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Abstract 
 

Sri Lanka, a developing country relies on the Colombo Stock Exchange (CSE) for 

capital generation and relies on the economic growth of the country to be competitive. 

Similarly, the economy bank on the CSE for its economic growth. The stagnant 

economic growth and gradual stock market growth have stranded the CSE in global 

financial integration. It is of utmost importance in identifying the method of 

revitalizing CSE. Thus, the objective of the study is to identify the influence of key 

macroeconomic indicators on CSE. The study used the All-Share Price Index (ASPI), 

interest rate, inflation rate, exchange rate, real GDP, and narrow and broad money 

supply through the period 2010 to 2020 in identifying macroeconomic causality on 

the stock performance. The time series nature and the presence of unit roots in 

variables except interest rate led to the VECM estimations. The study identified the 

hedging effect of stock prices against inflation and the negative impact of real GDP 

and interest rates suggested the flight-to-quality behaviour of investors in switching 

from the stock of CSE to other investments or other stock markets than CSE. The 

influence of the exchange rate was positive and could be owing to the pegged 

exchange. However, the money supply did not have a significant impact on the stock 

prices in the long run. The study implicates the findings of prior studies. Therein, it 

is vital in reviving the stock market and in attracting foreign investment through 

stability within the CSE and the economy. Incorporation of the study findings in 

policy development could replenish the stagnant capital market by implementing 

investor-friendly macroeconomic policies and regulations. 
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INTRODUCTION 

The economy is an integrated system of production, consumption, and exchange of 

consumer and capital goods and services. An investment, a deferred income from 

consumption is a concession of households and firms of an economy in turn for future 

returns of either capital income or capital appreciation. Further, it is an injection into 

the circular flow of income in economic development which gets exchanged through 

a capital market between a borrower and lender. Hence, investment is a central 

economic phenomena economist abundantly studied, both theoretically and 

empirically. These study outcomes ultimately influence investors and policymakers' 

decisions (Dwivedi, 2012; Talwar, 2016).  

Among capital markets, stock markets are a major contributor to capital generation. 

In addition to the financial benefits a stock investment provides, it further consents 

the claimant to ownership in the invested company. Thus, stocks traded in both 

primary and secondary markets of a country allow the capital generation of publicly 

held companies. Stock price movements are firmly related to company-specific, 

industry-specific, economic, and other unexplained factors in distinct proportions. 

Further, stock market indices act as a proxy for broad market representation of market 

performance and are persistently evaluated (Anusha et al., 2022; Talwar, 2016).  

Recently, in addition to the financial integration of individual nations through trade 

and agreements, financial globalization has preceded stock market liberalization. It 

has led to foreign investments in attractive emerging and developing capital markets. 

Thence, developing country governments are often relaxing restrictions and 

intervening in the mediation of economic fundamentals in attracting potential foreign 

investors (Jaleel & Samarakoon, 2009). Thus, beyond its provisions in stock market 

activity indication, a stock index is emulated as an economic indicator. Hence, an 

effective stock exchange performance is an important facet of the economic 

development of a country. 

Farther its perquisites, it is palpable that stock market liberalization is conflated with 

detriments. Global financial integration is acknowledged to contagion markets 

through a variety of transmission channels. Thus, is extensively studied how the stock 

market liberalization has impacted stock market volatility. Explicitly, the exchange 

rate which values the foreign currency with domestic currency is regarded as an 

important influence on stock market performance since stock market liberalization. 

Consequently, a thriving accumulation of literature has attempted to identify the 

impact the exchange rate has on the stock market performance. The two regimes of 

exchange rates namely, fixed exchange rate policy and floating exchange rate policy 

are often recognised to provide distinct bearings on the stock markets (Gokmenoglu 

et al., 2021).  

A stock market's dependence on the real economic health of its performance is 

identified to be persistent. Asset pricing theories whilst heeding to the risk and return 

phenomenon have further expressed the need to consider the influences the asset 

prices could encounter from the economic fundamentals. Further, economists identify 

demand-sided and supply-sided macroeconomic policies that subsequently affect 
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stock prices and stock market performance. Economic factors such as inflation, Gross 

Domestic Product (GDP), industrial growth rate, exchange rate, interest rate, 

government budgetary deficits, and shifts in the yield curve are commonly identified 

as key economic influences in elucidation the returns of stocks (Talwar, 2016).  

