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A Test of the Proxy-Effect Hypothesis:
Evidence From the Pacific Basin
Countries

Unro Lee
University of the Pacific

This study examines whether the proxy-effect hvpothesis can adeguately
explain the negative relationship between stock returns and expected inflation
for the four Pacific Basin countries—Hong Kong, Singapore, South Korea,
and Taiwan. The extent to which inflation rate proxies expected economic
activity and inflation variability in the stock return-inflation relationship is
investigated. Both monthly and quarterly data are employed in this study. We
find that negative and statistically significant relationship between stock
returns and inflation rate still persists for these four countries even after the
effects of expected economic activity and inflation variability have been
explicitly incorporated. Therefore, the findings of this study do not support the
proxy-effect hypothesis for the four Pacific Basin countries. Furthermore,
these results are consistent with those of other studies that have also rejected
the proxy-effect hypothesis for major industrialized countries.

Introduction

Many researchers have documented the negative relationship between stock
returns and expected, unexpected, and changes in the inflation rate during the post-
Korean War period. Bodie (1976), Nelson (1976), and Fama and Schwert (1977)
study the United States, while other industrialized countries have been examined by
Solnik (1983), Gultekin (1983), and Lee (1996). Kwok and Li (1993) and Kwok
(1994) analyze the Pacific Basin countries.

These findings refute the traditionally held belief that common stocks are an
effective hedge against unexpected inflation because stocks represent ownership of
the perpetual income generated by real assets. Also these findings mitigate the
validity of the Fisher theory of interest rate that posits positive relationships between
stock returns and both expected inflation and changes in the expected inflation.

Fama (1981) was the first to introduce the proxy-effect hypothesis to explain the
prevalence of negative stock return-inflation phenomenon. The central tenet of
Fama’'s version of the proxy-effect hypothesis is that the observed negative
relationship between inflation and stock returns is spurious because this relationship
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is induced by a positive relationship between stock returns and expected economic
activity and an inverse relationship between expected economic activity and
inflation. Inflation is merely serving as a proxy for expected economic activity in a
statistical relationship between stock returns and inflation.

According to the theory of finance, stock prices reflect the present value of
future dividends. Because dividends are determined by firms" earnings (that in turn
depend on real economic activity), stock returns should be positively related to the
expected economic activity.'

The rational expectations version of the quantity theory of money that Fama
espoused in his 1981 paper predicts that a downward revision of the expected output
leads to an immediate decrease in the demand for money. If both the money supply
and interest rates are exogenous, excess supply of money would immediately trigger
an increase in current and expected inflation. Geske and Roll (1983) and Kaul
(1987, 1990) further demonstrate that if the central bank implements a (deficit-
induced) counter-cyclical monetary policy, a downward revision of the expected
output would still signal upward movements in current and expected inflation. This
happens because a decline in real economic activity leads to increased deficits that,
in turn, induce the central bank to monetize the federal debt. Increased money supply
then triggers an increase in current and expected inflation.

Empirical evidence thus far does not lend overwhelming support for Fama’s
version of the proxy-effect hypothesis for both the United States and other
industrialized countries. Although earlier studies (Fama, 1981; Geske and Roll,
1983; and Kaul, 1987) provide some support for the proxy-effect hypothesis, more
recent empirical studies (McCarthy, Najand, and Seifert, 1990; Liu, Hsueh, and
Clayton, 1993: Cochran and DeFina, 1993; and Lee, 1996) reject the hypothesis.

Kaul and Seyhun (1990) recently have offered another version of the proxy-
effect hypothesis. They contend that the negative stock return-inflation relationship
is a combined effect of a negative relationship between inflation variability and
stock returns and a positive relationship between inflation variability and inflation
rate. Kaul and Seyhun claim that inflation serves as a proxy for inflation variability
in the stock return-inflation relationship.

Friedman (1977) argues that an increase in inflation variability engenders costly
institutional changes, such as more frequent contracting, that would diminish the
productive efficiency of the firms and therefore impede the real economic activity.
Because stock returns and expected economic activity are positively correlated,
inflation variability will have a deleterious effect on stock returns. Malkiel (1979)

" The positive relationship between stock retums and expected economic activity is well
documented in the literature. For example, Fama (1981) finds that approximately 68 percent of
the variations in the U.S. stock returns for the 1953-1977 period can be explained by future
changes in economic activity.
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also reports that a rise in inflation variability increases the riskiness of stocks which
in turn reduces stock returns.

