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I ntroduction

The stock market in any country leads to economoevth and development
of that nation since it mobilizes the domestic tgses in the country and
leads them to productive investments. After therkization in 1977, the
financial market in Sri Lanka was developed to a@atgr extent. The
Colombo Stock Exchange (CSE) is a major part ofittencial market in Sri
Lanka. It has 290 companies representing 20 busesesectors as at 30 June
2019, with a market capitalization of Rs. 2523.38 BSE has two main
price indices, All Share Price Index (ASPI) andn8&rd and Poor’'s Index
(S & P SL 20). These index values are calculatedroongoing basis during
the trading session. ASPI measures the movemesttasé prices of all listed
companies. ASPI recorded a decreasing trend irL&@rka from 1997 to
2000 while it shows an increasing pattern from 2060@®005. However,
fluctuations can be seen in the ASPI from 2010 @202 (Source:
https://www.cse.lk/pages/market-capitalization/negrapitalization.html).

The performance of the stock market in any coudipends on various
macro-economic factors. Menike (2006) found a niegatelationship
between Treasury bill rate and stock market prigsdullahewage and
Jayawardenepura (2018) found that exchange rate Gmeds Domestic
Product have a positive relationship with ASPI. pdd al. (2014) identified
the relationship between macro-economic variabl&ana stock exchange
which revealed that there is a long run relatiopsbetween some of the
macro economic variables and the stock market. ldaret al. (2011)
studied the relationship between stock market, eege inflation rate,
unexpected inflation rate, exchange rate, inteastand GDP in the case of
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Malaysia, US and China. They suggest that thedablas have a significant
impact on stock market performance in the long run.

Several studies have been carried out to exammeeiationship between
macro-economic variables and stock market perfoocmaBut, there are no
in-depth studies that investigate the associatietwéen macro-economic
variables and stock market performance in the eordke Sri Lanka. Thus,
this study attempts to bridge this gap by examinimgconnection between
macro-economic variables and stock market perfooman order to draw
economic policy implications and to have a propetarstanding of the stock
market in Sri Lanka and its subsequent status.

Objectives

The objective of the study is to examine the impaictmacroeconomic
variables on the stock market performance in Snkiaa

M ethodology

The All Share Price Index (ASPI) was used as a\pnetiable for stock

market performance which is the dependent variabkhis study. Inflation

rate (INF), Exchange Rate (ER), Interest Rate ((Rjss Domestic Product
(GDP), Foreign Direct Investment (FDI) and Broadridg Supply (M2) are

employed as macroeconomic (independent) variaBleis. study uses time
series data from the World Bank database and GeB#nek of Sri Lanka

over the period 1997 — 2019. All variables excefNtf land IR are

transformed to natural logarithm form. Followingstudy conducted by
Paudel (2009), the functional model of this stuglgiven below:

LASPI, = oy + oy INF; + o, IR, + azLER, + o, LFDI, + asLGDP; + agLM2 + p, (1)

Whereaq,, ... ... , &g are coefficients of determinant variablgg;is error term
and subscript t is time period

The All Share Price Index (ASPI) is the broad markdex of the CSE, and
is designed to measure the movements of the ovaealet price. The index
is calculated in real-time as a market capitalaativeighted index, which
constitutes all voting and non-voting ordinary saisted on the CSE.
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The study adopted Augmented Dickey Fuller (ADF)t woot test method to
check the order of integration of variables and iké&dnformation Criterion
(AIC) was employed to determine the optimal laggkanof each series.
Since the series are stationary with mixed ordefsl(0) and I1(1),
Autoregressive Distributed Lag (ARDL) Bounds tesbgedure which was
developed by Pesaran et al. (2001) is adoptedvesiigate the effects of
macroeconomic determinants on ASPI and to investitfae existence of
cointegration among the variables. Error Correctepresentation of ARDL
mechanism is adopted to determine the short rurardim relationship
between the variables and long run adjustmenteofitbdel. These tests were
conducted through E- views 10 statistical software.

Results and Discussion

The ADF test confirmed that, IR is stationary atelewhile the other
variables are stationary at theft difference implying that variables are of
mixed order. Akaike Information Criteria (AIC) suggjed the use of ARDL
(1, 2,0, 2, 2, 2, 2) model for this analysis. Tedow table shows the results
of ARDL Bounds test.