Sri Lanka, a developing country relies on Colombo Stock Exchange (CSE) as the 

prominent capital generator in its economy. As of 31st September 2022, CSE has 294 

listed companies with a market capitalization of over 4341.13 billion Sri Lankan 

Rupees. All Share Price Index (ASPI) and Standards and Poor Sri Lanka 20 (S&P 20) 

are the broad market index and narrow market indices associated with CSE 

respectively.  CSE has opted for foreign investment since 1990. However, since its 

inception in 1986, it has shown stagnant growth under a handful of turbulent periods 

(Colombo Stock Exchange, 2022; Jaleel & Samarakoon, 2009).  

With the inherent importance of economic development, abundant empirical studies 

have been conducted in the identification of macroeconomic variables and their 

causality to the stock performance both locally and internationally. A voluminous 

body of mathematical and statistical modelling techniques paired with economic 

theories have been adopted in the empirical studies However, the study results are, 

and common ground is implausible in terms of the techniques used or the 

macroeconomic influence.  

The present gradual development of the CSE and stagnant economic development in 

Sri Lanka necessitate a contemporary analysis of the influence of the macroeconomic 

variables on the stock prices of the CSE. Further, discern on the macroeconomic 

factor influence allows the admissible policy development that nourishes the 

economic development and consequently surges the attractiveness of CSE in foreign 

investments. Apt comprehension of influence leads to timely policy implementation 

empowering a competitive front for Sri Lanka in attracting foreign investment 

through favourable policies and limited restrictions. Further, per prior studies, 

policymakers and investors decision making on the CSE are based the ordinary 

comportment of macroeconomic influence. Therein, post-economic crisis the 

policymaker and investor decisions would base on the steady economic conditions.  

Thus, the objective of the study is to gain insights into an equitably steady span of the 

economy and how the macroeconomic variables of Sri Lanka influence the stock 

market performance.  

In the study, a period of 2010 to 2020 is studied to provide contemporary observations 

on prevalent macroeconomic influences on stock market performance. The 

macroeconomic factors are modelled against the market indices of the CSE providing 

a macro-overview of the causality present. With the inconsistent findings of the 

previous studies, the study aims to achieve two goals. Initially, the study aims to find 

what factors influence the stock pricing of CSE. Consequently, the degree of 

influence each macroeconomic variable has on the CSE stock pricing is to be 

identified. The time series nature of the data led to the Vector Autoregressive (VAR) 

modelling of the macroeconomic factors against the closing prices of the stock 

indices.  
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LITERATURE REVIEW 

An investment is acquiring physical or financial assets that yield over time. Among 

capital investments, the stock is an autonomous investment. Stock price movements 

are generally explained by company-specific, industry-specific, economic, and other 

unexplained factors (Talwar, 2016).  

Macroeconomic policies which affect the course of macroeconomic factors are 

conjoint of two broader components, namely, demand-side and supply-side policies. 

Demand-side policies are intended to control the aggregate demand of an economy 

whilst supply-side policies are intended for a productive potential increment of an 

economy. Despite the distinct intentions, both are empirically palpable in influencing 

the stock market performance (Talwar, 2016).  

2.1 Asset Pricing 

Asset pricing theories are incepted on the 'Modern Portfolio Theory' (MPT) by Henry 

Markowitz in 1959. Thereon asset pricing has become sophisticated and developed. 

The major theories discussed in asset pricing are the Capital Assets Pricing Model 

(CAPM) and the Arbitrage Pricing Theory (APT) (Dwivedi, 2012; Majumder, 2012; 

Talwar, 2016). 

CAPM introduced by William Sharpe, John Lintner and Jan Mossin in the 1960s 

proposes that the risk inherent in a stock could be comprehended through a 

comprehensive market portfolio inclusive of financial assets, consumer durables, 

human capital, and real estate. Hence, it is a single-factor model. Despite being 

introduced four decades prior, CAPM is a widely used asset pricing model owing to 

its market risk factor inclusivity (Bossaerts & Plott, 2000; Fama & French, 2004; 

Talwar, 2016). Intertemporal CAPM further progresses the CAPM. 

Multifactor models incepted modelled the unanticipated changes in the system and 

determine the sensitivity of the assets to these systematic risks. Among the basic two 

models of multi-factor models, APT in 1976 proposes a linear relationship among the 

stock returns and several systematic risk factors. Empirical studies identify inflation, 

Gross National Product (GNP), confidence, and shifts in yield curves are the key 

macroeconomic factors that explain the return on a security. Further, Fama-French 

three-factor model and its extension, the five-factor model provides an alternative 

approach to APT extending the CAPM (Fama & French, 2014; Talwar, 2016) 

However, Majumder (2012) proposed that owing to the less efficiency in the 

developing markets, efficient market asset pricing models require changes when 

applied to less-than-efficient stock markets.  

