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(12)ABSTRACT 


This study discusses the relationship between the stock market performance and all 
its  independent  variables  which  is  oil  price,  economic  growth,  inflation  and  hot 
money in China. The data being used in this study is quarterly data from the period 
of 2000 to 2017. The main tests being used are Autoregressive Distributed Lag and 
Non-Autoregressive  Distributed  Lag  which  is  followed  by  several  diagnostic 
checking. The test is used to determine whether there exists a long run relationship 
between the independent variable and stock market performance and if asymmetric 
effect exist in hot money. The study shows that oil price, economic growth and hot 
money possess a long run relationship towards stock market performance in China 
whereas inflation does not. It also shows oil price and economic growth possess a 
positive  relationship  whereas  hot  money  and  inflation  possess  a  negative 
relationship.  Moreover,  it  is  also  found  that  hot money  possesses  an  asymmetric 
effect towards stock market performance.   
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Chapter 1: Research Overview 



1.0 Introduction 


In  this  chapter,  an  overview  for  this  study  is  given.  Under  Section  1.1  it 
 discusses  the  research  background,  followed  by  the  problem  statement  which  is 
 located  in  section  1.2.  Whereas  for  Section  1.3  and  Section  1.4,  it represents the 
 research questions and research objectives respectively. The significant of the study 
 and  the  structure  of  study  are  discussed  in  section  1.5  and  section  1.6.  Then, 
 summarizing the chapter with a conclusion.  


1.1 
Background of study
  

1.1.1 Stock Market Performance 


Stock market, in other term called equity market, plays a significant role in 
 nowadays worldwide economy. This  is  because that it  is used as an  indicator for 
 their economic growth (Bebusinessed, 2015). In general, stock market is about the 
 public place where it allows the distribution and dealing of the stocks of openly held 
 corporation, bonds and other category of securities to take place. Such transactions 
 are carried out either through the formal stock exchanges or through the over-the-
 counter  (OTC)  marketplaces  (Investopedia,  2018).  It  has  set  itself  up  as  a  free 
 market economy as the companies are allowed to access the capital in exchange for 
 some money to those outsiders who want to get the ownership of the organizations 
 (Avatrade, 2017).  


Amadeo (2018) states that it was founded a hundred years ago and China's 
stock  market  is  a  stock  exchange  for  Chinese  companies.  According  to 



(14)Bebusinessed (2015) reports that China’s stock market (Shanghai Stock Exchange) 
 is listed in the top ten of stock market in the world today. Based on the 2017 annual 
 report by the People’s Bank of China, the Chinese stock market has become the 
 largest emerging market. Therefore, the Chinese market is selected as the target to 
 study (Li, 2018).  


Amadeo  (2018)  mentions  that  China  having  the  second  largest  of  stock 
 market  in  the  global.  There  are  two  types  of  the  exchange  on  China  which  are 
 Shanghai  stock  exchange  and  Shenzhen  exchange  were  established  in  1990  as  a 
 form of remodeling the economy in China. They also further explains that Shanghai 
 stock exchange is the largest stock market in the mainland due to having the most 
 of the listed and sizable companies and many of them are state-owned. Chin (n.d.) 
 makes out some examples of the main industries of Shanghai stock like financial 
 services, real estate, resources and energy, as well  as  infrastructure. Investopedia 
 (2017) shows that this equity indicates the overall of shares are created to the market 
 composite to trade on the Shanghai stock exchange. Besides, they also mentioned 
 that  it  can  be  a  great  indicator  in  getting  a  broad  overview  on  the  efficiency  of 
 enterprise which are listed in this stock exchange. 


Furthermore,  Shanghai  stock  exchange  is  generally  known  as  Blue-chip 
Market of China. It has involved with three tiers which are SSE 50 index, SSE 180 
index and SSE 380 index (Shanghai Stock Exchange, 2017). Firstly, for the SSE 50 
index, China Securities Index (2015) reports that it consists of the fifty most biggest 
and most liquid shares that contained in the SSE. The purpose for this index is to 
express the operation of the most significant leading stock in general. Then, for the 
SSE  180  index,  it  selects  most  typical  in  180  equities  according  to  the  sector 
representation,  size  and  liquidity  to  prove  the  overall  circumstances  and  the 
movement  in  Shanghai  securities  market.  It  also  represents  the  performance 
reference  point  and  infrastructure  for  financial  derivatives  (Shanghai  Stock 
Exchange, 2017). China Securities Index (2015) states that SSE 380 index including 
380 stocks with middle size market cap, high growth and pleasant profitability. The 
intention of this index is to broadly indicate the efficiency of the new Shanghai blue 
chips. 



(15)It is important for us to pick Shanghai stock exchange instead of Shenzhen 
 stock  exchange  (SZ)  is  because  that  Shenzhen  stock  exchange  has  a  smaller 
 exchange. By comparing with Shanghai stock exchange, Shenzhen one is however 
 made  up  by  larger  portion  of  the  small  and  medium-sized  of  the  organizations. 


Furthermore, most of the investors of this stock usually are individuals (Chin, n.d.). 


1.1.2 Oil price 


First of all, Patel  (2012) reports that oil represent one of the pillars of the 
 worldwide economy. This is very important to the operation of a globalized world. 


It mentioned that from manufacturing to plastic machinery, everything can be traced 
 back to the oil or any by-products. Most of people life has been influenced by the 
 oil, as the oil allows the ripples to go through the stock market. The impact of oil 
 not only in single way but it is also not simple to untangling all the impacts. To be 
 frank, it is difficult to ensure that the particular impact is because of the oil or other 
 aspects.  


Hooper  (2018)  also  explains  that  based  on  the  history  of  stock  market 
 performance  for  last  few  decades,  the  finding  shows  there  is  actually  no  big 
 relationship between oil price and stock market, and the author further explains that 
 people should not make the wrong assumption on that lower price of oil indicates 
 that it is a good sign for stocks which this scenario giving the advice to that those 
 countries with stock which import oil will be hurt by higher price of oil and vice 
 versa.  


Degiannakis,  Filis  and  Arora  (2017)  explain  that  for  the  past  decade,  oil 
 price fluctuation has been remarkable where price surges, sharp drop and volatility 
 have coincided more and more with corresponding activity in equity market so that 
 it can access the interconnectedness between two markets.  


Watts (2018) states Dallas Federal Reserve Bank President Robert Kaplan 
claimed that when there is an increase in oil price, it should be indicated that there 



(16)will  be  more  investment  available  and  more  job  development  that  can  help  in 
 boosting economic growth. China declared that boosting for different commodities 
 like oil is likely to stimulate the economic growth with the support for infrastructure 
 investments (Paraskova, 2018). 


It is important to include oil price for the investigation on stock market in 
 China is because that China has overtook United States as the biggest oil importer 
 in global at year 2017. China has imported 39.46 million in April 2018 which help 
 them to get rid of the hot situation of the past few months (Fickling, 2018). Besides, 
 official Chinese customs data shows that China also cooperate with Iran as China 
 imported about  718000 barrels a day on average between January and May 2018 
 which has been exceed a quarter of Iran’s exported oil (Lavietes, 2018). 