There is ample empirical evidence that justifies a positive relationship between
inflation variability and expected inflation, unexpected inflation, and actual inflation
(Cukierman, 1983).

Although Kaul and Seyhun’s findings strongly support their version of the
proxy-effect hypothesis for the United States, Lee (1996) finds that Kaul and
Seyhun’s version of the proxy-effect hypothesis is rejected for both U.S. and other
industrialized countries.

These studies testing the proxy-effect hypothesis to date have focused on the
industrialized countries. Given the inconclusiveness of the empirical results across
major industrialized countries, it would be interesting to test both Fama’s and Kaul
and Seyhun's versions of the proxy-effect hypothesis for emerging stock markets as
well.

In light of spectacular economic success enjoyed by Hong Kong, Singapore,
South Korea, and Taiwan—four Pacific Basin countries collectively referred to as
Sfour little tigers—since the early 1980s, literature on the intertemporal behavior of
these Pacific Basin stock markets is surprisingly scarce.

The main thrust of this study is to test both versions of the proxy-effect
hypothesis for these four Pacific Basin countries. The extent to which inflation rate
proxies expected economic activity and inflation variability in the stock return-
inflation relationship is investigated.

Average annual (nominal) GNP growth was approximately 9 percent for these
four countries between 1980 and 1989, compared to 3 percent, 4 percent, and 2
percent for the United States, Japan and the European Economic Community (EEC),
respectively, during the same period. Due to the spectacular economic growth
achieved by these four countries, stock market capitalization for these countries
grew 59 percent per year on average during the 1980s. The aggregate (nominal)
stock prices increased 92 percent, 124 percent, 750 percent, and 1600 percent
between 1980 and 1989 for Hong Kong, Singapore, South Korea. and Taiwan,
respectively (Kwok and Li, 1993).

Both monthly and quarterly data are employed in this study. We find that a
negative and statistically significant relationship between stock returns and the
inflation rate persists for these four countries even after the effects of expected
economic activity and inflation variability have been explicitly incorporated.
Therefore, the findings of this study do not support the proxy-effect hypothesis for
the four Pacific Basin countries. These results are consistent with the findings of
Cochran and Defina (1993), Lee (1996), Liu, Hsueh, and Clayton (1993), and
McCarthy, Najand, and Seifert (1990). These other researchers also reject both



Lee 43

versions of the proxy-effect hypothesis for major industrialized countries such as
Belgium, France, Germany, Japan, the United Kingdom, and the United St'f;{es.?

Data and Methodology

Monthly data for stock prices, the consumer price index (CPI), and an index of
industrial production are obtained for South Korea and Taiwan. Quarterly data for
the same variables are obtained for Hong Kong, Singapore, South Korea, and
Taiwap.' The period investigated with monthly data is January 1978 through June
1995 and January 1982 through June 1995 for South Korea and Taiwan,
respectlve]y The period investigated with quarterly data is 1983:I to 1995:11, 1983:1
to 1995:11, 1980:1 to 1995:11, and 1982:1 to 1995:11 for Hong Kong, Singapore,
South Korea, and Taiwan, respectively. The sample periods are incongruous, and the
sample period is relatively short due to the dearth of financial data for the Pacific
Basin countries.

The source of data for Hong Kong is the Hong Kong Monthly Digest of
Statistics. The data for Singapore are from the Singapore Monthly Digest of
Statistics. The data for South Korea are obtained from various issues of the Monthly
Statistical Bulletin and the Economic Statistics Yearbook published by the Bank of
Korea. The data for Taiwan are obtained from various issues of the Financial
Statistics Monthly (Taiwan District) and Monthly Statistics of the Republic of China,
both published by the Central Bank of China

Stock indexes used in this study are the Hang Seng Index for Hong Kong, the
Strait Times Industrial Index for Singapore, the Korea Composite Stock Price Index
for South Korea, and the Taiwan Stock Exchange Index for Taiwan. The Hang Seng
Index is a value-weighted index of 33 stocks traded at the Stock Exchange of Hong
Kong. These 33 stocks represent approximately 70 percent of the exchange’s total
market capitalization. The Strait Times Index of the Stock Exchange of Singapore is
an unweighted index of 30 stocks. The Korea Composite Stock Price Index is a
value-weighted index of all common stocks traded on the Korea Stock Exchange.