2.2 Macroeconomic Factor Causality:  

An economy comprises four major markets: the goods market, the money market; the 

security market, and the labour market. Among the macroeconomic indicators of the 

economy, the study analyses the influence of the inflation rate, exchange rate, interest 

rate, Gross Domestic Product (GDP), and money supply on the stock performance.   
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Inflation in an economy is the broad measure that measures the rate of increase of 

commodity prices in a given period.  The generalized Fisher model is the main 

theoretical concept that proposes a causality effect of inflation with stock prices. It 

states that the real returns of stock and expected inflation are independent of one 

another and nominal returns of stock are in one-to-one correspondence with the 

expected inflation rate. (Al‐Khazali, 2004; Oner, 2022; Samarakoon, 1996).  

Anusha et al. (2022), Bhattarai and Joshi (2009), Gunasekarage et al. (2004), Khalid 

& Khan (2017) and Rathnayake et al. (2014) identified a hedging effect of stock 

prices whilst Gunarto and Sembel (2019), Samarakoon (1996) and Ullah et al. (2017) 

did not identify any significance in the inflation on stock prices. However, Al‐Khazali 

(2004), Samarakoon (1996), Thalagoda et al. (2018), Vidanage and Dayaratne-Banda 

(2013), and Wongbangpo and Sharma (2002) study outcomes were of negative 

causality.  

Financial integration has brought the importance of the exchange rate to light as it is 

a leading indicator of the economic health of a nation.  The influence of an exchange 

rate on stock performance is explained by Stock Oriented or the Portfolio Balance 

Theory, the Goods-market theory or the Flow-oriented model, and Mundell Fleming 

Theory. Flow-oriented model by Dornbusch and Fischer in 1980 states that the 

dynamics of the exchange rate affect the competitiveness of a company and 

subsequently affect the stock prices. On the other hand, the stock-oriented model 

emphasises that increments in capital transactions in the stock market increase the 

demand for a domestic currency to subsequently appreciate the exchange rate. 

Mundell Fleming emphasises that the authority monetary and fiscal policy has in 

influencing the aggregate demand of an open economy is contingent on the exchange 

rate regime in effect (Fauziah & Moeljadi, 2015; Gokmenoglu et al., 2021; Javangwe 

& Takawira, 2022; Lakshmanasamy, 2021; Wongbangpo & Sharma, 2002). Further, 

United States Dollar is the global currency used in the studies owing to its lead in 

long run (LR) cointegration with the other markets (Aroul & Swanson, 2018). 

Among the empirical studies conducted CAMBA (2020), Fauziah and Moeljadi 

(2015), Gunarto and Sembel (2019), Khalid and Khan (2017), and Wickremasinghe 

(2012) identified a positive causality from the exchange rate to the stock prices. On 

the contrary Javangwe & Takawira (2022), Kulatunga (2015), Menike (2010), 

Ranjani and Dharmadasa (2018), and Vidanage and Dayaratne-Banda (2013) 

identified a negative influence on the stock prices. Moreover, Anusha et al. (2022), 

Weeraratne (2020) identified no causality and Amarasinghe and Dharmaratne (2014), 

Lakshmanasamy (2021), Lingaraja et al. (2020) and Yuan et al. (2020) identified 

mixed results.   

The interest rate is a measure of the percentage a lender would receive for deferring 

from consumption for a future date. Thus, time value is a major determinant of future 

yields of stock, and the discount rate of the equity valuation affects the pricing of 

stocks. Among the economic theory, the theory of the Austrian School, the 

neoclassical theory, the theory of liquidity, and the loan theory are the four main 
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theories of interest rate. Among these, the theory of liquidity emphasises the role of 

money in interest determination (Kaluarachchi & Fernando, 2017; Spahija, 2016).  

Bissoon et al. (2016), Gunasekarage et al. (2004), Rathnayake et al. (2014) and Ullah 

et al. (2017) identified positive causality. On the other hand, Amarasinghe (2015), 

Anusha et al. (2022), Bhattarai and Joshi (2009), Gunarto and Sembel (2019), 

Javangwe and Takawira (2022), Kamal (2018), Khalid and Khan (2017) and Menike 

(2010) identified negative relations whereas CAMBA (2020), Ranjani and 

Dharmadasa (2018), Thalagoda et al. (2018) and Vidanage and Dayaratne-Banda 

(2013) found no significance in the causality studies. Kulatunga (2015) and 

Wongbangpo and Sharma (2002) identified mixed results.  

Money is a medium of exchange in an economy that contributes as a measure of 

value, a store of value, and as a standard of deferred payments. Aside from GDP, the 

money supply is considered the most important macro-variable in economic growth. 