1.1.3 Economic Growth 


Ken (2015) mentions that due to GDP report having the most complete list 
 relating to the general health of the economy, the shareholders will tend to concern 
 more on it. It is said that good economic performance will encourage the company 
 profits,  over  the  long  term  equity  market  practice  tends  to  minor  economic 
 performance. On the other hand, in the short run, markets will still react in a non-
 stable manners yet during the stage of positive economic growth. 


 Whether a sector or company are performing well can be reflected through 
 the amount of shares being held. A nation’s GDP will predict a significant growth 
 when most corporation suggest increased profit and drop in liabilities. It indicates 
 that both business and economy are in good condition. As a result, the shareholders 
 build a strong confidence towards the company and so they willing to believe in the 
 equity market (Risk Reward Return, 2017). 


Ding and Knight (2011) states that since 1978, the economic reforms started 
in  China  was  introduced  by  Deng  Xiao  Ping,  the  economy  has  experienced  a 
remarkable economic growth where the nominal gross domestic product (GDP) has 



(17)ranked in ninth place with total USD 214 billion; and it jumped up to second place 
 with USD 9.2 trillion of  nominal GDP. Besides, with real annual gross domestic 
 product (GDP) growth averaging 9.5% through 2017, a pace described by the World 
 Bank  as  “the  fastest  sustained  expansion  by  a  major  economy  in  history.  Such 
 growth  has  enabled  China,  on  average,  to  double  its  GDP  every  eight  years  and 
 helped raise an estimated 800 million people out of poverty (Morrison, 2018; The 
 World Bank, 2018; Ding & Knight, 2011). 


Gajdka and Pietraszewski (2016) says that the condition of economy and the 
 circumstances  on  capital  market,  especially  for  stock  market,  are  decidedly 
 connected.  This  sometimes  prompts  a  conclusion  that  shareholders  look  for 
 potential  countries  to  make  the  investment  in  the  stock  should  analyze  their 
 economic prospective and pick the nation where the estimations are optimistic.  


Since  financial  global  crisis  in  year  2008,  China  has  become  the  largest 
 single contributor to world growth. Besides, China has achieved a complete of the 
 millennium development goals (MDGs) by 2015 and has contributed significantly 
 to the accomplishment of the global millennium goals. China’s GDP is still said to 
 be impressive by the current global standards even though it has gradually revealed 
 since year 2012 (The World Bank, 2018). Furthermore, Morrison (2018) states that 
 China has become the world’s largest economy (on a purchasing power parity basis), 
 manufacturer, merchandise trader, and holder of foreign exchange reserves. Based 
 on Focus Economics (2019) also claims that China, with 1.3 billion of population; 


belongs  to  the  second  largest  economy  in  the  world  and  it  continuously  taking  a 
 significant and influential role in development and in world economy. Therefore, 
 these are the reason why we picked the economic growth  in China as one of the 
 dependent variable. 


1.1.4 Inflation 


Nelson  (2004)  states  that  inflation  and  equity  price  belong  to  the  most 
important indicator for one nation’s economy. He also further elaborates that due to 



(18)high  inflation  during  1970s,  the  economists  start  to  evaluate  the  relationship 
 between these determinants.  


Sato, Miyazaki and Mawaribuchi (2011) claims that inflation refers to the 
 economic  phenomena  where  increase  in  price  level  and  then  cause  a  drop  in 
 purchasing power or value of  money. In order to hedge the  inflation uncertainty, 
 need  to  invest  in  the  asset  whose  value  rise  in  the  inflationary  era.  Stocks  have 
 always been considered one of the assets. Tripathi and Kumar (2014) also supports 
 that  inflation  can  bring  a  most  crucial  impact  on  equity  returns.  Because  of  this 
 reason, they have found that there many articles reviewing the relationship between 
 inflation rate and stock return.  


Geetha,  Mohidin,  Chandran  and  Chong  (2011)  claims  that  the  consumer 
 price  index (CPI) reflects the inflation rate in general upward price  movement of 
 goods  and  services.  They  further  explain  that  most  analysts  conclude  that  equity 
 market’s  volatility  and  uncertainty  will  be  affected  by  the  rates  of  inflation.  He 
 reports  that  although  the  inflation  in  country  become  more  of  a  concern,  most 
 emerging Asian equity markets have seen a sell-off in recent weeks as foreign funds 
 have moved money into a more mature markets.  


Yuan  and  Chen  (2010)  mentions  that  in  the  end  of  2006,  equity  price 
 experienced  a  frequent  increased and the real deposit  interest rate switched  from 
 negative  to  positive  sign.  They  also  further  explains  that  inflation  rate  has  been 
 experienced  a  large  fluctuation  which  have  a  big  rise  and  a  small  drop  during 
 October 2008 where Shanghai composite index had a minimum point to 1664 points 
 as  the  presence  of  financial  crisis,  which  risen  to  3000  points  in  2009  due  to 
 economic recovery.  


Besides,  targeting  to  attain  the  stability  in  price,  economic  growth  and 
currency stability through aiming monetary monetary aggregates, both M1 and M2, 
China decided to take a different way. The Law on People‘s Bank of China (PBOC) 
imposes  that  the objective  of  monetary  policy  is  to  retain  the  value  of  Renminbi 
(RMB). The domestic inflation was then managed to calm down as the policy setup 
being created in China (Pankki, 2015 & Geiger, 2008). 



(19)1.1.5 Hot money 


Lastly, for the significant variable which is speculative capital inflow or in 
 other term will be hot money, Martin and Morrison (2008) also states that the term 
 for hot  money  is  most  generally used  in  financial  markets to  indicate the flow of 
 cash reserve or financial assets from one country to another so that they can obtain 
 short-term profit on the difference in interest rate or expected currency movements. 


These speculative capital flows are named “hot money” as they can shift very fast 
 in and out of markets which likely to cause instability in market.  


Kim  and Iwasawa (2017) and Fuertes, Phylaktis and Yan (2016) mention 
 that nowadays the variable of hot money is considered as an interesting issue to be 
 discussed  in  financial  market.  Hot  money  is  able  to  expand  around  the  global, 
 particularly in emerging markets is due to the globalization. In this research will be 
 targeted on the Chinese markets which have the largest emerging market. Guo and 
 Huang  (2010)  state that  the  time  when  the  inflow  and  outflow  of the  hot  money 
 become  so  frequent  was  during  the  government  of  China  made  the  decision  to 
 reform the exchange rate after 2005. Guo and Huang (2010) also further mention 
 that there is few papers study about the impact of hot money on the stock markets.  


