,  because  the  investment  cost  will  be  increased  subsequently. 


Furthermore, the cash inflow such as foreign direct investment will be lower 
down and  cause the real output reduced. On the  other hand, the reduction in 
real  output  will  cause  the  real  stock  return  dropped  due  to  there  are 
insufficient funds liquid in the stock market.  In conclusion, this paper rejects 
H0 and has sufficient evidence to conclude that there is a relationship between 
stock return and inflation.   
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1.5.4 Crude Oil Price


H0: There is no relationship between the stock return (S&P 500) and crude 
 oil price (OP). 


H1:  There  is  a  relationship  between  the  stock  return  (S&P  500)  and  crude 
 oil price (OP). 


Regarding the impacts of crude oil prices (an input of production process) to 
 stock market, they influence the cost of production of goods and services, and 
 lead to  a fact  that affects the profit margin.  A rise in  the oil price causes  the 
 cost of production increased, which will affect the stock return (Narayan, P. & 


Narayan, S. 2010) Besides, Kumar, Managi and Matsuda (2012) claimed that 
 the  stocks  are  related  to  business  cycles  and  oil  price  is  an  important 
 component  of  business  cycle.  Therefore,  the  return  of  stocks  should  be 
 associated with the movement of crude oil price, this paper rejects H0. 


1.5.5 Financial Crisis 2008 -2009


H0: There is no relationship between the stock return (S&P 500) and crude 
 financial crisis 2008-2009. 


H1:  There  is  a  relationship  between  the  stock  return  (S&P  500)  and 
 financial crisis 2008-2009. 


Financial crisis from year 2008 until 2009 is a global disaster that had brought 
impacts to the international economies. In rationale, this will easily affect the 
stock  return,  negatively  (Mollick  &  Assefa,  2012).  Then,  Wen,  Wei  and 
Huang  (2012)  stated  that  financial  crisis  will  cause  asset  prices  to  drop  and 
create  speculative  runs  and  capital  flight  leading  the  market  to  become 
instable.  Investors  will  lose  faith  and  confidence  on  the  future  of  investment 
and lead the economic growth become dampen. Then, the weak international 
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transmission  of  stock  prices  between  the  U.S.  and  other  countries  might 
 reflect  a  change  in  investors‟  behavior  too  after  the  financial  crisis  in  year 
 2008 until 2009 (Xu & Hamori, 2012). 


1.6 Significance of the Study


The  primary  contribution  of  this  paper  is  assessing  the  relationship  of  stock  market 
 return  and  exchange  rate,  interest  rate,  inflation  rate,  crude  oil  price,  as  well  as  the 
 existence of financial crisis from 1993 until 2012 in United States by using monthly 
 data. 


There is not much of studies that investigate the stock market return and its volatility 
 during  financial  crisis  in  the  past,  thus,  this  paper  provides  a  clear  picture  to 
 practitioners  and  policy  makers  that  financial  crisis  will  give  an  impact  on  stock 
 market  (Al-Rjoub  &  Azzam,  2012).  Valcarcel  (2012)  stated  that  the  policy  makers 
 have  to  be  awaere  of  the  determinants  effect  on  the  stock  return  by  making  the 
 decision in stabilizing the volatility of economy activity. 


A more in-depth understanding on the connection between stock return and exchange 
 rate helps multinational enterprise to deal with their foreign exchange risk (Phylaktis 


& Ravazzolo, 2005). Besides, financial manager will be more cautious and wisely in 
 order  to  make  better  investment  and  financial  decision,  mentioned  by  Chen,  S.  & 


Chen, T. (2012). Stock traders also can gain benefit from this study by understanding 
the  movement  of  the  variables  that  could  affect  the  stock  return,  so  that  they  could 
secure  and  transform  the  risk  (Kurihara,  2006).  On  the  other  hand,  the  relationship 
between stock return and exchange rate are not necessary to be linear, because there 
is  an  extending  analysis  include  both  stock  price  and  volatility  spillover  effect  of 
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exchange  rate  will  provide  a  comprehensive  picture  about  the  relationship  between 
 this two variables. 


