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ABSTRACT 

 

The study investigates the nexus between macroeconomics behaviour and industry indices 

performance including all share price index (ASPI) movements in Sri Lanka for the period 

1994-2013, using monthly series of the corresponding variables. The objective was 

achieved by identifying the influence of macroeconomic variables on major industrial 

price index and ASPI. The statistical techniques used include the unit root Augmented 

Dickey Fuller test in order to fulfill the objective of stationary for all the time series. The 

Johansen co-integration test was used to investigate whether the variables are co-

integrated of the same order taking into account the trace statistics and the maximum 

Eigen-value tests. The variables were found to be co-integrated with at least one co-

integrating vector. A Granger causality test was used in order to find the direction of 

causality between industry performance and macroeconomic behaviour and finally Vector 

Error Correction Model (VECM) was developed to forecast the long term behaviour. The 

findings imply that the causality between industry performance and macroeconomic 

variables runs unilaterally or entirely in one direction. The results reveal that the average 

prime lending rate (AWPR), inflation rate, exchange rate of Britain Pounds (GBP) and 

Japanese Yen (JPY) affect all the five major industries while exchange rate of USD does 

not influence on telecommunication industry. Moreover, all the macroeconomic variables 

have significant influence on diversified holding industry and hotel and travel industry. 

Therefore, the best fitted VECM was established in diversified holdings industry and hotel 

industry indices. From the results, it was inferred that the movement of industry indices 

reflect the macroeconomic condition of the country and can therefore be used to predict 

the future path of industry indices behaviour. The results derived in this study can be 

effectively used for investment and finance decisions. 

 

Keywords: Average Weighted Deposit Rate, All Share Price Index, Average Weighted 

Prime lending Rate, Exchange Rates, Macro economy 

 

 

 



iii 
 

 

ACKNOWLEDGEMENT 

 

I would like to extend sincere gratitude and respect to my supervisor, Prof. T.S.G Peiris, 

for his patience and guidance. He provided the necessary and valuable advice and support 

that made completion of this dissertation possible. 

I would also like to express my deepest appreciation to my husband for his understanding, 

patience and encouragement throughout this dissertation. Without his dedicated support, I 

could never have succeeded in this endeavour. I also wish to sincerely thank my mother, 

father, and brother for the joy, care, encouragement and moral support they have given me 

throughout my life. 

Last but not least, I would like to thank CINEC Campus who gave me study leave to 

complete the dissertation as well as all the other people who helped and supported me 

throughout my post graduate journey. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



iv 
 

TABLE OF CONTENT 

DECLARATION      I 

ABSTRACT     II  

ACKNOWLEDGEMENT     III 

TABLE OF CONTENT     IV 

LIST OF FIGURES     VIII 

LIST OF TABLE     IX 

LIST OF ABBREVIATION     XII 

     

CHAPTER 1: INTRODUCTION       1  

1.1 Background of the Study        1 

1.1.1 Colombo Stock Exchange      3 

1.1.2 Sector Indices        4 

1.2 Statement of Problem        5 

1.3 Objectives          5 

1.4 Significance of the Study        6 

1.5 Outline of the Essay        7 

 

CHAPTER 2: LITERATURE REVIEW      8 

2.1 Introduction         8 

2.2 Studies on Stock Returns and Macroeconomic Variables 

in Asian Countries        8 

2.3 Studies on Stock Returns and Macroeconomic Variables  

in European Countries        9 

2.4 Studies on Stock Return and Interest Rate Variable    10 

2.5 Studies on Stock Return and Inflation Rate Variable    10 

2.6 Studies on Stock Return and Money Supply     11 

2.7 Studies on Stock Return and Exchange Rates     12 

2.8 Studies on Short run and long run Relationship  

between Stock Return and Macroeconomic Variables     12 

2.9 Studies on Stock Market and Economic Growth     13 

2.10 Chapter Summary        13 

 

 



v 
 

 

CHAPTER 3: MATERIALS AND METHODS     14 

3.1 Introduction         14 

3.2 Secondary Data Used        14 

3.3 Identification of Key Industrial Variables     15 

3.4 Description of Selected Macroeconomic Variables    15 

3.4.1 Interest Rates  

 3.4.1.1 Average Weighted Prime Lending Rate (AWPR)  16 

 3.4.1.2 Average Weighted Deposit Rate (AWDR)   16  

3.4.2 Inflation (INF)        16 

3.4.3 Broad Money Supply (M2)      17 

3.4.4 Exchange Rate       17 

3.4.4.1 Standard Drawing Rights     18 

3.4.5 All Share Price Index (ASPI)      18 

    

3.5 Procurement of Data        19 

3.6 Conceptual Framework        20 

3.7 Methodology of Data Analysis       21 

     3.7.1 Research Design       21 

3.7.2 Preliminary Analysis Techniques     21 

3.7.3    Test for Stationary       21 

3.7.4    Testing for Cointegration      23 

3.7.5    Testing for the Causality      24 

3.8 Model Specification        25 

3.9 Chapter Summary         25 

 