With  the  establishment  of  qualified  foreign  institutional  investors  (QFII) 
 and  qualified  domestic  institutional  investors  (QDII),  the  limits  of  capital  flows 
 have  been  relaxed,  and  foreign  direct  investment  has  currently  been  accelerated, 
 which  has  activated  the  inflow  and  outflow  of  capital  in  China.  Against  this 
 backdrop, the widely accepted view is that short-term speculative capital inflows -
 - so-called "hot money" started in 2007, focusing capital gains from increasing in 
 equity  and  property  prices  and  the  expected  appreciation  of  the  Renminbi 
 (Tsuyuguchi, 2009). 


Though the exact number of "hot money" flows into China may be uncertain, 
there seems to be a general consensus, which is why speculators are still transferring 



(20)funds to China. There are 2 highlighted factors which are the relative interest rate 
 in China and United States and the assumption of the future appreciation in value 
 of China’s currency, Renminbi (RMB). The mixed effect of interest rate differences 
 and the forecasted appreciation of the Yuan is a powerful motivator for "hot money" 


into China. Hot money  has also been calculated that  it can earn over 10% of the 
 profit rates per year with a slight of investment risk (Martin & Morrison, 2008). 



1.2 Problem Statement 


Stock  market  plays  an  important  role  to  lead  a  country  to  have  a  better 
 economic  growth.  It  helps  to  raise  the  company’s  funds  for  the  purpose  of 
 expanding their business. However, it becomes a common issue that discussed by 
 many researchers recently.  


In June 2018, there was a trade dispute between China and US which US 
 sued China that they were undergoing a “theft” business while China accused US 
 that  they  were  making  a  criminal  offense.  After  Donald  Trump  imposed  higher 
 levies  and  tariffs  to  threaten  China,  China  started  to  revenge  and  fight  back  US 
 towards this kind of threatening if there was more tariff imposed. This spat brought 
 a negative issue to China, and China’s stock market had recorded a steepest drop 
 because of this trade disputed. Shanghai Composite Index falls by 3.8% which the 
 lowest  record  in  these  two  years.  Hence,  in  five  months,  China  currency  also 
 dropped to its lowest stage against dollar (Rushe, 2018). 


  


Allen (2017) explains that the decline on stock market performance in China 
might cause by the political infighting of China. This had affected the confidence 
level of Chinese  investor decrease. The switching of  leadership  lineup also made 
the  situation  even  worse  and  increase  the  chance  of  uncertainty  on  the  China 
economic structural reform. As time goes by, the uncertainties increases and putting 
risk on the capital outflow of China stock market in 2017.  



(21)Furthermore,  Xiao,  Zhou,  Wen  and  Wen  (2018)  also  mention  that  the 
 finding is focus on the how oil price shock will affect the changes on stock market 
 volatility. Due to oil price shock, it brought uncertainty to financial economic and 
 also  negatively  affected  the  asset  returns.  Oil  price  shock  is  easier  to  affect 
 developing countries like China, due to the fact of their not fully formed policies 
 and immature investors. Every changes in oil price shocks on China stock market 
 volatility are mainly caused by differently response by the cash flows of firms. In 
 addition, the behavior of investors of being heterogeneous sensitivity towards the 
 oil price shocks will enhance the bad effect on stock returns. 


People; especially investors, realize the advantages of liquidity risks and can 
 lead to a huge beneficial effect to financial system after the world financial crisis. 


Developing  countries  which  have  major  source  of  liquidity  risks  like  China  can 
 contribute a good effect on the growth of economy. However, increase in oil price 
 lead  to  a  drop  in  trade  value  and  price  spread  set  by  firm  who  are  price  makers 
 during the period of 2006 to 2011 based upon US companies. The cost of trading 
 will force to reduce due to the rising in oil prices, and directly affect a drop in market 
 depth and depress following trade transaction. Therefore, a shock or rise in oil price 
 will  increase  the  China  stock  market  volatility  and  also  decrease  the  investors’ 


confidence level (Zheng & Su, 2017).  


Other  than  that,  a  downturn  of  economic  growth  in  China  will  highly 
 affected  the  stock  market  performance.  Borzykowski  (2018)  mentioned  that  a 
 slowdown in economic growth could bring positive effect to China’s stock market. 


Some economist also believed that the growth in China will become even slower in 
 the  future  and  encourage  us  not  to  trust  the  official  data  of  GDP  in  China.  This 
 statement had reflected the issues happened in January 2016, which the China stock 
 market  S&P  500  declined  by  10.5%  because  of  the  slowing  of  Chinese  growth. 


Therefore, all the investor or even the commonwealth in China fear of decreasing 
 in growth as it may eventually affect the stock market performance.  


The changes in inflation rate also will bring an adversely affect to China’s 
stock market. When there is an increase in inflation rate, there is a decrease in profit 
for investors in the stock market. This is because increase in inflation rate indicates 



(22)an  increase  in risk of  investing the stocks. The cost that they  need to  pay will  be 
 higher and  lead to lower stock returns. Furthermore, the expectation of  investors 
 declined  as  the  ability  of  the  stock  return  decrease  which  also  indicate  by  the 
 reduced in stock yields (Bai, 2014). In addition, people are facing lack of savings 
 as they need to spend and consume in a higher cost, so they will not choose to invest 
 and lead to a bad performance in China’s stock market (Tripathi & Kumar, 2014). 


Hot money might be good to a person but it also might bring harms to stock 
 markets and property. China will have this kind of phenomenon frequently and it 
 will cause an upward pressure on price. Martin and Morrison (2008) also state that 
 hot money may cause inflation to happen. This problem comes from the excessive 
 foreign reserve which a kind of net inflow of foreign capital without making any 
 sales  of  good.  Surplus  in  foreign  exchange  indicates  that  there  are  overload  of 
 money to spend on few supplied good, although high demand but less supply, and 
 lead to inflation (Wu, 2008).  


Based on the above scenario, people might wrongly spend their money on 
 the  right  way  in  terms  of  purchasing  on  the  supplied  good,  because  foreign 
 exchange is used to buy foreign good but not local goods. At the same time, if there 
 is more foreign exchange reserves, more foreign capital inflow and leads the stock 
 market  have  more  bubbles  in  the  transaction.  Due  to  the  Trump  factor  which  he 
 imposed high tariff on China exports to US, this brings a consequences of a sharp 
 decline on China’s foreign exchange reserves by US$41 billion in December 2016 
 to US$3.01 trillion (Allen, 2017).  


Guo and Huang (2010) say the changes in real estate market price in stock 
market is important to China’s economy because it can promote and transform a 
better country’s economy. Due to the strong effect of hot money, the housing price 
in China will keep on increase rapidly which happening in these few years. Not only 
the real estate housing prices increases, the growth of investment-oriented housing 
payment  also  having  a  rapid  appreciation.  Due  to  this  appreciation  in  value,  it 
attracts and  lure  more and  more  foreign  funds to enter China’s stock market and 
easily  produce  bubble  in  the  market.  In  the  end,  financial  boom  occurs  by  the 



(23)influence  of  large  amounts  of  capital  inflow  towards  China;  hence  it  leads  to 
 economic crisis.  