Thus, regulation of an optimum level of the money supply is done through the 

monetary policy of a country alongside the interest rates. Largely, the Quantity theory 

of money and the Liquidity Hypothesis are used in explaining the causality of money 

supply and stock prices. 

Quantity Theory of money states that the money supply of an economy is directly 

proportional to the weighted average price levels. This forms a relationship between 

money supply and stock prices where the surplus of money supply in an economy 

increases the demand for stocks thereby increasing share prices. The liquidity 

hypothesis states that if a security has a longer maturity period, its term premium 

would be higher (Bissoon et al., 2016; Dwivedi, 2012).  

Bissoon et al. (2016), Gunasekarage et al. (2004), Gunarto and Sembel (2019), 

Rathnayake et al. (2016), and Thalagoda et al. (2018) identified positive relations 

between money supply and stock prices. On the contrary, Bhattarai & Joshi (2009) 

and Vidanage and Dayaratne-Banda (2013) did not identify any significance in the 

causality.  

GDP is a measure of the final monetary value of the goods and services produced in 

a country for a given period (Callen, 2022). Supply-side models of macroeconomic 

mechanics establish the dynamics between the GDP and stock prices. The influence 

of GDP on stock prices is established through aggregate earnings and earnings per 

share (EPS) (Spahija, 2016).  

Among the empirical studies, Gunarto and Sembel (2019), Kulatunga (2015), 

Rathnayake et al. (2016), and Samarakoon (2009) have positive relations. However, 

Ranjani and Dharmadasa (2018) identified no significance in the causality between 

GDP and stock prices. 

Further, most of the variations in stock prices can be captured by the innovations in 

interest rate, money supply, and Gross National Product (GNP) (Wongbangpo & 

Sharma, 2002). 
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METHODOLOGY 

The study employed the Vector Autoregressive modelling technique in modelling the 

influence of the identified macroeconomic variables on stock performance. All Share 

Price Index (ASPI), the broad market index of the CSE was selected to obtain a 

macro-view of the influence.  Owing to the unit-root presence Vector Error 

Correction Model (VECM), the derivation of VAR was employed in the modelling 

of the study. 

3.1 Empirical Framework  

3.1.1 Variable Selection 

Per the theoretical and empirical studies explored, the study aims to identify the 

macroeconomic variable influence on the stock prices using the Generalized Fisher 

hypothesis, Stock-oriented model, Flow-oriented model, quantity theory of money 

and liquidity theory. Generalized Fisher hypothesis examines the stock prices against 

impact of inflation whilst the quantity theory of money distinguishes the influence of 

money supply on stock prices. Further liquidity theory emphasises on the role of 

interest rate and money supply. Stock-oriented and flow-oriented models examine the 

effects of interest rate and exchange rate. Hence, the study employs the inflation rate, 

interest rate, exchange rate, real GDP and money supply in determining the 

macroeconomic influence on the stock prices.  

3.1.2 Data  

Monthly data from January 2010 to February 2020 were employed for the study. 

Closing prices of the All-Share Price Index (ASPI) (aspi), the broad market index of 

CSE was taken as the proxy of stock prices. Further, Colombo Consumer Price Index 

(ccpi), 91-day Treasury bills (tbill), United States Dollar to Sri Lankan Rupee values 

(usd), log of real GDP (real_gdp) and log of narrow money supply indicator (m1 and 

m2) and log of broad money supply indicator (m4) were employed as the proxies of 

inflation, interest rate, exchange rate, GDP and money supply respectively. The 

secondary data were collected from the CSE and the National Economic Data Library 

of the Central bank of Sri Lanka. 

 
Figure 1: Variable Behaviour (2010-2020) 

Source: Developed by author 
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3.1.3 Empirical model 

The study assumes that if there exists a causality toward ASPI from the selected 

macroeconomic variables, equation 01 would provide the relation among the ASPI 

and the macroeconomic variables.  

 

𝒂𝒔𝒑𝒊𝒕 =  𝜶 + ∅𝟏𝒄𝒄𝒑𝒊𝒕 + ∅𝟐𝒓𝒆𝒂𝒍_𝒈𝒅𝒑𝒕 + ∅𝟑𝒖𝒔𝒅𝒕 + ∅𝟒𝒕𝒃𝒊𝒍𝒍𝒕 +

∅𝟓𝒎𝟏𝒕+∅𝟔𝒎𝟐𝒕 + ∅𝟕𝒎𝟒𝒕 + 𝜺𝒕→ (1) 

 

Where:   

𝑎𝑠𝑝𝑖𝑡 −Closing price of ASPI at period t 

∅𝒏 − Coefficients of macroeconomic variables (n = 1, …, 7) 

𝜺𝒕 − Error term 

 

Hence, the null hypothesis of the study is ∅1 = ∅2 = ∅3 = ∅4 = ∅5 = ∅6 = ∅7 = 0 

where there exists no causality from the macroeconomic variable toward ASPI. In an 

alternative hypothesis where ∅1 ≠ ∅2 ≠ ∅3 ≠ ∅4 ≠ ∅5 ≠ ∅6 ≠ ∅7 ≠ 0 the 

magnitude of the causality can be estimated.  