1.7 Chapter Layout


This  paper  is  structured  as  follows;  the  second  chapter  presents  an  overview  of  the 
 existing  relevant  literature,  whereas  in  the  third  chapter  displays  methodological 
 consideration.  The  following  section  (chapter  4)  describes  the  data  used.  The  last 
 section,  chapter  5  exposes  the  discussion,  conclusion  and  implications  deduced  by 
 this paper. 


1.8 Conclusion


This  aim  of  this  paper  is  to  identify  the  determinants  that  could  influence  the  stock 
market return in United States. In chapter 1, this paper explains on the background of 
U.S.  economy  and  U.S.  stock  market  for  the  purpose  of  being  more  comprehensive 
on U.S. stock market and also shows the purpose of examine the relationship between 
stock return and its determinants. The determinants include interest rate, inflation rate, 
exchange rate, crude oil price and financial crisis. 
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CHAPTER 2: LITERATURE REVIEW


2.0 Introduction


This chapter summarizes the literature review that applied in this study. This research 
 has  covered  and  reviewed  several  series  of  journal  on  the  topic  of  determinants  of 
 stock price in the market of United States (U.S.). Normally most of researchers like to 
 choose  the  developed  countries  such  as  United  States  as  their  research  target  rather 
 than  choose  developing  countries  because  of  its  ability  influences  the  world‟s 
 economy.  Therefore,  United  States  become  the  main  focus  on  this  paper  since  it  is 
 one  of  the  largest  developed  countries  in  the  world  to  explain  the  significant 
 relationship from the empirical results. 


2.1 Review of the Literature


From the previous studies  and researches,  most  of the researchers had covered their 
studies  about  the  stock  markets  in  different  countries  due  to  it  has  more  significant 
effect to economic development of a country. Based on the research from Eita (2012) 
which  referred  Adjasi  and  Biekpe  (2009)‟s  studies  and  stated  that  every  country 
economy  can  be  developed  through  the  fund  which  is  generated  from  the  stock 
market.  
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Despite of emerging market, some researchers will also do the analyses of impact in 
 developed  countries  due  to  its  economic  growth  are  strong  and  more  stable.  For 
 example,  Jareno  and  Navarro  (2010)  estimated  the  relationship  between  the  interest 
 rate and inflation rate to the stock return in Spain. The reason of it is the economy of 
 Spanish  placed  at  fourth  largest  in  the  Euro  zone.  Same  situation  happens  to 
 Korkeamaki (2011) who had investigated the interest rate effect towards stock returns 
 in  the  European  countries.  In  this  study,  United  States  will  be  the  main  country  to 
 focus due to it is one of the four largest equity markets in the world (Dumas & Solnik, 
 1995).  The  recent  U.S.  Economic  Growth  report had  reported  that  United  States 
 economy had already recovered and kept growing until 2013 although suffered from 
 the  financial  crisis  of  2008-2009.  Besides,  U.S.  dollar  (USD)  is  the  most  common 
 currency  which  be  used  and  traded  in  the  global  markets.  Based  on  this  reason, 
 United States economy has a significant effect to impact the internationally financial 
 markets. Therefore, most researchers are using the United States stock market as the 
 benchmark  of  the  research  such  as  Johnson  and  Soenen  (2004),    Xu  and  Hamori 
 (2012),  Tai  (2000),  Zhou  and  Sornette  (2006),  and  Kolari,  Moorman  and  Sorescu 
 (2008).  Trading  volume  of  the  stock  will  become  another  reason  too.  New  York 
 Stock Exchange (NYSE) which is the largest stock exchange in United States, it will 
 be  a  great  example  to  prove  it.  It  has  huge  of  trading  volume,  so  the  effect  will  be 
 more significant to the world. 