In  this  study,  we  aim  to  study  the  relationship  between  stock  market 
 performance  and  the  four  determinants,  namely  oil  price,  economic  growth, 
 inflation and hot money. 



1.3 Research Questions 


1.3.1 General Question 


The general question in our research is that can stock market be explained 
 by the oil price, economic growth, inflation and hot money as a whole in China? 


1.3.2 Specific Question 


i.  What is the relationship between oil price and the stock market in China? 


ii.  What is the relationship between economic growth and stock market in 
 China? 


iii.  What is the relationship between inflation and stock market in China? 


iv.  What is the relationship between hot money and stock market in China? 
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1.4 Research Objectives 


1.4.1 General Objective 


The  objective  for  carrying  out  this  study  is  to  examine  the 
 determinants  of  stock  market  performance  in  China.  In  short,  this  research  is  to 
 analyse how the oil price, economic growth, inflation and hot money will cause the 
 impact  on  the  China’s  market  performance.  Hence,  we  are  going  to  analyse  the 
 relationship  between  the  selected  variables  and  the  stock  market  performance  of 
 China.  The  selected  independent  variables  include  oil  price,  economic  growth, 
 inflation and hot money.  


1.4.2 Specific Objective 


In this study, we specifically aim to: 


i.  Identify the long run relationship of oil price, economic growth, inflation 
 and hot money towards stock market performance in China. 


ii.  Analyse the causal relationship of oil price, economic growth, inflation 
 and hot money towards stock market performance in China. 


iii.  To  examine  the  asymmetry  relationship  between  hot  money  and  the 
 stock market performance in China.  



1.5 Significance of study 


Previously,  hot  money  has  only  been  used  by  few  researches  in  different 
countries (Guo & Huang, 2010; Wei, Yu, Liu & Cao, 2018; Kim & Iwasawa, 2017), 
however due to the limited studies of hot money in literature review, thus the further 
investigation on “hot money” will be in our study. The novelty of this study is to 
study the importance of hot money on the stock market performance in China. This 



(25)is because hot money is known as a speculative fund which flows into the country 
 to chase short-term profit (Wei, Yu, Liu & Cao, 2018). 


Guo and Hong (2010) mention that “hot money” is referring to the flow of 
 funds.  “Hot  money” tends to create bubble  in the country,  leading the country’s 
 domestic market into a potentially dangerous position. Wei, Yu, Liu & Cao, 2018 
 report that “hot money” is believed to have created some worrisome bubbles in the 
 domestic stock market which may have contributed to the fluctuation in China stock 
 Market. 


In  conclusion,  this  paper  will  be  able  to  contribute  to  the  policy  makers, 
 researchers and investor on what extend and how these four chosen variables will 
 affect  stock  market. The  policy  makers  and  other  relevant  parties  will  be  able  to 
 detect how these four variables will affect the stock market performance and be able 
 to  implement  procedures  accordingly.  The  data  collected  will  be  using  past  data 
 evidence  and  theoretical  analyses  provided  from  the  review  of  others  researches 
 study related to this topic. 



1.6 Structure of study 


The structure of this study is as follow. In Chapter 1, it will be talking about 
 the variable that was chosen and also the significant of this study. Then in Chapter 
 2, it will  be  focusing on the  literature review. Next will  be  Chapter 3, where the 
 evaluation on the relationship of the variable will be done through hypothesis test. 


Later on in Chapter 4, it describes the method used and the result obtain.  Lastly in 
Chapter 5, conclusion of the study is made by providing recommendation for future 
study. 
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1.7 Conclusion 


Basically,  in  Chapter  1  the  main  focus  in  this  chapter  is  about  the  major 
effects of the three independent variables that cause a drop in China’s stock market 
performance. Moreover, the study explains the background of stock market in China 
in order to obtain a clearer picture towards China’s stock market performance. This 
paper has also showed the motives for testing the causal relationship  between all 
the  independent  variables  (oil  price,  economic  growth,  inflation  and  hot  money) 
against stock market performance.  



(27)
CHAPTER 2: LITERATURE REVIEW 



2.0 Introduction 


In this chapter, it will  examine about  various point of different researcher 
 on the relationship of the independent variables with the stock market performance 
 in China done by past researchers. Section 2.1 will summarize the literature review 
 regarding the relationship between dependent variables which is stock market prices 
 and  independent variables  namely, oil price, economic growth,  inflation rate and 
 last but not least, hot money. Moreover, section 2.2 will discuss about the theoretical 
 framework  of  each  independent  variable  that  hold  or  support  by  theory  in 
 connecting with the dependent variable.  



2.1 Review of Past Studies 


2.1.1 Oil Price and Stock Market Performance  


Plenty  of  literatures  study  on  the  impacts  of  oil  prices  towards  the  stock 
market performance because oil price movement is a common determinant of Stock 
Market  Performance  as  it  forecast  stock  returns.  According  to  Filis  and 
Chatziantoniou (2014), different relationship between two variables, oil prices and 
stock market performance are found depending whether the country plays role of 
oil importer or oil exporter. The study adopts structural VAR model in examining 
the relationship between of oil price and  stock market with another two variables 
which are consumer price index and interest rate. They also include some net oil-
exporting countries as well as net oil-importing countries with monthly data from 
January 1991 to April 2010. The empirical result shows positive change in oil price 
impact negatively to oil importing stock markets whereas positive oil price changes 



(28)impact positively to oil exporting stock markets. Oil import country tend to face a 
 higher  level  of  cost  of  production  due  to  the  rise  in  oil  price  which  decrease 
 consumption level and further lead to a poor performance in stock market. On the 
 others hand, the consumption and investment level raise due to higher oil price lead 
 to  an  improvement  in  stock  market  as  the  result  of  encouraging  investment 
 environment.  


Some  studies  also  tend  to  support  the  result  in  the  study  of  Filis  and 
 Chatziantoniou  (2014).  According  to  Wang,  Wu  and  Yang  (2013),  the  study 
 conducts  with  annual  data  of  major  oil  –importing  and  exporting  countries  from 
 period January 1999 to December 2011 and adopts Vector Auto regression (VAR) 
 framework.  The  empirical  results  show  significant  relationship  between  stock 
 market  with  oil  prices.  Furthermore,  a  negative  relationship  is  also  conclude 
 between  oil  supply  and  stock  markets  in  oil-importing  countries  and  there  is 
 significant  effect  of  oil  demand  uncertainty  on  stock  markets  in  oil-exporting 
 countries. Also, they also found that oil price shocks lead to increase in more market 
 co-movement in oil-exporting countries compared to oil-importing countries.  


Based on the researches of Bjournland (2008), stock market react positively 
 to  the  change  in  oil  price.  They  choose  Norway,  an  oil  exporting  country  in 
 conducting their study by using structural VAR model with monthly data from 1993 
 to  2005.  The  positive  relationship  between  two  variables  is  due  to the  reason  of 
 higher oil prices able to stimulate the economy growth in oil exporting county.  