? Cochran and Defina (1993) employ both quarterly and annual U.S. data for the period 1947 to
1989 in their study. Lee (1996) uses monthly and quarterly data for Belgium, France, Germany,
Japan, the United Kingdom, and the United States for the period 1976 to 1992. Liu, Hsueh, and
Clayton (1993) use monthly and quarterly data for Canada, Germany, the United Kingdom, and
the United States for the period 1974 to 1990. McCarthy, Najand and Seifert (1990) use monthly
data for Germany, the United Kingdom, and the United States for the period 1962 to 1987. All
four papers have tested the proxy-effect hypothesis by estimating an empirical model that is
either identical or similar to equations (1) through (4) in this paper. All four papers apply the
OLS technique to their models.

! Monthly data for stock prices, the consumer price index (CPI), and industrial production are not
available for Hong Kong and Singapore.



QIBE Summer 1998, Vol. 37, No. 3 44

The Taiwan Stock Exchange Index is a value-weighted index of all stocks traded on
the Taiwan Stock Exchange (Martin and Wood, 1996).

The Stock Exchange of Hong Kong is one of the least regulated stock markets
in the world. There are no government controls or restrictions on the terms of
transactions. Although the Korean government recently has taken significant steps to
deregulate Korean capital markets, the Korea Stock Exchange (KSE), the only stock
exchange in Korea, is owned and managed by the Korean government. The Stock
Exchange of Singapore is heavily regulated by the Singapore central bank—the
Monetary Authority of Singapore. The Taiwan Stock Exchange is the second largest
stock market in the Pacific-Basin, next to Japan. Although both Hong Kong and
Singapore have aggressively attracted foreign capital recently by either removing or
relaxing interest rate regulations and abolishing exchange rate controls, South Korea
and Taiwan have imposed severe restrictions on foreign ownership of their securities
(Ko and Lee, 1991).

Following Kaul and Seyhun (1990), the proxy-effect hypothesis is tested in this
study by estimating the following set of equations:

(1) ERSR, = a + BiEL, + ¢,

(2) ERSR, = o+ B,ElL, +B, ERA,,; +¢,

(3) ERSR, = a + B,El,, + B; INFVAR, + ¢,

(4) ERSR, = o+ B,EIL, + B, ERA,,, + B; INFVAR, + ¢,

where:
ERSR, = Expected real stock return for period t:
ElL =  Expected inflation formed at period t-1 for period t;
ERA,., = Expected economic activity for period t+1; and
INFVAR, = Inflation variability at time t.

By in the equation (1) should be negative and statistically significant if there is a
negative stock return-inflation relationship. If the Fama version of the proxy-effect
hypothesis is valid, however, then B, should lose its statistical significance in
equation (2) whereas B3, should be statistically significant and positive. If Kaul and
Seyhun’s version of the proxy-effect hypothesis is valid, then B, should lose its
statistical significance in equation (3) whereas B, should be statistically significant
and negative. If both versions are valid, then 8, should not be statistically significant
in equation (4) if both ERA,,, and INFVAR, are introduced.*

* Most of the empirical studies investigating the stock return-inflation relationship for both the
U.S. and other countries have been conducted within a partial equilibrium framework such as the
one employed in this study. The major drawback of this approach, however, is that it ignores the
dynamic interaction of stock returns, the inflation rate, and real economic activity (Stulz, 1986).
Utilizing a vector autoregressive (VAR) framework (James, Koreisha, and Partch, 1985; Lee,
1992) may circumvent this problem when analyzing the stock return-inflation relationship.

The VAR approach is not a proper empirical apparatus for testing the proxy-effect
hypothesis across international stock markets for two reasons. First, VAR procedure is more
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Nominal stock returns and inflation rate are calculated as the logarithmic
difference of the stock prices and CPI, respectively, between two consecutive
periods. Inflation rates are subtracted from nominal stock returns to obtain real stock
returns. The rate of growth of the index of industrial production is used as a proxy
for real economic activity.

The Box-Jenkins method is employed to extract estimates for expected inflation,
expected real stock returns, and expected real economic activity from the fitted
ARIMA models." In all cases the estimated autoregressive-moving average
parameters are statistically significant at the 5 percent level. Furthermore, the
reported Q-statistics indicate that the null hypothesis of white noise residuals cannot
be rejected at the 5 percent level for all fitted ARIMA models.”

The estimates of inflation variability are obtained from the GARCH
(generalized autoregressive conditional heteroscedastic) procedure. The GARCH
model proposed by Engle (1982) and later generalized by Bollerslev (1986) has been
used extensively in the literature as a means to investigate the dynamic behavior of
financial asset return volatilities over time. The GARCH model posits that the
conditional variance of a variable is a linear function of both the past shocks (or
innovations) and past conditional volatilities. The GARCH model captures the
adaptive learning process of economic agents.