Nowadays,  it still does  not  have any researches  combine all the variables  which are 
crude  oil  price,  interest  rate,  inflation  rate,  exchange  rate  and  financial  crisis  from 
year 2008 until 2009 to explain the effect of them to the stock price with the sample 
size from 1993 to 2012. Therefore in this paper will explain all of this combination of 
determinants that would affect the United States stock market during that period. 
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2.1.1 Stock Return (Standard & Poor’s 500 Index)


Standard and Poor‟s 500 (S&P 500) is a stock market index that used to track 
 the performance of 500 largest listed companies in United States with a large 
 amount of market capitalization. Besides, it is a capitalization-weighted index 
 which means that each stock index is weighted according to its market value 
 proportion. In addition, those 500 companies stock index chosen base on their 
 market size and liquidity. These requirements will be verified by the Standard 
 and  Poor  index  committee  and  analysts  and  economists.  Furthermore,  it  is 
 designed to act as an indicator for overall United States stock market and also 
 able to reflect the risk-return characteristic of the large-cap universe. 


In United States, Standard and Poor‟s 500 index is not a only one stock index 
to  measure  the  stock  performance,  there  still  have  another  stock  index  to 
compare  such  as  Dow  Jones  Industrial  Average  (DJIA).  However,  Standard 
and Poor‟s 500 index is chosen as the dependence variable in this paper. The 
reason of it is Standard and Poor‟s 500 Index occupied around 75 percent of 
market  capitalization  in  United  States  stock  market.  Therefore,  Standard  and 
Poor‟s 500 Index will be a better measurement to represent the United States 
stock market performance (Chen, 2009). Besides, Kathman (1998) also stated 
that  Standard  and  Poor‟s  500  will  be  more  accurate  and  less  volatile  due  to 
Dow Jones  Industrial Average is more heavily weighted in industrial since it 
is  only  consists  of  30  companies.  Additionally,  the  researcher  also  said  that 
S&P  500  measures  total  return  including  reinvested  dividends  while  Dow 
Jones  Industrial  Average  is  based  solely  on  price.  When  market  falls  and 
dividend yield rises, it will benefit Standard and Poor‟s 500. As a conclusion, 
Standard and Poor‟s 500 will be a better indicator for the United States stock 
market if compared with Dow Jones Industrial Average.
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2.1.2 Interest rate (INT)


Interest rate is a very important macroeconomic factor to determine the stock 
 market  performance.  According  to  the  Federal  Reserve  Bank  of  New  York 
 (n.d.),  it  reported  that  the  interest  rate  is  fund  connection  or  transaction 
 between the suppliers and demanders. Besides, it also stated that interest rate 
 is  charged  by  the  leaders  and  paid  by  the  borrowers.  Normally,  it  can  be 
 divided into two types which are fixed or variable. One of the researchers who 
 is  Tucker  (2000),  he  said  that  interest  rate  often  represent  as  an  annual 
 percentage  of  principal  and  also  known  as  annual  percentage  rate  (APR). 


Commonly,  it  will  affect  the  inflation  rate  and  the  Federal  Reserve  Board 
 policies. From the investors‟ view, interest rate increased will be good news 
 for them due to they can gain better returns on bank deposit or bonds.  


There  are  lots  of  researchers  had  done  their  research  about  the  interest  rate 
 like Graham and Harvey (2001), they had done a survey and found that most 
 of the financial managers believe and consider the changing of interest rate as 
 one  of  the  key  factors  to  affect  the  market  performance.  Besides,  Alam  and 
 Uddin  (2009)  had  stated  that  interest  rate  is  one  of  the  important 
 macroeconomic  variables  due  to  it  will  directly  affect  the  economy  growth. 


They  also  refer  Zhou  (1996)  studies  and  found  that  interest  rate  have  a 
 significant  effect  to  the  stock  return  in  the  long-term  period.  Based  on  these 
 reasons, this paper included interest rate as one of the independence variables. 


Previous  researchers  such  as  Alam  and  Uddin  (2009)  had  found  that  the 
interest  rate  will  have  an  inverse  direction  to  stock  return.  At  the  same 
situation, Korkeamaki (2008) also found the same result in the European stock 
market. Besides European countries, Namibia where is located at Africa, had 
found  the  same  outcome  which  was  negative  relationship  with  stock  return 
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(Eita, 2012). Other than these research, most recent empirical studies (Jareno 
 and  Navarro,  2010;  Lettau  and  Wachter,  2011;  Hsing,  Budden  and  Philips, 
 2012;  Rahman,  Sidek,  and  Tafri,  2009;  Hooker,  2004)  explained  that  the 
 movement of the interest rate will be opposite towards stock return.  


