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THE EFFECT OF US-CHINA TRADE WARS ON SHANGHAI STOCK EXCHANGE
COMPOSITE INDEX

SERDAR OZTURK?, BUKET ALTIN(QZ2

ABSTRACT

The aim of this paper is to investigate the effect of US import tariffs on Chinese goods and China import tariffs on US
goods on Shanghai Stock Exchange Composite Index for the period from 1991 to 2016. It is selected Chinese main
macroeconomic variables as control variables. For this purpose, itis used ARDL boundary testing approach in this study.
Empirical results suggest that an increase in tariffs rate applied by US affect negatively to Shanghai stock index in the
long term. In addition, broad money supply and inflation rate, which are two of the macroeconomic variables used in
the analysis, has a positive impact on it. Consequently, the US-China trade war, which based on US import tariffs on
Chinese goods, damages for China stock market. With these results we cannot say whether the US is a winner or loser,
but we can say that China is definitely the loser.
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ABD-CiN TiCARET SAVASLARININ SANGAY MENKUL KIYMETLER BORSASI
KOMPOZIT ENDEKSI UZERINE ETKIiSi

0Z

Bu calismanin amaci, ABD’nin Cin mallarina uyguladigi ithalat tarifeleri ile Cin’in ABD’den ithal ettigi mallar {izerine
uyguladig ithalat tarifelerinin Sangay Menkul Kiymetler Borsas1 Kompozit Endeksi’'ne etkisinin 1991-2016 dénemi icin
incelenmesidir. Cin'in ana makroekonomik degiskenleri kontrol degisken olarak se¢ilmistir. Bu amagla, calismada ARDL
sinir testi yaklasimindan faydalanilmistir. Ampirik sonuglar, ABD tarafindan uygulanan tarife oranlarindaki artisin uzun
vadede Sangay hisse senedi endeksini olumsuz yoénde etkiledigini gostermistir. Ayrica analizde kullanilan
makroekonomik degiskenlerin ikisi olan M2 para arzi ve enflasyon oraninin borsa endeksi iizerinde pozitif yonlii bir
etkisi oldugu tespit edilmistir. Sonug olarak, ABD’nin Cin mallarina uyguladig: ithalat tarifelerine dayanan ABD-Cin
ticaret savasinin Cin borsasina zarar verdigi sdylenebilir. Elde edilen sonuglarla ABD’nin bu savasin kazanani mi1 yoksa
kaybedeni mi oldugu sdylenememekle birlikte, Cin’in kesinlikle kaybeden taraf oldugu sdylenebilir.
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INTRODUCTION

It has proven by many studies that stock prices are affected by both the national and international economic
developments (Cauchie et. al., 2004; Haque and Sarwar, 2012; Ariff et. al.,, 2012; Chakraborty et. al., 2008;
i.e.). Along with the globalization tendency that started in the mid-1980s and continues until today, the
interdependence among the economic structures and the sensitivity towards external developments have
increased. Especially, trade between countries is an important element that increases this dependence. It is
also closely related to trading companies and thus stock prices of these firms. Therefore, the policies
followed by countries, which have mutual intense trade relations will have an impact on the markets of each
other.

The trade relationship between the United States and China has a very old history and today China is among
the top five trade partners of the United States (according to World Integrated Trade Solution, these are
China, Mexico, Canada, Japan and Germany, respectively). However, Trump, decided to implement
conservative policies on the grounds that the regular trade system since the Second World War no longer
served US interest. Thus, on 8 March 2018, the United States made the first move and decided to impose
additional customs tariffs on some import items. US-China trade wars started from this date and the mutual
moves continued. After these developments, China’s loss of title to become the world’s second biggest stock
exchange is explained by the negative impact of tension between the US and China, on the China stock
returns. All this constitutes the starting point of the study and it is decided whether the tariffs will be
included in the determinants of the stock prices, which is a topic frequently discussed in the literature.

Figure 1. The value of imports between the US and China, and Shanghai Composite Index
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Source: World Integrated Trade Solution and Investing.com.