The conditional variance of the inflation rate extracted from the estimated
GARCH model is used as a measure of inflation variability.” Engle (1982) also
utilizes the GARCH procedure to extract inflation variability for the United
Kingdom.*

appropriate as a means of conducting the Granger causality test because this procedure measures
the impact of an innovation or shock in one variable on the forecast error variance of another
variable. James, Koreisha, and Partch and Lee have focused on the causal relationships among
these variables. Second, simultaneous estimation of four VAR models, one for each of the four
countries investigated in this study, can be computationally burdensome if not impossible. James,
Koreisha, and Partch and Lee employ U.S. data only.

* Fama and Gibbons (1984) have found that the interest-rate model provides a more accurate
inflation rate forecasts than a ARIMA model for the United States during the period 1953-1977.

Hafer and Hein (1990), using monthly data for the United States and five other industrialized
countries, report that the ARIMA forecasts of inflation have equal or lower forecast errors than
the interest-rate forecasts for the period 1967-1986.

® Details of the ARIMA specifications of the variables used in this study are available from the
author upon request.

" The GARCH model of the inflation rate is estimated with the maximum likelihood estimation
(MLE) method proposed by Bollerslev (1986). We find that the conditional variance equation of
the inflation rate for all four countries can be best characterized as a GARCH (1,1) process.
Details of the estimated GARCH models are available from the author.

* The GARCH procedure is chosen over the survey data as a means of extracting inflation
variability in this study for two reasons. First, the GARCH method captures the changes in the
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Empirical Results

Estimation of equations (1) through (4) presupposes that the variables in the
regression equations are stationary processes. If any or all of these variables are
nonstationary processes, however, then statistical inferences that can be drawn from
these spurious regression equations would not be valid (Granger and Newbold,
1974). Therefore it is necessary to ascertain whether the variables in equations (1)
through (4) are all stationary processes before we test for the proxy-effect
hypothesis.’

The test of null hypothesis of first-order nonstationarity is performed using a
statistical procedure proposed by Dickey and Fuller (1979, 1981). First, the
following regression equation for each variable is estimated:

k

(GYAY, =a+yt+ pY, +Z BAY+ &,
=1

where:

Y = The variable under consideration.

The order of k should be set large enough to ensure the estimated residual series, &,
becomes white noise. The null hypothesis that Y is a first-order nonstationary
variable is rejected if the estimated coefficient of the lagged variable, p, is
significantly less than zero. The estimated t-statistic for p, t,, is referred to as the
augmented Dickey-Fuller (ADF) statistic.

Because the results of the Dickey-Fuller test can be sensitive to the choice of the
lag length k (Thornton and Batten, 1985), the Akaike (1974) information criterion
(AIC) is employed to determine the optimal lag-structure specification of equation
(5). AIC searches for the lag length k that would minimize

(6) AIC (k) = N In (SSR(k)/N) + 2p,

where:
N = The number of observations;
SSR(k) = The sum of squared residuals of the regression with k as the lag
length; and
p = The number of regressors (which 1s equal to k+1).

The appropriate order of the lag length in equation (5) is obtained by computing
AIC(k) over the range of values for k from | to 12 for monthly data and from 1 to 4
for quarterly data. The kth lag that minimizes AIC, k*, is provided for each of the
four variables for all four countries in Table 1.

volatility of inflation over time more precisely than the cross-sectional variance of the survey
forecasts (Engle, 1982; Lahiri, Teigland, and Zaporowski, 1988). Second, monthly and quarterly
survey data for inflation rate for the Pacific Basin countries are not available.

* The stationary process is a process whose joint and conditional distributions are both time
invariant. If a series is stationary, then both mean and variance of the series should be stationary.
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Table 1—Augmented Dickey-Fuller (ADF) Test Results for Expected Stock Return, Expected
Inflation Rate, Real Economic Activity, and Inflation Variability for Hong Kong, Singapore,
South Korea and Taiwan: Monthly and Quarterly Results