Hsing, Budden and Philips (2012) had found that the Gross Domestic Product 
 (GDP) will cause a crowding-out  effect to interest rate and stock price when 
 that  country  have  the  huge  government  debts  or  deficit.  Besides,  as  a  good 
 investor will always seek for the efficient market to invest. If the interest rate 
 increased, people will tend to switch their fund from stock market to bank and 
 lead  to  demand  of  shares  decreased  (Alam  &  Uddin,  2009).  Therefore,  this 
 paper  will  forecast  that  there  has  a  significant  negative  relationship  between 
 the interest rate and stock returns in United States stock market.  


2.1.3 Exchange Rate (EX)


According  to  the  Cambridge  Advanced  Learner's  Dictionary  &  Thesaurus, 
 exchange  rate  can  be  view  as  the  value  of  a  country‟s  currency  that  can  be 
 exchanged and traded for other country‟s currency. Besides, exchange rate is a 
 significant  macroeconomic  determinant  that  influences  investors  in  an  open 
 economy (Johnson & Soenen, 2004). Through the international diversification, 
 the volatility in exchanges rates increase the risk of investment and in the end 
 will affect the stock return. 


Exchange  rate  will  have  an  indirect  effect  to  stock  market  (Zhao,  2010). 


Furthermore, there is also consisting bidirectional relationship among foreign 
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exchange market and stock market in China by using monthly data. Nowadays, 
 China has  become one of the main export oriented countries.  Its  competition 
 power  of  products  in  international  markets  will  indirectly  affect  by  the 
 changes of exchange rate and the quantities of exports products. If the export 
 rate  decreased,  the  profit  of  firm  will  reduce  and  in  the  end  will  affect  the 
 stock price.  It  can be  consider as an indirect  effect  to  stock market.  Besides, 
 this  huge  international  market  has  attracted  several  foreign  investors  invest. 


These  inflow  and  outflow  of  foreign  capitals  will  influence  the  value  of 
 currency. This  can be  considered  as another indirect effect. This statement is 
 agreed  by  Nandhaa  and  Hammoudeh  (2007)  which  found  that  the  stock 
 market return will be affected by the changes of exchange rate in some of the 
 country in the Asia-Pacific region. 


A  significant  association  between  return  of  United  States  equity  investments 
 and value of U.S. dollar generates an effect of exchange risk to international 
 investors  in  United  States  stock  market.  Johnson  and  Soenen  (2004)  have 
 stated  that  if  the  dollar  value  appreciates  which  means  the  exchange  rate 
 decreases, it will affect the stock index will increase. When depreciation in the 
 value  of  local  currency,  foreign  investors  tend  to  recall  their  funds,  and  this 
 cause  stock  market  returns  to  fall  (Khan,  Ahmad,  &  Abbas,  2011).  Besides, 
 Tsai (2012) who also agrees that exchange rate has a negative impact on stock 
 market return in Singapore, Thailand, Malaysia, the Philippines, South Korea, 
 and Taiwan. The result holds the portfolio balance effect, in which decreased 
 of the exchange  rate will increase the stock market  returns,  appreciate in the 
 value  of  the  domestic  currency.  Garefalakis,  Dimitras,  Koemtzopoulos  and 
 Spinthiropoulos  (2011)  have  also  found  that  the  fallen  of  the  value  of  Yen 
 currency will lead to decrease in investor‟s confidence and cause instability in 
 Hong Kong stock market.  


But not all the results are agreed by some researchers such as Hsing, Budden 
and  Philips  (2012).  They  found  that  depreciation  of  the  Argentine  peso  has 
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positive  effect  on  stock  price  and  this  result  is  consistent  with  the  exchange 
 rate policy that implemented by government. Besides Argentine, Pacific Basin 
 Countries stock market also had been done by Phylaktis and Ravazzolo (2005). 