3.1.4 Unit-root testing 

Presence of unit roots in data render the data stochastic therein, requiring to be 

difference to obtain a deterministic dataset. The study identifies presence of unit roots 

in the data through an Augmented Dickey-Fuller (ADF) test and Phillip-Perron (P-P) 

test. ADF and P-P are based on the null hypothesis that the variable contains a unit 

root at 95 percent confidence level.  

3.1.5 Choice of lag length  

Selection of the lag length can be guided by economic theories or statistical 

approaches. Akaike information criterion (AIC), Bayes information criterion (BIC), 

Hannan–Quinn information criterion (HQIC) and Akaike’s final prediction error 

(FPE) were considered in the process. However, when obtaining lag length for the 

model AIC information criteria were chosen due to its minimum underestimating 

property among the information criteria (Liew, 2004). 

3.1.6 Johansen Co-integration and Vector Error Correction Model (VECM) 

Vector Auto Regressive models assume the variables to be stationary and dynamic. 

When in need, co-integrating relationships can be imposed by re-parameterizing the 

VAR model as a Vector Error Correction Model (VECM). Further, Johansen co-

integration tests are more suitable for multi-equation models (Killian & Lütkepohl, 

2017). 
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For a co-integrated Yt;  

 

∆𝒀𝒕 = 𝚷𝒀𝒕−𝟏 + ∑ 𝚪𝒋𝚫𝒀𝒕−𝒋
𝒑−𝟏
𝒋=𝟏 + 𝜺𝒕 → (2) 

 

Where: 

Γ𝑗 = −𝐼 + 𝜙1 + ⋯ + 𝜙𝑗, 𝑗 = 1, … , 𝑝 − 1 are a m×m matrices 

Π = γ𝐴′ is the long run impact matrix where A and γ are r×k matrices 

𝜀𝑡 are independent and identically distributed errors 

 

To estimate the co-integration restrictions, Johansen (1980) introduced two matrices 

named α and β. With rk (α) = rk (β) = r as ∏ = 𝛼 𝛽′. Thus 𝛽′𝑦𝑡−1 is an identity matrix 

containing co-integration relations such that Π𝑦𝑡−1
= 𝛼𝛽′𝑦𝑡−1 with(𝛼′𝛼)−1𝛼′. With 

= 𝑟𝑘(Π) , the rank of Π is commonly referred to as the co-integration rank of the 

system where β is the co-integration matrix. α is commonly referred to as the loading 

matrix. α and β are not unique matrices which enables an infinite number of linear 

transformations within the co-integration rank 0 – k (Lütkepohl, 2004). Therein, 

VECM is used in identifying the equilibrium present within the macroeconomic 

variables and the stock prices in the short run (SR) and long run (LR).  

RESULTS AND DISCUSSION 

Foremost, the analysis was done for the unit root testing. The null hypothesis of ADF 

and P-P tests suggests there is a unit root in the process at a 95 percent confidence 

level. After examining the behaviour of the macroeconomic variable for the period 

considered (Figure 01), constant and trend were considered in determining the unit 

roots of the variable except for tbill and ccpi. tbill and ccpi were considered with only 

a constant term to be consistent with the behavioural attributes. 

Thus, per the results (Table 01), it can be concluded that all variables are weakly 

stationary at its initial state or the first difference (I (1)) rejecting the null hypothesis 

at 95 percent confidence level. 

When obtaining lag length for the model AIC information criteria were chosen due 

to its minimum underestimating property among the information criteria (Liew, 

2004). Thus, a lag length of four was chosen for the VECM model (Table 02).  