 

 

 

 

 

 



vi 
 

CHAPTER 04: RESULTS AND DISCUSSIONS     26 

4.1 Introduction         26 

4.2 Descriptive Statistics        26 

4.3 Temporal Variability of ASPI       28 

4.4 Temporal Variability of Macroeconomic Variables    29 

4.5 Test for Stationary for Original Series      32 

4.6 Test for Stationary for Log Transformation Data Series    33 

4.7 Selection of Appropriate Lag Length of the Model    38 

4.8 Testing for the Causality        39 

4.8.1Granger causality between macroeconomic variables  

and price indices in stock exchange     39 

4.8.2 Granger Causality between Exchange Rates  

and Macroeconomic Variables      48 

4.8.3 Granger Causality among Macroeconomic Variables  51  

4.9 Estimation of Johansen Cointegration Model for ASPI   52 

4.10 Diagnostic Test for Error Correction Model for ASPI:    58 

4.11 Estimation of Johansen Cointegration Model for BFI   60 

4.12 Diagnostic Test for Error Correction Model for BFI    66 

4.13 Estimation of Johansen Cointegration Model for DIV    68 

4.14 Diagnostic Test for Error Correction Model for DIV    74 

4.15 Estimation of Johansen Cointegration Model for BFT    76 

4.16 Diagnostic Test for Error Correction Model for BFT:     81  

4.17 Estimation of Johansen Cointegration Model for HTL     83 

4.18 Diagnostic Test for Error Correction Model for HTL:     89 

4.19 Estimation of Johansen Cointegration Model for TLE    91 

4.20 Diagnostic Test for Error Correction Model for TLE:     97 

4.21 Chapter Summary        98 

 

 

 

 

 

 



vii 
 

 

 

 

CHAPTER 05: CONCLUSION & IMPLICATIONS     99 

 

5.1 Conclusion          99 

5.2 Further Research        100 

5.3 Implications          100 

 

REFERENCE         102 

     

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



viii 
 

 

LIST OF FIGURES 

 

Figure 3.1 Conceptual Framework       20  

Figure 4.1: Pattern of ASPI     28 

Figure 4.2: Pattern of AWDR        29 

Figure 4.3: Pattern of AWPR        30 

Figure 4.4: Pattern of M2        30 

Figure 4.5: Pattern of INF        31 

Figure 4.6: Pattern of Exchange Rate of SDR     31 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



ix 
 

 

LIST OF TABLES 

 

Table 1.1 Sector Index as a Market Capitalized Percentage of ASPI   4 

Table 4.1 Descriptive Statistics of Variables      27 

Table 4.2 Results of Unit root test for Original Series    32 

Table 4.3 Results of Log Transformation of the Variables    33  

Table 4.4 Results of Unit root test for First difference     34 

Table 4.5 Results of Unit root test for Second difference    35 

Table 4.6 Augmented Dickey-Fuller Test (Unit root test) for Residuals  37 

Table 4.7 Results of Lag Order Selection      38 

Table 4.8 Results of Granger Causality between AWDR and price Indices  40 

Table 4.9 Results of Granger Causality between AWPR and price Indices  41 

Table 4.10 Results of Granger Causality between INF and Price Indices  42 

Table 4.11 Results of Granger Causality between M2 and Industry Price Indices 43 

Table 4.12 Results of Granger Causality between Exchange Rate of GBP and  

Industry Price Indices         44 

Table 4.13 Results of Granger Causality between Exchange Rate of USD and  

Industry Price Indices         45 

Table 4.14 Results of Granger Causality between Exchange Rate of SDR and 

 Industry Price Indices      46 

Table 4.15 Results of Granger Causality between ASPI and Industry Price Indices 47 