According to authors, Jones and Kaul (1996), there is a negative relationship 
between  oil  prices  change  and  aggregate  stock  returns.  The  study  conducts  with 
standard  cash-flow/dividend  valuation  model  with  post-war  period. The  negative 
relationship indicates the oil price shocks are fully accounted by the impact on cash 
flows in U.S. and Canada (oil exporter) but not fully accounted in U.K. and Japan 
(oil  importer).  In other  words, the  shocks  on  real  cash  flow  by  innovation  in  oil 
prices  lead  to  a  great  effect  in  stock  prices  in  U.K.  and  Japan  while  it  is  fully 
accounted by U.S. and Canada. 



(29)Moreover,  Cunado  and  Gracia  (2013)  conducts  an  empirical  analysis  to 
 examine  the  influences  of  oil  price  shocks  on  stock  market  returns  in  12  oil 
 importers of European countries. They found that the shock market return response 
 differently to supply shocks and demand shocks. Besides, oil price increase caused 
 by supply shocks can lead to higher negative impact to the stock market returns then 
 oil  price  increase  caused  by  demand  shocks.  This  study  conducts  by  using 
 Augmented Dickey Fuller test and Philips and Perron test with monthly data from 
 the  period  February  1973  to  December  2011.  Based  on  the  review  of  previous 
 researchers, Rapaport (2013), the empirical result is similar with the finding of the 
 study  of  Cunado  and  Gracia.  By  using  dynamic  stochastic  general  equilibrium 
 (DSGE)  model,  Rapaport  show  that  the  raise  of  oil  price  cause  by  oil-market-
 specific shocks are correlated to the aggregate risk premium. Adverse oil-market-
 specific shocks may lead to decrease in economic activities and also in aggregate 
 dividend growth rate which eventually increase the aggregate risk premium. 


Several  studies  conduct  with  the  objective  in  studying  the  time-varying 
 correlation  between  oil  prices  change  and  stock  prices.  According  to  Hayky  and 
 Naim (2016), they conduct an empirical testing the dynamic relationship between 
 oil price and Kuwait’s stock market index. Markov Switching Model  is adopt to 
 examine the regime shift between low and high volatility with monthly data from 
 January 2005 to September 2015. The result indicates that the two variables react 
 differently to different regimes which means that high volatility regime will result 
 in positive and significant relationship between oil prices and stock market and no 
 relationship  between  two  variables  during  low  volatility  regime.  High  volatility 
 transmission  is  detected  from  oil  to  all  Gulf  Cooperation  Council  (GCC)  stock 
 market except for Saudi stock market. Positive relationship between oil price and 
 stock  market  in  high  volatility  regime  indicate  that  there  is  a  strong  volatility 
 relationship between oil price and all GCC stock market. 


Time varying conditional correlation and asset pricing models is being used 
by  Broadstock,  Cao  and  Zhang  (2012)  with  weekly  data  from  period  of  January 
2000 to May 2011. This study shows that the relationship between oil prices change 
and stock returns is time-varying and fluctuate at both positive and negative values 
in China. There is a strong correlation between two variables after mid 2008 after 



(30)the  financial  tsunami  in  2008  due  to  the  higher  sensitivity  of  China’s  investors 
 regarding the price volatility in global oil market.  


Olufisayo (2014) examines the effects of oil price change and stock market 
 growth over the annual data from period of 1981 to 2011 for Nigeria economies. 


The  empirical  result  done  by  vector  error  correction  modelling  and  Granger 
 causality  test  indicates  that  there  is  cointegrated  and  unidirectional  relationship 
 between oil price and  stock market. In short, there  is  a temporary positive effect 
 between  two  variables  and  oil  price  is  highly  dependent  on  stock  market 
 performance. 


The  study  conducts  by  Kang,  Ratti  and  Yoon  (2014)  to  determine  the 
 relationship of oil price shocks on the covariance of U.S. stock market return and 
 stock market volatility by using structural VAR model with daily data from January 
 1973  to  December  2013.  The  study  shows  that  positive  oil  shocks  impact  stock 
 returns  negatively  and  volatility  covariance  relationships  for  U.S.  during  period 
 1973 to 2013. 


2.1.2 Economic growth and Stock Market Performance 


Economic growth plays a  major factor in contributing the performance  in 
stock market as it measures the changes of nation’s GDP which representing the 
overall health of economic. The evidence from Pakistan demonstrates the impacts 
of growth rate to the stock market performance. Nazir, Nawaz and Gilani (2010) 
reveals  that  economic  growth  has  a  positive  impact  toward  stock  market 
performance. The analysis applies Dickey-Fuller test (ADF) with annual data from 
the period of  year 1986 to 2008. FDI data, Stock  market indicator data and HDI 
data are collected for this study. As the size of stock market is increase, which in 
turn raise the economic growth in Pakistan. The empirical result support by many 
researchers  which  also  found  positive  relationship  between  the  economic  growth 
and stock market performance since the developed stock market function in a way 



(31)that they increase savings and provide opportunities to investors to do productive 
 investments that boost economic growth. 


Based on previous researcher, Carp (2012) also conclude the similar result 
 which the study of Nazir, Nawaz and Gilani (2010) with different model. The study 
 examines  the  positive  relationship  between  stock  market  and  economic 
 development  by  adopting  Granger  Causality  test  method  with  annual  data  in 
 Romania.  The  empirical  result  shows  that  the  real  investments  in  the  country 
 stimulates a higher rate of economic growth which in turn lead to positive impact 
 on stock market performance.  


There  is also a study  which show  bi-directional relationship  between two 
 variables. Laokulrach (2014) concludes a bi-directional relationship between stock 
 market and economic development through capital with quarterly data from 1998 
 to  2012.  Positive  bi-directional  relationship  is  determine  between  stock  market 
 development  and  economic  growth  by  adopting  regression  analysis  model.  This 
 concept  is  that,  as the  stock  development  increase,  it  will  in  turn  raise  the  gross 
 capital formation which then lead to positive effect to economic growth. Moreover, 
 stock  market  also  acts  as  the  alternative  for  the  private  sector  to  raise  fund  by 
 increase their investment which then lead to the growth of economic.  


Conversely,  Antonios  (2010)  concludes  that  there  was  unidirectional 
 causality  relationship  between  stock  market  development  and  economic  growth 
 which is the stock market development affecting economic growth. The relationship 
 between the variables are examine by using Johansen co-integration analysis based 
 on  the  classical  unit  roots  tests  from  the  period  from  year  1965  to  2007.  The 
 unidirectional causality indicate that the economic wealth can be affected by stock 
 price which in turn affecting the consumption and investment goods which lead to 
 economic growth.  


A similar study of unidirectional causality result between two variables also 
concludes  by  other  researchers.  A  causality  relationship  study  between  the 
economic growth and stock market performance in Turkey out by Kirankabes and 
Basarir (2012). Granger causality tests with monthly data from year 1998 to year 



(32)2010 has  been used  in this study. The empirical result concluded a  long run and 
 one-way  relationship  between  two  variables  which  further  indicates  that  stock 
 market development is co-integrated with the economic growth.  


