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The money market and the forex market form the most volatile markets in the economy based on speculative transactions. Both the 

markets have uncertainty incorporated in its very method of functioning. The Stock Market through its various capital market 

instruments act as an interface between the borrowers and the investors by providing a suitable arrangement in the form of primary and 

secondary market. The stability and performance of the market in terms of share prices is often viewed as a measure of business 

confidence as it augments the corporates and the big businesses with funds. The Forex market deals with more liquid asset- currencies, 

and hence is more volatile compared to the stock market. Exchange rate is the forex market index the investors rely on. Based on their 

risk tolerance and assets preference the investors make their choice regarding investments in the respective markets. Besides the 

selective investment in these markets the topic of the possibility, nature and intensity of relationship between the two markets remains 

a subject of interest for the investors. The relationship between the two markets, that is, the share prices and exchange rates have 

implications for the economy as well which indeed makes it a topic of inspection. High share prices indicate an environment conducive 

of growth and thus attracts investment from abroad. The increased demand for the domestic currency due to increased FDI inflows is 

expected to increase the exchange rate/ appreciation of the currency. The paper aims at diving into getting a better understanding of the 

same. The study is conducted for the case of India to look at the impact of the share price on the exchange rate. The study has covered 

the time frame post the Bengal crash of 1982 to check if the major fluctuations had left its trails on the forex market as well. 

Literature Review 

A paper which was an empirical investigation into the effects of share prices on exchange rate and money demand in India 

(Kumari,2012), through a VECM model, demonstrated a significant negative effect on the exchange rate. However the paper failed at 

providing a strong theoretical reasoning for the same. The paper also focused on the impact of the share prices on the money in the 

economy. A paper into the investigation of determinants of exchange rate (Kılıçarslan, 2018) listed out inflation and GDP to be the 

major factors. The study was conducted in the context of Turkey to study the exchange rate volatility in the period of 1974- 2016, using 

a GARCH model. However, it was explicitly mentioned that the nature of impact of these variables on exchange rate could not be 

extended and generalized to other nations, as every economy has a different environment prevalent thereby having a different channel 
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of functioning altogether. A paper (Singh, 2015) while studying the relationship between the share price and exchange rate, concludes 

a significant bi- directional relationship between both. Cointegration test and Granger Causality test was used to look into the long run 

relationship between them. (Mirchandani,2019) found that there has been substantial volatility in the exchange rate of India, which 

makes it difficult to attribute a particular nature of relationship between the exchange rate and its various possible determinants. The 

paper provides an insight into the major events and the trend of the exchange rate so far.  

 

Data Description and Methodology 

Time series secondary data for India has been collected and the time frame of 1983- 2018 has been used for the study. The time frame 

has been chosen keeping in mind the major stock market crash that occurred in India’s latest history. The variables used in the study 

are exchange rate  expressed as the price of domestic currency in terms of foreign currency, CPI Index for inflation, share prices, FDI 

inflows and GDP growth rate. The sources of  data are OECD data and World Bank Data. Descriptive Statistics has been used to study 

the trend of the variables over the time frame and correlation matrix is used to look at the nature and strength of the relationship between 

them. Out of the four variables, inflation and GDP growth rate are I(0) processes, the rest three: exchange rate, share prices and FDI 

inflows are I(1) processes. Therefore an ARDL modelling has been used for the regression analysis. Exchange rate is taken as the 

dependent variable with share price, inflation and GDP growth rate as the explanatory variables in the regression.  

 

Descriptive Statistics 
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 Source: Based on author’s calculations 

The above graphs show the trends of the variables under study. The major observations are: 

● The exchange rate and share price show similar trends as they remained low till the year 1992, but picked up a growing pace 

since then with minor fluctuations thenceforth. 

● FDI inflows have recorded a growing pace since 1994 reaching its all time high in the year 2009-10, followed by a steep dip 

and continue to low. 

● Price level has been fluctuating throughout the period of analysis. 

● The GDP growth rate has followed a uniform trend compared to the other variables under study with regular fluctuations. 

 

Table 1: Correlation Matrix 

  Exchange Rate Share Price Inflation FDI flows GDP 

Exchange Rate 1     

Share Price 0.84 1    

Inflation -0.41 -0.25 1   

FDI flows 0.73 0.74 -0.07 1  

GDP 0.30 0.29 -0.16 0.30 1 

Source: Based on author’s calculations 

 

There are three set of correlation that can be observed through the correlation matrix: 

● The coefficient value of +0.84 signifies a strong positive correlation between exchange rate and share price. That means both 

variables move in the same direction, an increase in exchange rate would be accompanied by a simultaneous increase in the 

share price as well.  

● The coefficient value of +0.73 suggests a moderate positive relationship between FDI flows and exchange rate.  