Table 1: Results of F- Bound Test
F-Bound test 95% Level of Confidence 90% Level ohfidence

F- Statistics I(0) Bound I(1) Bound 1(0) Bound I@pund
7.374303 2.27 3.28 2.88 3.99

Above results reveal that there exists cointegnagimong the variables since
we reject the null hypothesis of no cointegratigriee calculated F-statistic
(7.3743) | greater than the I(1) critical value586 level of significance

(3.28). Since we confirmed the cointegrating relahip between the
variables through the Bound test, there should bBeng run association

among the variables. The result is given below:

Table 2: Long run Results of ARDL (1, 2, 0, 2, 222Model

Constant INF IR LER LFDI LGDP LM2 R
0.235 0.160**  -0.088** 4.688** 0.129  4.314** -F95* (.998
(0.016)  (0.026) (0.009) (0.014) (0.155) (0.005) Ol®)
Note: probability values are given in parenthese®, and *** show variables are significant
at 10%, 5% and 1% level respectively.
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The value of R-squared illustrates that approxifga8® percent of the
variation in ASPI in Sri Lanka is explained by tbeplanatory variables
included in this study. As expected by theory a&othe of the existing
empirical literature (e.g., Balagobei, 2017) Inbat Exchange Rate and
Gross Domestic Product affect ASPI significantlyd goositively wheres
Interest rate and Money Supply have a negativectetie ASPI in the long
run. However, FDI Does not have statistically sigant impact on ASPI in
the long run.

The table below represents the results of shortdymamics and long run
adjustment.

Table 3: Results of Error Correction version of ARQ, 2, 0, 2, 2, 2, 2) Model

Panel A: Results of Short run
Lag Order ALASPI AINF AIR ALER  ALFDI ALGDP ALM2
0 -0.078* -0.176** 2.308* 0.143 0.845 5.448*
(0.054)  (0.033) (0.064) (0.123 (0.197) (0.062)
)

1 2.899% -0.139* 0.163*  -4.15* -0.811  11.12%
(0.037) (0.036) (0.052) (0.099) (0.277)  (0.040)

2 -0.038% 0.171%  -9.51* 847  -13.87*
(0.039) (0.027)  (0.048) (0.031) (0.044)

Panel B: Long run Adjustment Coefficient
ETC(-1)  -0.649* (0.071)

Note: probability values are given in parenthese®, and *** show variables are significant
at 10%, 5% and 1% level respectively.

Accordingly, as expected, coefficient of error eatron term [ETC (-1)] is
negative weakly significant, which indicates thdtere should be an
adjustment towards steady state line at the spe@d.®1 % in each year one
period after the exogenous shocks. The currentpastl year (lagged 1 and
2) inflation, current year interest rate past y@arhang rate (lagged 1 and 2),
past year GDP (lagged 1 and 2) and past year msupply (lagged 2) have
significant and negative impact on ASPI in the slon whereas last year
ASPI, past year interest rate, current year exahaatg, current and last year
money supply have positive and significant impac&&PI in the short run.
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Conclusion

The results of this study have shown the existefeelong run and short run
relationship between macro-economic variables ahdSAare Price Index

(ASPI). Gross Domestic Product has a significard positive impact on

ASPI in the long run while current value of GDP da®t affect ASPI in the

short run. In contrast, past value of GDP affecPABegatively in the short
run. Further, there is a negative relationship ketwM2 and ASPI in the long
run and a positive correlation between these twoabkes in the short

run. These findings are consistent with BalagdB6iL7) and Rathnayaka
and Seneviratna (2017); they concluded that th@m@lbbd Stock Exchange
(CSE) is highly sensitive to macroeconomic variabéeich as real gross
domestic product and broad money supply. Nextrasterate has a negative
effect on ASPI in both long run and short run wipisest value of interest rate
affects ASPI positively in the short run. This fing is consistent with

Menike (2006) and Balagobei (2017) and they corduinthat there is a
negative relationship between interest rate andkstmarket returns.

Moreover, there is a positive and significant rielaghip between inflation

and ASPI in the long run while a negative relattopsexists between these
two variables in the short run. Exchange rate &fdwe ASPI positively and

significantly both in the short run and in the longq while past value of

exchange rate affects it negatively in the shart ru

Therefore, this study suggests that the governmbkatld consider about
stock prices and other macro-economic variables nwimaplementing

government policies such as privatization, foregxchange control and
monetary policy. Also the findings of the studyyrze useful to the public
and the economy especially stock market investars facus on

macroeconomic variables for making effective decisito enhance their
stock market returns.
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