They  examined  the  long-run  and  short-run  relationship  between  stock  price 
 and  exchange  rate  and  the  outcome  was  positive  relationship.  Richards, 
 Simpson  and Evans  (2009) found that  there was a same direction movement 
 among  the  stock  market  return  and  Australian  dollar  exchange  rate.  In  their 
 study,  they  stated  that  if  the  stock  market  return  increase  around  66  percent, 
 then the dollar exchange rate will appreciate around 33 percent. 


Since  most  of  the  paper  and  researches‟  result  are  negative  relationship 
 between  stock  return  and  exchange,  this  paper  will  also  forecast  it  as  this 
 result  as  well.  Besides,  this  paper  will  also  examine  how  the  exchange  rate 
 movements affect the Standard and Poor‟s 500 Index. One of the reasons that 
 this paper forecast the result will be negative is the exchange rate channel of 
 monetary policy. From exchange rate channel of monetary policy view, if the 
 value  of  currency  appreciated,  it  will  decrease  the  exchange  rate  and  lead  to 
 the  cost  of  export  lower.  In  the  end,  the  volume  of  import  demand  and  the 
 flow  of  capital  investment  will  raised  and  cause  the  stock  return  increased. 


Next  reason  is  portfolio-balance  models.  This  model  assume  that  the  stock 
 price increase will cause investors to purchase more stocks and will increase 
 the  demand  of  money  due  to  the  investors  need  more  money  to  buy  stock. 


Hence, appreciation in the value of currency and decrease exchange rate.  
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2.1.4 Crude Oil Price (OP)


Normally, crude oil price measures the spot price of various barrels  of oil 
 and  most  commonly  crude  oil  refers  to  West  Texas  Intermediate  (WTI) 
 crude  oil  (Amadeo,  2013).  The  reason  of  why  West  Texas  Intermediate 
 crude  oil  is  the  major  benchmark  of  crude  oil  in  the  United  States  is  its 
 properties.  West  Texas  Intermediate  crude  oil  is  light-weight  and  has  low 
 sulphur content. Therefore, West Texas Intermediate crude oil can consider 
 as very high quality crude oil and excellent for making gasoline. 


Normally, if the oil price got any changes, it will directly affect the cost of 
 production  such  as  cost  of gasoline,  home  heating  oil,  manufacturing  and 
 electric power generation. This statement agreed by Garefalakis, Dimitras, 
 Koemtzopoulos and Spinthiropoulos (2011), they found that oil prices will 
 influence the cost of production of goods and services in Hong Kong. Then, 
 it  will  indirectly  affect  the  profit  margin  and  future  of  industries.  How 
 much cost will be influenced? EIA which is the "Oil and Energy Watchdog 
 Agency" of the OECD group of countries had done the research and came 
 up a result. It will be 96% of transportation relies on oil, 43% of industrial 
 product,  21%  of  residential  and  commercial,  and  (only)  3%  of  electric 
 power. Therefore, if crude oil prices change, so does the stock price which 
 is connected to the profit margin. 


Kumar,  Managi  and  Matsuda  (2012)  did  a  study  and  found  that  rising  oil 
 prices  increase  the  production  costs  of  goods  and  services  dampen  cash 
 flow, and reduce stock prices. There are several studies also find a inverse 
 and statistically significant relationship between the movement of oil price 
 and  stock  price  (Cong,  Wei,  Jiao  &  Fan  2008;  Driesprong,  Jacobsen  & 


Maat,  2008;  Henriques  &  Sadorsky,  2008;  Park  &  Ratti,  2008).  Cifarelli 
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and Paladino (2010) have strong evidence that WTI crude oil price changes 
 are negatively with the United States DJIA stock price index from 1992 to 
 2008. 