Table 01: Unit root test 

Variable 
No Difference 1st Difference 

Stationary  
ADF P-P ADF P-P 

aspi 
-3.154 -3.345 -5.522 -10.34 

I~ (1) 
(0.094) (0.059) (0.000)** (0.000)** 

usd 
-2.668 -2.096 -6.542 -6.026 

I~ (1) 
(0.250) (0.549) (0.000)** (0.000)** 

ccpi  -2.168 -2.905 -5.089 -10.598 I~ (1) 
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(0.508) (0.161) (0.000)** (0.000)** 

tbill 
-3.858 -7.049 -3.677 -7.049 

I~ (1) 
(0.01)** (0.000)** (0.005)** (0.000)** 

Real_gdp 
-1.82 -2.646 4.282 -2.117 

I~ (1) 
(0.670) (0.508) (0.003)** (0.238) 

m1 
-3.674 -3.151 -16.314 -18.23 

I~ (1) 
(0.024)** (0.095)* (0.000)** (0.000)** 

m2 
-1.831 -1.574 -4.455 -10.05 

I~ (1) 
(0.694) (0.803) (0.002)** (0.000)** 

m4 
-1.322 -1.554 -4.182 -10.267 

I~ (1) 
(0.882) (0.810) (0.005)** (0.000)** 

** - Significant at 95% confidence level 

*- Significant at 90% confidence level 

Source: Developed by author 

Table 02: Lag order selection 

VECM Order Selection (* highlights the minimums) 

  AIC BIC FPE HQIC 

0 -31.75 -29.69* 1.64E-14 -30.91 

1 -32.46 -28.75 8.25E-15 -30.96* 

2 -32.6 -27.25 7.599e-15* -30.44 

3 -32.47 -25.47 9.77E-15 -29.64 

4 -32.65* -24 1.00E-14 -29.15 

Source: Developed by author 

Johansen co-integration test mainly validates the co-integration relationship existing 

between the variables considered through a trace statistic and an eigenvalue statistic. 

Both statistics employ the same null hypothesis that there exists no co-integration 

among the variables considered. However, based on the results obtained for the 

Johansen co-integration test, the null hypothesis can be rejected at a 95 percent 

confidence level (Table 03). Thus, it could be accepted that there exists at least one 

co-integration relation between the variables considered (For trace statistic < critical 

value at 95 percent) 

Nevertheless, Johansen co-integration test does not provide a co-integration with 

direction and magnitude concerning the variables. Hence, a VECM is modelled. A 

VECM requires a co-integration rank for the model to be built upon. Thus, the Trace 

statistics are further employed in determining the co-integration rank.  

Table 03: Results of Johansen co-integration tests 

Test 

Critical values Trace 

Statistic 

Eigen 

values 90% 95% 99% 

0 169.06 175.16 187.19 251.18 0.4893 

1 133.79 139.28 150.08 181.97 0.4261 
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2 102.47 107.34 116.98 124.78 0.3423 

3 75.1 79.34 87.77 81.63 0.2613 

4 51.65 55.25 62.52 50.43 0.2130 

Source: Developed by author 

Table 04: Cointegration rank selection 

r_0 r_1 test statistic critical value 

0 8 269.6 175.2 

1 8 190.8 139.3 

2 8 123.8 107.3 

3 8 80.01 79.34 

4 8 48.85 55.25 

Source: Developed by author 

A co-integration rank of four was selected for the VECM through a trace statistic test 

at a 95 percent confidence level. (For trace statistic < critical value) (Table 04). The 

results indicate that there are at most four co-integration equations that the VECM 

could estimate with the variables considered. Thus, aside from the influences of the 

macroeconomic variables on ASPI, other causalities present could be identified from 

the model. 

Based on the VECM estimated, the null hypothesis of the study could be rejected at 

a 95 percent confidence level for the causality between ASPI (aspi) and the 

macroeconomic variables, inflation rate (ccpi), GDP (real_gdp), the exchange rate 

(usd), and the interest rate (tbill). However, the null hypothesis of there exists no co-

integration among the ASPI and money supply on both broad and narrow money 

supply based on the LR co-integration relations depicted by the error correction term 

of ASPI (ec1) (Table 05).  

The existence of four cointegration functions further states that the stock returns of 

CSE are not efficient in the sei-strong form. Hence, the application of the asset pricing 

model defined for efficient markets would not derive accurate estimations 

(Majumder, 2012; Vidanage & Dayaratne-Banda 2013).   

The LR relations presented for ASPI denote that ASPI negatively adjusts itself to be 

at equilibrium in the long run. Given the macroeconomic variables, the inflation rate 

and the exchange rate impact ASPI positively in the LR. However, GDP and interest 

rate influence negatively whilst the influence of money supply is not statistically 

significant. 