Y k* t(k*)
Panel A: Monthly Results
South Korea ERSR 1 -8.7560%*
El 8 4.1149%*
ERA 5 -6.2563%*
INFVAR 6 -3.9898**
Taiwan ERSR | -1.7067*+
El 1 -11.7512%*
ERA 10 -6.3861**
INFVAR 6 -7.8639**
Panel B: Quarterly Results
Hong Kong ERSR 1 -4.5220%*
El 3 -3.5239*
ERA 3 -5.6552%*
INFVAR 3 -3.6149*
Singapore ERSR 4 4. 5823**
El 3 -4 9895**
ERA 3 4. 1892%*
INFVAR 3 -5.1782%*
South Korea ERSR 1 4.5638%*
El 2 -4 ()87 3%+
ERA | 4.6672%*
INFVAR 3 -6.0816%*
Taiwan ERSR 1 4.4162%*
El 2 -5.8485%*
ERA 3 -4.2465%*
INFVAR 3 4.6352*%*

Note: The null hypothesis of first-order nonstationarity for each of the four variables is tested with the ADF
statistic, the estimated t-statistic for p in the regression equation:
k
AY =a+yt+pY,, +Z [ AY, + &,
=1

where:
Y = The varable under investigation;
ERSR = Expected real stock returns;
El =  Expected inflation;
ERA = Expected real economic activity; and
INFVAR = Inflation vanability

* and ** denote the significance at the S percent and | percent level, respectively
The critical values for the t statistic are -3.13 (10 percent), -3.43 (5 percent), and -3.99 (1 percent) (Fuller,
1976). k*, the optimal lag-length , is determined by the Akaike information criterion

Because the ADF statistic does not necessarily follow the usual Student t-
distribution under the null hypothesis of first-order nonstationarity, the tabulated
values provided in Fuller (1976) should be used.

Table 1 shows that the null hypothesis of a first-order nonstationarity process
can be rejected for all four variables (i.e., expected real stock return, expected
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inflation, expected real economic activity, and inflation variability) at the 1 percent
significance level for both South Korea and Taiwan when monthly data are used.

The results obtained with quarterly data are similar to those obtained with
monthly data for all four countries. The null hypothesis of a first-order
nonstationarity process is rejected at the | percent significance level for all four
variables for Singapore, South Korea, and Taiwan. For Hong Kong the null
hypothesis is rejected at the | percent level for expected real stock returns and
expected real economic activity and at the 5 percent level for expected inflation and
inflation variability. We can conclude that all four variables in equations (1) through
(4) are stationary processes for the four Pacific Basin countries, regardless of the
frequency of data employed.

Tables 2 and 3 report monthly and quarterly OLS (ordinary least squares)
estimates of the regression equations testing the proxy-effect hypothesis for the four
Pacific Basin countries. The first equation for each country reports the estimates of
the regression with expected inflation as the independent variable. The second
equation reports the estimates with the expected economic activity variable added,
and the third equation reports the estimates with inflation variability added. The
fourth equation reports the estimates with both the expected economic activity and
inflation variability variables included in the regression equation. Following
McCarthy, Najand, and Seifert (1990), the dependent variable of each equation is
expected real stock returns.

The OLS results obtained with monthly data show a negative relationship
between expected inflation and expected real stock returns for both South Korea and
Taiwan, although the posited relationship is not statistically significant for Taiwan.
Inclusion of the expected economic activity variable does not alter the statistical
relationship between expected stock returns and expected inflation rate for these two
countries. Furthermore, the coefficient for the expected economic activity variable is
not statistically significant for both countries and is negative for Taiwan. The
coefficient for inflation variability is also not statistically significant for both
countries and is negative only for Taiwan. Its inclusion in the regression equation
does not alter the relationship between stock returns and expected inflation. Finally,
the inclusion of both the expected economic activity and inflation variability
variables does not affect the stock return-inflation relationship. Therefore, both the
Fama and Kaul-Seyhun versions of the proxy-effect hypothesis are not valid for
South Korea and Taiwan on the basis of monthly data.

The findings with quarterly data are not much different than those obtained with
monthly data. Table 3 shows that the coefficient for expected inflation is negative
and statistically significant for all four countries. This result is consistent with those
of Kwok and Li (1993) and Kwok (1994) who also employ quarterly data. Adding
either the expected economic activity variable and/or inflation variability variable
does not diminish the statistical significance of expected inflation in the regression
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Table 2—OLS (Ordinary Least Squares) Estimates of the Regression Equations Testing the
Proxy-Effect Hypothesis for South Korea and Taiwan: Monthly Results