However,  some  researchers  argued  that  there  is  no  relationship  exists 
 between economic growth and stock price. Senturk, Ozkan and Akbas (2014) stated 
 that  there  is  no  long  run  relationship  between  two  variables.  Bootstrapped  Toda 
 Yamamoto  and  Frequency  Domain  causality  tests  had  been  adopted  during  this 
 study with data from year 1998 to year 2014. A result of no causality relationship 
 are obtained in Bootstrapped Toda Yamamoto. Frequency Domain causality tests 
 showed that stock returns affect the economic growth in short term while economic 
 growth have an impact on stock returns in medium term. A different result obtained 
 is probably caused by the allocation of resources in the stock market is imbalance. 


2.1.3 Inflation and Stock Market Performance 


Inflation rate refers to the increase in price level of goods and services in a 
 nation.  According  to  Ahmed,  Islam  and  Khan  (2015),  state  that  there  is  close 
 relationship between stock prices and inflation. The study concludes that increase 
 in  inflation rate lead to an  increase  in  stock price as they have positive short  run 
 relationship.  Besides,  the  researchers  also  find  that  there  is  unidirectional  causal 
 relationship  which  is  from  inflation  rate  to  stock  prices.  The  method  uses  in 
 identifying the relationship is ADF and PP tests with monthly data from year 2004 
 to  year  2013.  Regarding  the  positive  relationship,  researchers  also  explain  that 
 inflation  may  increase  the  firm’s  equity  value  which  might  enhance  company 
 performance which in turn lead to an increase in stock prices. The study also further 
 shows a significant long run equilibrium between two variables through Johansen 
 test.  


Some study also concludes a consistent result with Ahmed, Islam and Khan 
(2015). Tiwari, Dar, Bhanja, Arouriand and Teulon (2015) claim that inflation does 
not  decrease the  stock  prices  in  Pakistan  in  long  run  which  indicate the  positive 



(33)relationship.  Besides,  the  researchers  also  mention  that  two  variables  are  highly 
 correlated. Under the empirical study, monthly data from year 1961 to year 2012 
 with Breitung and Candelon (2006) frequency based causality test is use. In short, 
 the  positive  relationship  indicates  the  consumer  price  index  (CPI)  is  considered 
 without taking producer price index (PPI) into consideration.  


However, there are plenty of researchers argue that the relationship between 
 inflation rate and stock market should be in negative sign. According to Asayesh 
 and Gharavi (2015), the researchers state that Limer test is uses in examining the 
 sensitivity of stock market in reacting to inflation rate with the period of year 2000 
 to year 2013. 10 biggest companies have been selected and the researchers conclude 
 that there is a strong negative impact between Tehran Stock Exchange and inflation 
 rate. The negative relationship indicates that there is a relatively lower expected real 
 earnings growth which in turn affects the company could not cover their cost which 
 further decrease their future profitability.  


Geske  and  Roll  (1983)  provide  empirical  evidence  which  indicate  a 
 negatively  relationship  between  stock  returns  and  both  expected  and  unexpected 
 inflation. Expected inflation also known as anticipated inflation which explains the 
 increase of prices  level  is expected while unexpected inflation explained that the 
 price level changes is not expected. With quarterly data from period year 1947 to 
 year 1980, a simple liner regression model is use in determining the relationship. 


The empirical result found that the raise of inflation rate will lead to a downturn of 
 economic activity which will slow down the stock market performance.  


Another  similar  empirical  result  concludes  by  Farooq  and  Ahmed  (2017) 
 which explain that high inflation will decrease the sensitivity of investment of stock 
 price which in turn slow down the stock market performance. The empirical result 
 indicates the negative relationship between inflation and stock market performance. 


The study conduct with 37 emerging markets’ data from year 2009 to 2014. The 
researchers reveal that the response of stock price is less sensitivity to high inflation 
regimes as  high  inflation will reduces the  in  formativeness of stock prices which 
leading to a relatively low sensitivity of stock market.   



(34)Pearce and  Roley (1985) study the response of stock prices  movement to 
 money  supply,  inflation,  real  economic  acitivity  and  discount  rate  by  using 
 Autoregressive model with data from period year 1977 to year 1982. The inflation 
 data is corresponding with  consumer price  index  (CPI) and producer price  index 
 (PPI). The researchers claim that the relationship between two variables which is 
 stock market and inflation is insignificant as there is limited evidence stating that 
 the inflation rate have an impact on stock market.  


2.1.4 Hot Money and Stock Market Performance 


Guo and Huang (2010) shows that the method use to conduct the research 
 is  a  multivariate  vector  autoregressive  (VAR)  model.  In  the  research  it  try  to 
 determine how hot money affect two markets which is stock market and real estate. 


It states that hot money does contribute a large portion of volatility in the real estate 
 market but as for the stock market it only state that it may cause disturbances such 
 as bubbles which will  have an  impact on the stock market. The studies state that 
 when encounter with a positive shock, stock price experience a positive impact but 
 it  later  alternates  between  negative  and  positive  territories.  This  proves  that  a 
 speculative  capital  flowing  into  China  drives  up  share  price  and  accelerate  a 
 worrisome bubble in the stock market.  


Furthermore, Wei, Yu, Liu and Cao (2018) found out that the method used 
in  the  researches  is  the  nonlinear  Granger  causality  test  and  a  new  GARCH  – 
MIDAS  modal. Base on the research  model,  it is able to identify that there is  no 
linear and nonlinear causality between the China stock market and the growth rate 
of hot money. However, in the research it is confirmed that “hot money” possess a 
significant positive impact on the long-term volatility of the China stock market and 
the dependence between them is a time variant. It analyzes the impacts on different 
special periods such as 2008 subprime debt crisis, the 2010 European debt crisis, 
and the 2015 Chinese stock market crash, and the results states that  international 
capital flow is not the reason for the huge volatility. This is because during the 2008 
subprime mortgage crisis and the 2015 Chinese stock market crash it shows that the 



(35)totally volatility for both crisis increase while for the 2010 Europe debt crisis there 
 was no large increase in the volatility.  



2.2 Theoretical Framework 


2.2.1 Hotelling’s Theory  


Hotelling’s  Theory  was  developed  and  named  after  Harold  Hotelling  in 
 1929.  In  general,  the  concept  of  this  theory  explains  that  owner  of  limited  non-
 renewable resources, such as oil, coal, copper will only produce the products which 
 able to yield more than available financial instruments in the market, such as interest 
 bearing  bonds. In another words, this theory strives to describe the conditions of 
 supply  of  non-renewable  resources  in  an  efficient  market. Take  for  example, the 
 supply of oil will be reduced by owners if they predict the future oil price will be 
 higher  than  the  interest-bearing  instruments  and  hence  waiting  to  sell  into  more 
 favorable market in the future(Hamilton, 2008). According to Hotelling’s principle, 
 oil prices should increase at the rate of market interest rate. 