Most  of  the  studies  had  come  up  an  outcome  was  negative  relationship 
 between stock return and oil price, but some of researchers did not agreed 
 with  it. For instance, El-Sharif, Brown,  Burton,  Nixon and Russell  (2005) 
 investigate and found that a rise in oil prices would raises the returns in the 
 oil  and  gas  markets  in  United  Kingdom.  Their  study  was  also  agreed  by 
 Arouri  and  Rault  (2012).  Their  research  stated  that  there  was  positive 
 relationship between oil price movement and stock prices, except in Saudi 
 Arabia. This positive result also could apply in Vietnam market (Narayan, 
 P. & Narayan, S. 2010) 


Some researchers like Huang, Masulis and Stoll (1996) disagree with those 
 both  type  outcomes.  Their  study  showed  that  if  the  oil  price  got  any 
 changes,  it  would  not  influence  the  Standard  and  Poor‟s  500.  Another 
 research done by Maghyereh (2004) had supported their study‟s result. He 
 found that there was no relationship between oil price movements with the 
 stock returns in 22 emerging markets. Hence, to expand these studies, this 
 paper  will  examine  how  the  oil  price  movements  affect  the  Standard  and 
 Poor‟s 500 stock index in United States. 


Then, this paper also hypothesizes that crude oil price should associate with 
stock market return and with then negative relationship. That is because has 
two  approaches  show  that  oil  price  can  affect  the  stock  price  negatively 
(Narayan,  P.  &  Narayan,  S.  2010).  The  first  approach  is  if  the  oil  price 
increase  so  as  the  cost  of  production  and  which  will  depress  aggregate 



(44)Undergraduate Research Project       Page 28 of 180       Faculty of Business and Finance


stock price. Next approach is which if oil price increase, in  contrast, stock 
 price  decreased  via  discount  rate.  In  the  case  of  net  importer  of  oil,  if  oil 
 price  increased,  the  foreign  exchange  rate  would  decrease  and  that  could 
 influence  the  domestic  inflation  rate  increase.  Discount  rate  includes 
 inflation  rate  and  real  interest  rate,  which  mean  that  the  decrease  of 
 inflation rate would increase the discount rate and at the end the stock price 
 is being pull down. So once again, this paper investigates the result will be 
 inverse movement. 


2.1.5 Inflation Rate (INFLA)


The definition of inflation is a sustained or continuous rise in the general price 
 level  or  the  depreciation  of  money  value  and  it  will  lead  to  decreasing  of 
 purchasing  power  (Makinen,  2003).  Besides,  inflation  should  refer  to  the 
 movement  in  the  general  level  of  price  instead  of  the  changes  in  one  price 
 relative to  other price.  Moreover, the rise in  the price level  should be over a 
 long or continuous period. 


From previous studies, the movement direction among inflation rate and stock 
 return are always to be opposite direction assuming that stocks are deal  with 
 the unexpected inflation. For example,  referring to Fama‟s theory, Dural and 
 Bhaduri  (2009)  found  that  inflation  and  stock  return  were  negatively  related 
 with two propositions that link real stock return and inflation via real output. 


Next,  Chatrath  (1996)  found  that  the  unexpected  inflation  is  inverse 
movement  towards  the  stock  return  and  agree  with  the  Fama‟s  two 
propositions  that  link  the  relationship  through  real  output  by  holding  this 
unexpected  component.  In  addition,  this  result  is  similar  with  Alagidede  and 
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Panagiotidis  (2012)  they  show  that  common  stock  return  and  inflation  is 
 negatively  related  especially  in  post-war  period  for  the  United  States  and 
 developed economies. 


In contrast, Fisher Effect show that stock returns should be positively related 
 to  expected  inflation  rate.  This  result  is  under  the  condition  while  real  stock 
 returns  are  independent  of  inflationary  expectation.  For  example,  Li  and 
 Narayan and Zheng (2010) found that the stock return and inflation will move 
 in  same  direction  since  the  equities  is  hedges  against  inflation  and  represent 
 claims  on  real  assets.  Similar  with  the  result  above,  Hondroyiannis  and 
 Papapetrou (2006) also  found a positive relationship  between expected stock 
 returns  and  expected  inflation  for  the  United  States  and  Denmark. 


Accordingly,  in  this  paper  will  examine  how  the  inflation  rate  affects  the 
 Standard and Poor‟s 500 stock market return. 