Table 4.16 Results of Granger Causality between exchange rate of GBP and 

Macroeconomic Variables    48 

Table 4.17 Results of Granger Causality between Exchange Rate of SDR and 

 Macroeconomic Variables      49 

Table 4.18 Results of Granger Causality between Exchange Rate of USD and  

Macroeconomic Variables        50 

Table 4.19 Results of Granger Causality among Macroeconomic Variables  51 

Table 4.20 Results of Johansen Cointegration Test for ASPI   52 

Table 4.21 Unrestricted Cointegration Rank Test (Maximum Eigen value)  53 

Table 4.22 Normalized Cointegrating Coefficient: ASPI    54 

Table 4.23 Adjustment coefficients and Corresponding Standard Error: ASPI 55 



x 
 

Table 4.24 Results of the ECM Estimates for ASPI     56 

Table 4.25 Cointegration results for Error Correction Model for ASPI  57 

Table 4.26 VEC Residual Serial Correlation LM Tests for ASPI   58 

Table 4.27 VEC Residual Heteroskedasticity Tests for ASPI   59 

Table 4.28 VEC Residual Normality Tests for ASPI     59 

Table 4.29 Results of Johansen Cointegration Test for BFI    60 

Table 4.30 Unrestricted Cointegration Rank Test (Maximum Eigen value)  61 

Table 4.31 Normalized Cointegrating Coefficient: BFI    62 

Table 4.32 Adjustment Coefficients and Corresponding Standard Error: BFI  63 

Table 4.33 Results of the ECM Estimates for BFI     63 

Table 4.34 Cointegration Results for Error Correction Model for BFI  64 

Table 4.35 VEC Residual Serial Correlation  LM Tests for BFI     66 

Table 4.36 VEC Residual Heteroskedasticity Tests for BFI    67 

Table 4.37 VEC Residual Normality Tests for BFI     67 

Table 4.38 Results of Johansen Cointegration Test for DIV    68 

Table 4.39 Unrestricted Cointegration Rank Test (Maximum Eigen value)  69 

Table 4.40 Normalized Cointegrating Coefficient: DIV    70 

Table 4.41 Adjustment Coefficients and Corresponding Standard Error: DIV  71 

Table 4.42 Results of the ECM Estimates for DIV     71 

Table 4.43 Cointegration results for Error Correction Model for DIV  72 

Table 4.44 VEC Residual Serial Correlation LM Tests for DIV   74 

Table 4.45 VEC Residual Heteroskedasticity Tests for DIV    75 

Table 4.46 VEC Residual Normality Tests for DIV     75 

Table 4.47 Results of Johansen Cointegration Test for BFT    76 

Table 4.48 Unrestricted Cointegration Rank Test (Maximum Eigen value)  77 

Table 4.49 Normalized cointegrating coefficient: BFT    78 

Table 4.50 Adjustment Coefficients and Corresponding Standard Error: BFT  79 

Table 4.51 Results of the ECM Estimates for BFT     79 

Table 4.52 Cointegration results for Error Correction Model for BFT  80 

Table 4.53 VEC Residual Serial Correlation LM Tests for BFT   81 

Table 4.54 VEC Residual Heteroskedasticity Tests for BFT    82 

Table 4.55 VEC Residual Normality Tests for BFT     82 

Table 4.56 Results of Johansen Cointegration Test for HTL    83 

Table 4.57 Unrestricted Cointegration Rank Test (Maximum Eigen value)  84 



xi 
 

Table 4.58 Normalized Cointegrating coefficient: HTL    85 

Table 4.59 Adjustment Coefficients and Corresponding Standard Error: HTL  86 

Table 4.60 Results of the ECM Estimates for HTL     86 

Table 4.61 Cointegration results for Error Correction Model for HTL  87 

Table 4.62 VEC Residual Serial Correlation LM Tests for HTL   89 

Table 4.63 VEC Residual Heteroskedasticity Tests for HTL     90 

Table 4.64 VEC Residual Normality Tests for HTL     90 

Table 4.65 Results of Johansen Cointegration Test for TLE    91 

Table 4.66 Unrestricted Cointegration Rank Test (Maximum Eigen value)  92 

Table 4.67 Normalized Cointegrating coefficient: TLE    93 

Table 4.68 Adjustment Coefficients and Corresponding Standard Error: TLE  94 

Table 4.69 Results of the ECM Estimates for TLE     95  

Table 4.70 Cointegration Results for Error Correction Model for TLE  97 

Table 4.71 VEC Residual Serial Correlation LM Tests for TLE   97 

Table 4.72 VEC Residual Heteroskedasticity Tests for TLE    98 

Table 4.73 VEC Residual Normality Tests for TLE      98 

Table 5.1 Summary of Findings and Results     99 

 

 

 

 

 

 

 

 

 

 

 

 

 

   

 

 



xii 
 

LIST OF ABBREVIATIONS 

 

ADF   Augmented Dickey Fuller Test 

APT   Arbitrage Pricing Theory 

ASPI   All Share Price Index 

AWDR  Average Weighted Deposit Rate 

AWPR  Average Weighted Prime Lending Rate 

BFI   Banking, Finance and Insurance 

BFT   Beverage, Food, Tobacco 

BSE   Bombay Stock Exchange 

CSE   Colombo Stock exchange 

CV   Coefficient of Variation 

DIV   Diversified Holdings 

GBP   Great Britain Pounds 

GDS   Gross Domestic Savings 

HTL   Hotel, Travel and Leisure 

KLSE  Kuala Lumpur Stock Exchange 

LM   Lagrange Multiplier 

M2   Broad Money Supply 

SDR   Standard Drawing Rights 

SES   Stock Exchange of Singapore 

S&P   Standard and Poor’s Index 

TLE   Telecommunication 

USD   United States Dollar 

VAR   Vector Auto Regression 

VEC   Vector Error Correction 

VECM  Vector Error Correction Model 

 

 