𝑃𝑡+1 − 𝑀𝑡+1= (1+𝑖𝑡)(𝑃𝑡 − 𝑀𝑡)       (Equation 2.1) 
 Where:  


P_(t+1)  - Price at time t+1 


M_(t+1) - Marginal production cost at time t+1 
 i_t    - Market interest rate 


P_t - Price at time t 


M_t - Marginal production cost at time t 



(36)2.2.2 Arbitrage Pricing Theory 


Arbitrage pricing theory was introduced by economists Stephen Ross (1976) 
 and it refers to the return of portfolio or assest which can be predicted through the 
 linear effect of macroeconomic variables on market’s return. Shanken (1982) makes 
 clear  that  arbitrage  pricing  theory  is  a  substitute  for  Capital  Asset  Pricing  Asset 
 (CAPM)  in  forecasting  stock  returns  because  some  researchers  believe  that  the 
 ability CAPM is inadequate. Arbitrage Pricing Theory equation is stated below: 


nRPn
 RP


RP
 rf


r


E( ) 1 12 2...      (Equation 2.2) 
   
 Where:  


E(rj) - Expected return on asset 
 rf   - Risk-free rate 


ßn   - Sensitivity of the asset price to macroeconomic factor n 
 RPn  - Risk premium associated with factor n 


Arbitrage  pricing  theory  is  determined  through  a  combination  of 
 independent variable such as GDP, money supply, industrial production and shifts 
 in  risk  premiums.  Researchers  found  that  several  macroeconomics  variables  are 
 significant in explaining expected stock returns.  


2.2.3 Fisher’s Effect Theory 


Under the inflation rate, there is a few theories which is use to explain the 
 relationship with the stock market. In this study, the theories use Fisher’s Effect 
 Theory. Irving Fisher was the one who first proposed the theory in 1930 which link 
 the relationship between interest rate, inflation and exchange rate. In another words, 
 the inflation rate can be taken when nominal interest rate minus the real interest rate. 


The  Fisher  effect  also  implying  that  the  relationship  between  stock  prices  and 
inflation rate as the impact of inflation rate will affect the interest rate which further 
influence the stock prices. In short, stock for has an inverse relationship with interest 
rate.  For  example,  higher  inflation  rate  leads  to  a  lower  interest  rate,  unless  the 



(37)change of nominal rate is same with the inflation rate (Cooray, 2002). Government 
 has to implement a monetary policy to ensure the stability of the economy as a high 
 inflation rate might cause serious economy problem. 


𝑟 = 𝑖 − 𝜋𝑒       (Equation 2.3) 


Where: 


 r - Real interest rate 
 i - Nominal interest rate 
 𝜋𝑒- Inflation rate 


Bai (2014) claims that the relationship stock market is strongly correlated 
 with inflation in China. When the China faced a serious inflation rate, the nominal 
 interest rate will rise which  leading the stock price to  be rise. In 2011, the rising 
 price  in  agricultural  product  resulting  in  the  hiking  in  China’s  central  bank  and 
 hence shows a significant relationship between stock market and inflation rate.  


2.2.4 Concept of Hot Money 


Hot  Money  refers  to  the  flow  of  speculative  funds  where  the  funds  are 
invested into one country from another in order to earn a short-term profit on the 
interest  rate  differences  or  predicted  exchange  rate  shift  between  two  countries 
(Fuertes, Phylaktis and Yan, 2016). Hot money actually possesses a concept which 
states  that  a  huge  inflow  of  capital  will  affect  the  stock  price  and  also  creates 
worrisome  bubble.  When  huge  inflow  of  hot  money  enters the  country, this  will 
drive  up  the  stock  prices  and  will  lead  to the  acceleration  of  worrisome  bubbles 
occurring in the country. Hence leading to a situation where the market is instable 
(Wei, Yu, Liu and Cao, 2018).  
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2.3 Conclusion 


Throughout the study of previous literature reviews, the relationship of the 
 five  determinants  towards  stock  market  performance  was  stated  and  there  is 
 sufficient  evidence  to  prove  existence  of  relationship  between  our  variables. 


However, the empirical results are still debatable. Besides, there is limited study of 
the  relationship  of  “Hot  Money”  as  an  independent  variable  and  stock  market 
performance. Therefore, we are going to further study by including Hot Money as 
our independent variable to fill in the gap.  
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CHAPTER 3: METHODOLOGY 



3.0 Introduction 


The  importance of this chapter is to  discuss the chosen  methodologies. In 
 general,  this  chapter  consists  of  the  research  design,  source  of  data,  research 
 framework, definitions  from  variables,  model and analysis  methods. Chapter 3 is 
 regarding the research methodology, it is discussed to solve the inappropriateness 
 in  the  study  and  misleading  of  result  obtained.  Methodology  is  used  to  help  the 
 advance usage in the following chapters. But on this chapter, only definition of the 
 tests  will  be  discuss.  The  tests  we  use  are  Unit  Root  Test,  ARDL,  Non  ARDL, 
 VECM  Granger  Causality,  Impulse  Response  Function  and  Variance 
 Decomposition.  



3.1 Research Design 


In this research, the method applied is quantitative research which uses the 
 secondary  data.  Quantitative  methods  are  helpful  when  researchers  find  to  study 
 overall  behavior  as  they  can  be  measured  and  calculated.  The  design  of  causal 
 relationship is employed to determine the cause and effect between the variables. 


There are two main objectives of using causal relationship in the study. First, it can 
understand and differentiate which variables will be the cause and effect. Second, 
the phenomenon can be determined when the causal variable affects the effect that 
we predicted (Salkind, 2010).  
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3.2 Sources of Data 


Secondary data is used to run this research. The reasons we chose secondary 
 data is to reduce time usage and decrease the costs of doing research; therefore, we 
 can collect data which published for free and available from many sources. 


To study the relationship between stock market performances in China with 
 all  the  independent  variables  chosen,  all  the  variables’  data  we  collect  from 
 Bloomberg and CEIC. This study uses time series data which is based on quarterly 
 basis from year 2000 to 2017, a period of 18 years with a total of 72 observations. 



3.3 Research Framework 


Figure 3.1 Conceptual Framework 


Economic Growth 
 Oil Price 


Inflation 


Hot money 


Stock Market Performance 


Independent Variables  Dependent Variable 
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3.4 Definition of Variables 


This study obtains observations for every variable. Additional information 
 from journals, news, textbooks and articles to make the unit measurement of each 
 variable more accurate and more consistent with the theory. The details of data are 
 listed below: 


3.4.1 Stock Market Performance 


Stock market is where the earnings of corporations is traded, investor  will 
 invest into the stock market with the objective of earning a small income from the 
 transactions.  Stock  markets  of  various  countries  are  normally  following  the 
 American economy (Masoud, 2013). 