ERSR, =a + BEL, + B, ERA,., + i, INFVAR, + ¢,

where:
ERSR, =  Expected real stock return for period (;
El,, =  Expected inflation at period t-1 for period t;
ERA.; =  Expected economic activity for period t+1; and
INFVAR, = Inflation variability at time 1.
_ - B B3, - B3 R?
Panel A: South Korea
01556 -1.8531 33
(9.4272)* (-10.0011)*
01549 -1.8507 0004 34
(9.2950)* (-9.9589)* (.3253)
01465 -1.9831 321598 33
(7.6469)* (-8.5693)* (1.9380)
01450 -1.9869 0006 339159 35
(7.4553)* (-8:5629)* (.4371) (1.9806)
Panel B: Taiwan
0037 -.5289 01
(1.1953) (-1.6904)
0039 -6731 -0001 01
(1.2515) (-1.8626) (-.9683)
0118 -4853 -85.4884 03
(1.6547) (-1.6339) (-1.2590)
0118 -.6253 -.0001 -83.7369 03
(1.6556) (-1.8013) (-.9355) (-1.2322)

Note: Figures in the parentheses represent the values of t-statistic of the estimates
*Significant at the 5 percent level

equation for all four countries. The coefficient for expected economic activity is
positive yet not significant for all countries. The coefficient for inflation variability
is negative for all countries and is significant only for Singapore. Therefore, the
quarterly results, as in the case of monthly results, do not support either Fama’s or
Kaul and Seyhun’s version of the proxy-effect hypothesis.

This study finds that the proxy-effect hypothesis is not valid for all four Pacific
Basin countries on the basis of both monthly and quarterly data. These results
support the findings of Cochran and Defina (1993), Lee (1996), Liu, Hsueh, and
Clayton (1993), and McCarthy, Najand, and Seifert (1990) which also reject the
proxy-effect hypothesis for major industrialized countries using monthly, quarterly
and annual data.

Conclusion
This study has examined whether the proxy-effect hypothesis can adequately
explain the negative relationship between real stock returns and expected inflation
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Table 3—OLS Estimate of the Regression Equations Testing the Proxy-Effect Hypothesis
for Hong Kong, Singapore, South Korea, and Taiwan: Quarterly Results
ERSR, =a + (El + B; ERA,, + [i; INFVAR, +¢,

where:
ERSR, =  Expected real stock return for period t;
El,, =  Expected inflation at period t-1 for period t;
ERA,,;, =  Expected economic activity for period t+1; and
INFVAR, = Inflation variability at time t.
a B B By R?
Panel A: Hong Kong
1191 -4.0831 A8
(4.2975)* (-2.9324)*
1187 -4.0649 0002 A8
(4.2060)* (-2.8736)* (.1631)
1788 -3.9266 -1344.608 23
(3.6548)* (-2.8531)* (-1.4703)
1793 -3.8882 0002 -1374.437 23
(3.6187)* (-2.7809)* (.3151) (-1.4773)
Panel B: Singapore o
0116 -0732 A3
(1.4928) (-2.1945)*
0081 -.8283 005 15
(.8722) (-2.6550)* (1.2273)
0014 -8629 -418.779 21
(.0707) (-2.6591)* (-2.5183)*
-.0038 -.8883 0007 -196.011 .26
(.1824) (-2.6806)* (1.1202) (-2.2363)*
Panel C: South Korea -
0111 -.6819 A1
(1.5381) (-2.6054)*
0074 -.6467 0001 A2
(.9195) (-2.4243)* (.8062)
0146 -.5849 -48.3288 A3
(1.9401) (-2.1597)* (-1.2940)
0116 -.5597 0002 -45.6599 14
(1.3328) (-2.0382)* (.6788) (-1.2102)
Panel D: Taiwan -
0916 42517 23
(3.7064)* (-2.4342)*
0888  4.1052.0001 24
3.3766)* (-2.2582)* (.3663)
0993 4.2857 -47.9468 24
(1.5555) (-2.3866)* (-.1314)
0851 -4,0785 --0008 -21.4942 26
(1.1008) (-2.1197)* (~.3395) (-.0508)

Note: Figures in the parentheses represent the values of t-statistic of the estimates
*Significant at the 5 percent level
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for four Pacific Basin countries: Hong Kong, Singapore, South Korea, and Taiwan.
We find that the negative and statistically significant relationship between stock
returns and inflation persists even after the effects of expected economic activity and
inflation variability have been incorporated. Therefore, the findings of this study do
not support the proxy-effect hypothesis for the four Pacific Basin countries. These
results are also consistent with other recent studies that have rejected the proxy-
effect hypothesis for major industrialized countries.
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