“CO-INTEGRATION BETWEEN KSE AND DEVELOPING
COUNTRY'S STOCK EXCHANGE”

UNIy
\P» (3
& s,

i1 -7 = 20 A
& A iy %

HASSAN TAHIR Enrollment # 01-220102-014

Supervisor:

SIR TUAHA HASSAN

Department of Management Science

Bahria University Islamabad 2015



“CO-INTEGRATION BETWEEN KSE AND DEVELOPING
COUNTRY'S STOCK EXCHANGE”

HASSAN TAHIR Enrollment # 01-220102-014

MBA in Finance

A thesis presented to the Bahria University Islamabad for the fulfillment of

requirement for the degree of Department of Management Sciences

Bahria University
Islamabad 2015



Table of Contents

CHAPTER NO 1: INTRODUCTION

1.1 Interaction between Currency and Stock Markets. ........cc.eevrieriiiiniinieicnicniceceeeeee 5
1.2 Historical Overview of Sample Stock Markets............ccceeeieriiiiiiniiiiiieeieceee e 7
1.2.1 Karachi Stock EXChange..........c.cocviiiieiiiiiiiiiicciecicee et 7
1.2.2 Bombay Stock EXChange.........ccccooieriiiiiiiiiiiiiicecieneeceeee e 8
1.2.3 Jakarta Stock EXCRANGe.........cccuieiuiiiiiiiiiiiiieiicieeeete ettt 8
1.2.4 Korea Stock EXChange........ccueeeiuiiieiiieeiieecie ettt s 9
1.2.5 Colombo Stock EXChange.........ccveeiieiiiiiiiiiieeiecieceeee et 9
1.3 Determinants of Nominal Exchange Rates of Emerging Asian Economies.............cccceeueen. 9
1.4 Historical Overview of International Financial SyStems...........ccceceeveriieriiiinienennenienenne. 11

1.5 Exchange Rate Systems of Sample Economies

L.5.1 PaKISTAN. ...ttt ettt et 13
L5 2 INAIA. et ettt ettt ettt e sneeeareas 14
1.5.3 INAOMNESIA. ...ttt ettt st ettt et et as 15
L.504 KOTA. ...ttt ettt et e ettt e st e et e et e e s bt eeeabeesnaee s 16
1.5.5 ST1 LANKA. ..ot sttt et 16
1.6 Comparative Performance Of Exchange Rate .Models.........c..cocevieiiniiniininiiniiicee 17
1.7 ODbjectives OF the STUAY ......coiiiiiiiieeiieie ettt ettt see et esaeeeabeessaeenseens 19
1.8 Significance Of the STUAY.......cceiiiiiiii e 19
1.8.1 Firm Level SignifiCance.........ccuoiuieiiiiiiiiiiieieeiieeeee e 19
1.8.1.1 Hed@ing DECISION. .....cuteiiriieiieiieeiieie ettt ettt 19
1.8.1.2 Target Market DECISION. .....cccuieriiiiiieiie ettt 20
1.8.1.3 Financing Decision or Borrowing DeCISION..........cccueecvieriieriienieeiienieeieenee e 20
1.8.1.4 Capital Budgeting DeCISION. .......cccccuiieiiieeiiieeiieecie et e e svee e 20
1.8.1.5 Earnings ASSESSIMNENL.........ccuteiiieriieriieeieeniieeieeteeeteenteesteesseessseenseessseesseesssesnseens 21
1.8.2 Country Level SIZnifICance.........ueruieiirierieiisiieieeiesteie ettt sttt 21
1.8.2.1 Exchange Rate Stability.........cccoceriiiiiiiniiiiiiicieeeccteseeeee e 21
1.8.2.2 Predictability of Currency Market..........cccceecvieiiiiiienieiiieieceeeece e 21
1.8.2 3 Currency Crises be avoided through Efficient Regulation of Capital Markets.....22
1.8.2.4 Arbitrage OPPOrtUNITICS. ......eevieeiieriieeiieriieeteesieeeteeteeesteeteessreesseessseeseessseeseensns 22
1.8.2.5 Stability 0f Price [eVel.........coiiiiiiiiiiiiiieceeeeee e 23
1.8.2.6 Improvement in Balance of Payment Account............cccoecveeviieniieniieniienieecieenens 23