Table 05: LR cointegration relations among the variables considered. (α values) 
 aspi ccpi real_gdp usd tbill m1 m2 m4 

ec1 
-0.261 

(0.000)** 

0.0003 

(0.011)** 

-2.68E-06 

(0.001)** 

0.001 

(0.037)** 

-0.001 

(0.003)** 

1.64E-06 

(0.335) 

-2.35E-07 

(0.637) 

5.51E-08 

(0.893) 

ec2 
39.032 

(0.221) 

-0.204 

(0.004)** 

-0.001 

(0.063)* 

0.038 

(0.816) 

-0.233 

(0.407) 

0.002 

(0.167) 

0.0015 

(0.000)** 

-1.5E-03 

(0.000)** 

ec2 
-1113.39 

(0.586) 

-9.999 

(0.027)** 

-0.160 

(0.000)** 

3.754 

(0.722) 

21.492 

(0.233) 

0.382 

(0.000)** 

0.117 

(0.000)** 

0.103 

(0.000)** 
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ec4 
-15.178 

(0.052)* 

0.005 

((0.777) 

-0.001 

(0.000)** 

-0.174 

(0.000)** 

-0.241 

(0.000)** 

-0.0004 

(0.163) 

0.0003 

(0.001)** 

-0.0003 

(0.000)** 

** - Significant at 95% confidence level 

*- Significant at 90% confidence level 

Source: Developed by author 

On the other hand, the inflation rate (ec2) is influenced by the real GDP and the broad 

money supply negatively and is influenced positively by M2, a narrow money supply 

in the LR. Further, Inflation negatively adjusts itself to be tandem with LR 

equilibrium.  

Given the GDP (ec3), the real GDP of the country adjusts itself weekly negatively in 

the LR equilibrium. This indicates the deterioration of the economic growth in the 

period 2010 to 2020. It is further getting negatively influenced by the inflation rate of 

the country and the money supply influence positively.  

Considering the exchange rate (ec4), itself is adjusted negatively to be at a LR 

equilibrium. Further, the exchange rate is negatively influenced by the real GDP, 

interest rate, M1 of narrow money supply, and broad money supply. ASPI also 

negatively influences the exchange rate at a weak significance.  

On the other hand, all macroeconomic variables show a significant influence on ASPI 

in the SR. Interest rate, M2 narrow money supply, and M4 broad money supply 

positively influence the ASPI in the SR (Table 06). However, the inflation rate, GDP, 

exchange rate, and M1 narrow money supply show negative influence. Further, the 

linear trend of the model indicates a negative growth in stock prices and stock market 

performance. When graphically interpreted, the SR relations among the variables, the 

ASPI and M1 has a positive impact on the ASPI while the other macroeconomic 

variables transfer a negative impact to the ASPI during a shock in the system (See 

Appendix 01). of the study each at ceteris paribus. 

Table 06: SR relations among ASPI and macroeconomic variables (β values) 

  coef std err z P>|z| 

beta.aspi 1 0.000 0.000 0.000 

beta.ccpi -2.22E-14 0.000 0.000 0.000 

beta.real_gdp -4.24E-13 0.000 0.000 0.000 

beta.usd -2.13E-15 0.000 0.000 0.000 

beta.tbill 229.8785 55.826 4.118 0.000 

beta.m1 -6497.2569 0.156 -41500 0.000 

beta.m2 2.78E+03 0.002 1460000 0.000 

beta.m4 1.99E+04 0.309 64200 0.000 

const -1.16E+05 5441.597 -21.399 0.000 

linear trend -95.1988 15.248 -6.243 0.000 

** - Significant at 95% confidence level 

*- Significant at 90% confidence level 

Source: Developed by author 
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Inflation is influencing stock prices positively in the LR indicating the hedging effect 

of the stock prices to expected inflation accepting the Generalized Fisher hypothesis 

in the LR for expected inflation (Samarakoon, 1996). It indicates that stock prices do 

not maintain their stock prices in the LR relative to the consumer price index (Ely & 

Robinson, 1997). Moreover, the SR findings coincide with the findings of Geske and 

Roll (1983). Their study findings state that the stock returns are negatively correlated 

with inflation since the volatility in inflation indicates a chain of events in monetary 

extensions. The authors conclude that investors adjust their prices anticipating 

monetary changes. Hence an elusive negative effect is derived in estimations. 

In a rational market, the real GDP should have a positive influence on the stock 

market since the real GDP indicate the purchasing power of the investors. A positive 

influence of the GDP on a stock market allows the economic growth of a country 

through increased purchasing power and reinvestment in the capital market. 

However, in both LR and SR, the GDP influences the stock market negatively. It 

indicates that the economy is deteriorating the investors are not willing to invest in 

the CSE. Further indicates the loss of confidence in the capital market. It could further 

signify that with the increased purchasing power, investors both foreign and locally 

would prefer to invest in other investments or stock markets other than CSE (Omar 

et al., 2022) 

In a rational market, the real GDP should have a positive influence on the stock 

market since the real GDP indicate the purchasing power of the investors. A positive 

influence of the GDP on a stock market allows the economic growth of a country 

through increased purchasing power and reinvestment in the capital market. 