In conclusion, this paper also hypothesizes that inflation should associate with 
stock  market  return  and  with  negative  relationship.  First,  this  paper 
investigated  the  impact  of  inflation  to  the  stock  market  return  and  there  are 
two categories of inflation which is expected and unexpected inflation. From 
previous  studies,  the  relationship  between  unexpected  inflation  and  stock 
market  return  can  be  known  as  negative.  However,  this  relationship  can  be 
reversed when inflation rate is expected.  By the ways, investors are difficult 
to  hedges  against  the  inflation  rate  since  the  future  inflation  is  an  uncertain 
variable  and  hard  to  be  forecasted.  Therefore,  theoretically  inflation  should 
negatively relate with the stock market return.  
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2.1.6 Financial Crisis (DUMMY)


A  financial  crisis  is  a  disturbance  to  financial  markets,  associated  typically 
 with  falling  asset  prices  and  insolvency  among  debtors  and  intermediaries, 
 which  spreads  through  the  financial  system,  disrupting  the  market's  capacity 
 to  allocate  capital  (Eichengreen  &  Portes,  1987).  This  also  is  a  global 
 economy  issue  which  will  affect  most  of  the  economics  in  this  world. 


Therefore,  it  is  important  to  investigate  the  uncertainties  that  causes  the 
 happened  of  recession  and  to  prevent  another  strike  of  financial  crisis  in  the 
 future. 


According to Caballero and Kurlat (2009), financial crisis has caused a serious 
 wealth  loss,  the  demise  of  elite  financial  institution  and  global  recession. 


Many  professional  economist  and  policymakers  are  investigating  into  this 
 issue.  Hence,  financial  crisis  becomes  a  very  important  factor  for  them  to 
 deeply investigate to  avoid  from  falling into this chaos. There are three keys 
 reason for research on this factor. The first reason is financial crisis will bring 
 a significant negative surprise to the market. Next, the excessive concentration 
 of  aggregate  risk  in  highly  leveraged  financial  institutions.  Lastly,  a  slow 
 policy response is to catch up with the financial crisis.  


During  the  financial  crisis  period,  the  stock  return  will  be  decreased. 


Therefore,  it  is  inverse  direction  between  them.  This  statement  agreed  by 
Xu  and  Hamori  (2012).  Their  research  found  that  the  international 
transmission  of  stock  prices  between  Brazil,  Russia,  India  and  China 
(BRICs)  and  the  United  States  weakened  in  both  the  mean  and  variance 
during  the  financial  crisis.  Besides,  other  researchers  who  are  Nikkinen, 
Piljak and Aijo (2012), they also found that a negative relationship between 
stocks prices and economic recession. Moreover, a significantly increasing 
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dependence between crude oil and stock markets was found by Wen, Wei 
 and Huang (2012). 


As a conclusion, the uncertainty causes by the financial crisis will seriously 
 impact the normal operation in the stock market. Hence a negative impact 
 will be brought by this financial recession on the stock market returns. This 
 paper  will  examine  the  effect  of  financial  crisis  on  stock  return  of  United 
 States. 


2.2 Review of Relevant Theoretical Models


2.2.1 Stock Return


2.2.1.1 Efficient Market Hypothesis (EMH)

Efficient Markets Hypothesis (EMH) asserts that financial asset prices rapidly 
 and  completely  integrated  with  new  information,  which  is  defined  by  Smart 
 and  Graham  (2012).  New  information  is  information  that  investors  did  not 
 previously  have  and  could  not  anticipate  (Gitman,  Joehnk  &  Smart,  2011). 


The EMH also says that it is almost impossible to do a precise prediction on 
when  stocks  will  do  better  relative  to  other  security  like  bonds  or  when  the 
occurrence of the opposite outcome. Smart and Graham (2012) explained that 
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the random changes take place in stock prices because the prices react only to 
 up-to-date information and this up-to-date information is almost unpredictable.  


Gitman,  Joehnk  and  Smart  (2011)  claimed  that  the  more  information  that  is 
 incorporated  into  stock  prices,  the  more  efficient  the  market  becomes.  Then, 
 the  way  to  recognize  the  extent  to  which  markets  are  efficient  is  to  define 
 different levels of efficiency corresponding to types of information that prices 
 may reflect. These levels of market efficiency are identified as th
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