The stock market performance is measure by the stock market index. The 
 stock market index is a combination of the top 30 largest companies which possess 
 the most influence in the country. Each countries stock market index will vary from 
 one another around  the world;  it  normally  indicates  how a country’s economy  is 
 performing. Hence for this study the proxy use for the stock market variable will be 
 the Shanghai composite index.  


3.4.2 Oil Price 


Oil price is referred as the spot price of a barrel of crude oil in the oil market. 


West Texas Intermediate (WTI) is commonly understand as the benchmark for oil 
price in the world. The oil price is not only determines by its supply and demand 
but also other important factors such as geopolitical events, economic activity and 
financial factors (Bai & Koong, 2018). The measurement unit for oil price is in the 
percentage form. The proxy for oil price is WTI.  



(42)3.4.3 Inflation 


Inflation is the percentage that indicates by the increase or decrease in the 
 price  level  that  happened  in  specified  period,  like  monthly  and  yearly.  The 
 percentage  shows  how  fast the  price  increase  or decrease  is  during  the  specified 
 period. The inflation is measure in billion in USD, and it will be compare with the 
 stock  market  to  determine  whether  an  increase  in  inflation  will  affect  the  stock 
 market  performance.  Hence,  in  this  study  the  proxy  use  for  this  variable  will  be 
 producer price index (PPI). 


3.4.4 Economic Growth 


Economic  growth  is  indicated  by  enhancing  in  capability  of  producing 
 goods and services in an economy which compared between periods. The economic 
 growth is measure in percentage, and it will be compare with the stock market to 
 determine  whether  an  increase  in  economic  growth  will  affect  the  stock  market 
 performance. Hence, in this study the proxy use for this variable will be real gross 
 domestic product (RGDP). 


3.4.5 Hot Money 


“Hot money” is referring as the flow of speculative funds or capital funds 
 from one country to another. The objective of the flow of funds is mainly to gain a 
 short-term  profit  on  the  difference  in  interest  rate  or  anticipated  shifts  in  the 
 exchange rate (Chari & Kehoe, 2003). Hot Money is measure by USD. Due to the 
 fact  that  hot  money  flow  is  poorly  monitor,  there  isn’t  a  well-define  method  to 
 estimate the sum of hot money inflow into a country. However, by following Guo 
 and  Huang  (2010),  the  figure  is  able  to  be  obtaining  through  having  foreign 
 exchange  reserve  subtracting  two  different  indicators  which  is  foreign  direct 
 investment, and trade and services. 


Formula is as below, 



(43)𝐹𝐸𝑅 − 𝐹𝐷𝐼 − 𝑇&𝑆    (Equation 3.1)  
 FER = Foreign Exchange Reserve  


FDI = Foreign Direct Investment 
 T&S = Trade and Services Balance 


The  data  for  these  indicators  can  be  obtained  directly  from  Bloomberg 
 except  for  trade  and  service.  The  data  for  trade  and  service  is  obtainable  from 
 subtracting the data of import from the data of export. Hence in this study the proxy 
 of Hot money is foreign exchange reserve minus foreign direct investment minus 
 trade balance.  



3.5 Model Specification 


The  model  initially  with  dependent  variable  (stock  market  performance)  and 
 independent  variables  (oil  price,  economic  growth,  inflation  and  hot  money)  is 
 specified as follow. 


SMP = f (OP, EG, INF, NHM)   (Equation 3.2)  


SMPt = β0 + β1OPt + β2EGt + β3INFt + β4NHMt +εt     (Equation 3.3)  
 SMP = Stock Market Performance  


OP = Oil Price 


EG = Economic growth 
 INF = Inflation  


NHM = Hot money 
β0 = Intercept 
ε = Error term  
t = Time trend 
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3.6 Data Analysis Methods  


3.6.1 Descriptive Analysis 


Descriptive statistic refers to a descriptive analysis of data collected from 
 data instruments. The information evaluates descriptively in terms of measures of 
 main tendency and measures of variability. Measure of main tendency consists of 
 mean,  median,  mode  maximum  and  minimum.  Besides,  for  the  measures  of 
 variability consists of standard deviation. Descriptive analysis of data is necessary 
 as it can help to decide the normality of distribution.  



3.7 Empirical Testing Procedure 


3.7.1 Unit Root Test 


Unit root tests are also known as “Stationary test” is a stochastic trend. It 
 uses to figure out whether the times series variable is stationary or non-stationary. 


Stationary time series data have fixed and constant of mean and variance through 
 the  periods  while  non-stationary  time  series  data do  not  have  constant  mean  and 
 variance. Non-stationary time series data does not have a long run mean which the 
 series return and the variance is dependent upon time goes to infinity as the sample 
 period approaches infinity. 


The  most  well-known  unit  root  tests  are  the  Augmented  Dickey-Fuller 
 (ADF)  test  and  Philips-Perron  (PP)  unit  root  test.  ADF  test  is  the  extension  of 
 Dickey-Fuller (DF) is used to handle more complex models with unknown orders. 


ADF test can be used to overcome the impact of serial correlation problem in the 
error term by adding lagged dependent variable in a model (Davtyan, 2013). On the 



(45)other hands, Philips-Perron (PP) unit root test is developed by Philips and Perron in 
 year 1998. PP test is developed to address the autocorrelation and heteroscedasticity 
 problem in the model by modifying DF test statistics. There is an advantage of PP 
 test  compare  to  ADF  is  that  PP  test  are  more  perfect  to  the  general  forms  of 
 heteroscedasticity and let researchers no need to recognize a suitable lag length for 
 the  unit  roots  checking.  However,  PP  ADF  test  and  PP  test  have  the  same  null 
 hypothesis. 


Hypothesis of the tests are as followed: 


H0  : There is non-stationary. 


H1  : There is stationary. 


Decision Rule : Reject null hypothesis if p-value is smaller than significant level. 


Otherwise, do not reject. 


3.7.2 Autoregressive distributed lag 


The autoregressive distributed lag (ARDL) is used to verify the long term 
 relationship the all the different order of integration series, which also means non-
 stationary series. It also reparameterizing the result to the Error Correction Model 
 (ECM)  and  implement  the  short  term  dynamics  and  long-run  relationship  of  the 
 selected  variables.  However,  there  is  still  many  researchers  not  accepting  this 
 method but adapt to the conventional  way  when doing estimation  because of the 
 flexibility  of  cointegration  method.  This  is  one  of  the  reasons  of  why  many 
 researchers are not necessary applying the cointegration test; therefore, it will lead 
 to  misleading  inferences.  In  addition,  it  can  prevent  ARDL  model  run  into  the 
 presence of stochastic trend that with integrated of I (2), although ARDL does not 
 make a pre-testing on unit roots  (Nkoro & Uko, 2016).  


The  ARDL  model  consists  of  thrifty  infinite  lag  distributed  model.  The 
meaning  of  “autoregressive”  understands  along  with  its  own  lag  other  than 
explained by the variables. ARDL equation can be shown as: 
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