However, in both LR and SR, the GDP influences the stock market negatively. It 

indicates that the economy is deteriorating the investors are not willing to invest in 

the CSE. This further indicates the loss of confidence in the capital market. It could 

further signify that with the increased purchasing power, investors both foreign and 

local would prefer to invest in other investments or stock markets other than CSE 

(Omar et al., 2022) 

Considering the significant influence of the exchange rate on the ASPI, in the LR 

exchange rate influence accepts the stock-oriented model concept due to its positive 

influence. However, the negative SR influence could be from the flow-oriented 

concept. Moreover, the period considered has a pegged exchange rate policy where 

the monetary policy implemented prevents the floating of the exchange rate through 

the artificial injection of foreign currency into the economy through the government 

reserves and debt. It is more accurate to consider the foreign reserve influence along 

with the exchange rate to determine the most precise economic theory application.  

The negative effect of the interest rate further proves the deteriorated confidence of 

investors in the Sri Lankan stock market. The 91-day treasury bill yield increment 

decreases the stock prices decreasing the demand for stock indicating the flight-to-

quality behaviour of the investors in the LR (Kaluarachchi & Fernando, 2017).  

Findings on money supply are contradictory to the findings of Bissoon et al. (2016), 

Gunasekarage et al. (2004), Gunarto and Sembel (2019), Rathnayake et al. (2016), 
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and Thalagoda et al. (2018). However, the study findings coincide with Bhattarai & 

Joshi (2009) and Vidanage and Dayaratne-Banda (2013).  

Further, the study findings conform to the findings of Madurapperuma (2022) that 

macroeconomic variables are forced to be in an equilibrium with the stock prices in 

the LR.  

The study findings have vital importance in revitalizing the CSE as a competitive 

stock market of the region and thereby revitalizing the economic growth of the 

country. They identified the macroeconomic variable influence through a fairly 

steady period of the country. Thus, the outliers of the findings are minimum. Hence, 

incorporating the macroeconomic variable positively in the macroeconomic policy 

would influence investor decision-making. Additionally, Elyasiani et al. (1998) 

identify that lack of liquidity, smaller capitalization, unilateral investment barriers, 

and concentrated investments in Blue-chip companies or S&P 20 listed companies 

could lead to lesser financial integration. Further, improving the transparency of the 

stock market operations, improving confidence, improving information availability, 

minimum government intervention and extended periods of political stability could 

improve the stock market performance (Rathnayake et al., 2014; Wickramasinghe, 

2016) 

CONCLUSION 

Macroeconomic variables are of greater importance to the performance of the capital 

market of the country. Colombo Stock Exchange, the prominent stock market of Sri 

Lanka plays a vital role in the capital generation of the country. However, the stagnant 

economic growth and gradual stock market growth have rendered the CSE stranded 

in global financial integration. It is of utmost importance in identifying the method of 

revitalizing the CSE and thereby reviving the economic growth of Sri Lanka. Thus, 

the study aimed to identify the presence of causality of key macroeconomic indicators 

on the stock market. Hence, identified the degree of impact each macroeconomic 

variable has on the CSE. 

The study used ASPI, the broad market index in obtaining an overview of the 

macroeconomic causality through the period 2010 to 2020, a rather stable period of 

the country to remove outliers from the study. The time series nature and the presence 

of unit roots lead to the VECM estimations.  

The study identified that ASPI negatively adjusts itself to be in tandem with the 

equilibrium in the LR. Further, the study identified the hedging effect of stock prices 

against inflation was significant. LR cointegrations of real GDP and interest rate 

depict the flight-to-quality behaviour of investors in switching from the stock of CSE 

to other investments or other stock markets than CSE. It depicts that stagnant 

economic growth and deteriorated confidence are major barriers to stock market 

development. The positive impact the exchange rate has on stock prices should be 

further examined owing to the pegged exchange rate that was present during the 

period concerned. Contrary to the common belief, the money supply did not have a 

significant impact on the stock prices in the LR.  
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The study implicates the findings of prior studies and is vital in reviving the stock 

market to be competitive among other developing countries in attracting foreign 

investment. Incorporation of the study findings in policy development could replenish 

the stagnant capital market of the country by boosting investor confidence and 

implementing investor-friendly macroeconomic policies and regulations. Further, 

development and concentration on companies than the blue-chip companies could 

help in the process. 
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APPENDIX 

 
Figure 01: Impulse Responses of the system variables 
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