1.8.2.7 Forecasting Performance of Exchange rate Approaches...........ccccceveveeiieniienennne. 23



Chapter 2: Review of Literature

2.1 Review of Literature on Interaction between Capital and Currency Markets..............c..c....... 25
2.2 Review of Literature on Exchange Rates Approaches...........ccooeeviiiiiiniiiiiieniieiieieeeeee, 30
2.2 1 Balance of Payments APProachi........c.c.ccveeiiiiiieiieiiieiieeieeeie ettt 30
2.2.1.1 Absorption Approach to the Current Account Theory..........ccceevveveeviiniicneenennn. 32
2.2.1.2 Monetary Approach to Current Account Theory.........cccoeevvevierciiinienciieniecieeen, 33
2.2.2 ASSCE APPTOACK. ..ottt ettt ettt ettt et ettt e aeeeabeesneeeateen 34
2.2.3 Mundell-Fleming Model of Fixed PriCes........c.cccieriieiiiiiiiiiiienieeieesee ettt 36
2.2.4 DornBusch (1976) Model of Sticky Prices (Overshooting Model) .........ccccovveeriieniinnenee. 37
2.2.5 Portfolio Balance APProach...........cceceeiiieiieiiiiiiienie ettt e 39
2.2.6 Model of Rational Expectations and Exchange Rate.............ccccoeoviiiiiiiiciiinciieieciee, 41
2.2.7 The News Model of Exchange Rate Volatility...........ccccoevuieriiiiiiiniiiiieiecicceeeeeeeee 42
2.3 Review of Literature on Forecasting Performance of Exchange Rate Models...................... 46

Chapter 3 THEORETICAL FRAMEWORK HYPOTHESES AND DATA SOURCES

3.1 Theoretical Framework Hypotheses...........coociiiiiiiiiiiiiiieceeee e 49
3.2 DAtA SOUICES. ..eeeuvrieeeeiiiieeeeiitteeestteeeeestteeeeestaeeeessasaeeeessssseeeassssseesassssaeesanssseesessseeesensssseeennnes 50
CHAPTER 4: RESULTS AND DISCUSSIONS

4.1 Interaction between Capital and Currency Markets...........cocevieviniinieniinieniineeeeeeee, 51
4.1.1 Descriptive Statistics of Stock returns and exchange rate growth............c.cccoeveviiiiiiiinnen. 51
4.1.2 Line graphs of exchange rates of sample COUNtIies..........cccueeveerieriienieeiiieiieeieeiee e 54
4.1.3 Line graphs of stock market indices of sample COUNtIies........cc.ceecvveeririeerciieeniie e 57
4.1.4 Results of ADF and Phillip Peron TeSts.........cceerieeiiieriiiiieiieeiteiie et 60
4.1.5 Results of Johansen’s Co-TNtEZIratioN. ........cccueeervieriieeririeenieeesieeesreeeseeeeeseeessaeeesseeesseeenns 63
4.1.6 Results of Granger Causality TeSt........ccoiiiiriiriiiiniiiiieeeccee e 64

CHAPTER 5: Summary, Conclusions And Recommendations

501 SUINMATY ...ttt ettt e ettt e ettt e st eesabbeesabeeesabeeesabeeesaseeennseeennseesnnee 67
5.2 CONCIUSIONS. ettt e e e e e e et e e e e e e e e e e e e e eae e e e e e e e e aeeeeeeeraaanaaaaaaeaernees 68
5.3 RECOMIMENAALIONS. ....eeveveeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeseseaeseseeesesanenesesennsneesasanenennnnnnnes 68

REFERENCES . ... ..ottt ettt e ae 71