● Share Price and FDI flows have a moderate positive correlation with a coefficient value of +0.74. 
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Regression Analysis 

The dependent variable for the study is the exchange rate and the explanatory variables are exchange rate(-1), GDP, GDP(-1), GDP(-

2), GDP(-3), share price, share price(-1), inflation, inflation(-1), inflation(-2), FDI flows, FDI flows(-1) and FDI flows(-2). The lags 

are based on the automatic AIC criteria, where the maximum lags entered was 4. The functional form of the model is: 

ERt=aERt-1+b1INFt+b2INFt-1+b3INFt-2+c1GDPt+c2GDPt-1+c3GDPt-2+c,GDPt-3+d1SHPt+ d2SHPt-1+e1FDIt+e2FDIt-1+e3FDIt-2+ ε 

● The CUSUM test and the CUSUM squared test have been conducted to validate the stability of the model.  

● The model is free from the problems of heteroskedasticity and autocorrelation, which has been verified by the Breusch-

Pagan-Godfrey and LM test. 

Null hypothesis for LM test was: No serial correlation upto 2 lags 

Null hypothesis for Breusch-Pagan-Godfrey test was: Homoscedasticity. 

The prob values were more than 0.05, thus the null hypothesis was accepted in each case.  

● The Error Correction Regression is run to check the short run relationship of the variables. The F- stat of bounds test was 

indeed more than the I(1) value at 5% significance level.  

● However the VIF factor of share price and its lag value is more than 10 indicating the problem of multicollinearity.  

● The RMSE value of the value is 2.73 which was the least among all the models stipulating it to be the best fit.  

 

Table 2: Regression Results 

Variable Coefficient Prob* 

EXCHANGE RATE(-1) 

1.06 

0 

GDP 

-0.02 0.91 

GDP(-1) 

-0.16 

0.36 

GDP(-2) 

-0.03 

0.87 

GDP(-3) 

0.55 

0.01 

INFLATION 

0.29 

0.08 

INFLATION(-1) 

0.01 

0.95 

INFLATION(-2) 

0.30 

0.03 

SHARE PRICE 

-0.16 

0.00 

SHARE PRICE(-1) 

0.20 

0.00 

FDI FLOWS 

-0.69 

0.36 
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FDI FLOWS(-1) 

-1.99 

0.04 

FDI FLOWS(-2) 

1.09 

0.15 

C 

-6.23 

0.07 

Source: Based on author’s calculations 

 

● The prob value of the following variables is less than 0.05 implying a significant impact of these variables on the dependent 

variable- exchange rate: 

❖ First lag of exchange rate 

❖  Second lag of inflation 

❖ Third lag of GDP growth rate 

❖ Share price 

❖ First lag of share price and  

❖ First lag of FDI inflows 

● The rest of the variables are insignificant at 5% significance level.  

● A one unit increase in the first lag of exchange rate causes an almost proportionate change in the exchange rate of the current 

period and a one unit increase in third lag of GDP is followed by 0.55 uits of increase in exchange rate. 

● A one unit increase in the second lag of inflation causes a 0.30 unit increase in the exchange rate 

● A one unit increase in the share price leads to 0.16 units decrease in the exchange rate and vice versa. On a contrast, a 

directly proportional relationship exists between the first lag of share price and the exchange rate, where a one unit increase 

in the lag value would cause a 0.20 units increase in the exchange rate.  

● The FDI inflows have a negative impact as one unit increase in first lag of FDI inflows causes a 1.99 units decrease in 

exchange rate.  

Inference 

A major takeaway from the model is the fact that the lag value of most of the variables turned out to be significant instead of the current 

values. This means there is a lag involved for these variables to have its impact on the exchange rate. The share price of the previous 

period has a positive impact on the exchange rate. This can be seen as the outcome of static expectations, that is when people form their 

expectations based on the past statistics. A favourable trend in the share price of the last period is seen as a healthy environment for 

development of the domestic economy in the present period attracting foreign funds leading to consequent appreciation of the currency, 

that is an increase in exchange rate. However, the share price in period t has a negative effect on the exchange period in the same period, 

that is an increase in the share price would be followed by a depreciation of the domestic currency. This could be attributed to the 

bearish factor who are pessimistic of the prices and business environment in the future thereby inhibiting future investments and having 

a negative impact on the exchange rate. 

 The exchange rate of the previous period has a proportionate increasing effect on its value in the next period. The inflation of the period 

(t-2) has an impact on the exchange rate of period t. The increased GDP growth involves a substantial lag in transferring its positive 

externalities to the exchange rate.  

Conclusion 

The paper was an empirical investigation into the impact of share price on the exchange rate in India. Through the descriptive and 

regression analysis, a relationship was observed between both the variables. The lag value of the share price was also found to have a 

profound impact on the exchange rate. A favourable lagged value of the share price is favourable in terms of value of the domestic 
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currency. Except for share price the other variables did not have an instant impact on the exchange rate suggesting a slow adjustment 

of the exchange rate to the trend of the other variables. 
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Appendix 

Appendix 1: The ARDL Model 

 

 

Appendix 2: CUSUM TEST 
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Appendix 3: CUSUM Square test 

 

Appendix 4: Serial Correlation LM Test 
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Appendix 5: Breusch-Pagan-Godfrey Test 

 

Appendix 6: Error Correction Regression 
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Appendix 7: RMSE Value 

 

Appendix 8: Multicollinearity Test 
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