When it is taken consideration to Figure 1, which includes the mutual import amounts between the US and
China, the importance of the issue becomes clearer. This graph that 1992 is adopted as the starting point,
illustrate that the US imports from China are at very high levels. This trend, while proving that Chinese
markets are highly sensitive to US demand, implies that US protectionist policies will have an inevitable
effect on these markets. In addition, today, although US imports are about 3.5 times higher than Chinese
imports, retaliation policies for China’s tariffs on US goods may shift balances in Chinese markets.
Consequently, the main purpose of this study is to investigate the impact of these two countries’ mutual
tariffs on China’s stock market. Because this graph also shows that the most important stock exchange of
China, the Shanghai Composite Index, fluctuates in the same direction as trade between the two countries.

The contributions of this paper to the literature are as follows: Firstly, although there are numerous studies
in the current literature aiming to determine the determinants of stock returns, the potential impact of
protectionist policies in international trade has been neglected. However, it is inevitable that tariffs, which
are an important protectionist policy instrument in the direction of outward opening and recent
developments, are included in analyzes. Thus, this gap is attempted to be filled with this paper and a
comment is made on whether the decline in Chinese stock markets is due to US tariffs. In addition, China’s
customs duties on goods imported from the US are included in the analysis. Thus, both sides of the trade
war are evaluated in terms of their effects. Secondly, a contribution is made to the current literature by
including China’s basic macroeconomic indicators in the analysis and a comparison is made between the
impacts of these indicators and tariffs. Finally, the use of the ARDL method in the study is important in terms
of it has the up-to-date methodology and presents reliable evidence for the long run.

In the direction of aims and contributions to be provided, the rest parts of the study are designed as follow:
Firstly, current theoretical and empirical literature review relevant to the subject is made. In the analysis
section of the study, the data set used is introduced, methodology is written, and the results obtained from
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the analysis are reported respectively. Finally, some suggestions are made in the conclusion section and
policy recommendations are presented.

1. THEORETICAL AND EMPIRICAL LITERATURE REVIEW
1.1. Theoretical Framework

The interaction mechanism between various macroeconomic variables and stock returns has been the
subject of research from past to present. Firstly, Fama (1981) explained the channel which has the impact
of inflation rate on stock prices. Since the stock price reflects the future earnings potential of the firms, the
expected economic downturn due to the increase in the inflation will reduce stock prices and hence stock
returns. Also, the relationship between inflation rate and stock returns is discussed by Modigliani and Cohn
(1979). According to them, the negative relationship between the two variables is the result of the investors’
tendency towards from stocks to other assets with interest income.

Another issue that does not have a consensus on the interaction between them is the relationship among
the stock returns and the exchange rate. There are two main approaches as traditional and portfolio balance,
which explain to the relationship between them. According to the traditional view, fluctuations of the
exchange rate are mainly the results of changes in money demand and money supply. In this model,
volatility of exchange rate affects the trade balance, international competition, and thus the real income
level. The change in real income affects the current and future cash flows, and stock prices of firms
(Dornbusch and Fischer, 1980). According to this approach, there is a positive and unidirectional causality
relationship among the two variables from exchange rate to stock returns. Portfolio equilibrium approach
implies that a causal relationship between the stock returns and the exchange rate is expected to be negative
and from the stock price to the exchange rate (Branson, 1983). The mechanism starts with a decline in stock
prices; this decline reduces the wealth of domestic investors. Domestic investors, whose wealth decreases,
demand less money, and the decrease in money demand reduces interest rates. These developments lead
to capital outflows, and hence the increase in exchange rates.

Another macroeconomic factor that may have an impact on stock returns is the money supply. Theoretically,
while the money supply is increasing, it is also expected that the inflation will rise, and so, stock prices
decrease. Therefore, the money supply has a negative impact on the stock returns. However, an increase in
money supply stimulates the economy and increase business gains. This effect will probably result in an
increase cash flows and stock prices in future (Gan et. al., 2006). After all, in the literature, two opposite
views are found for the relationship among money supply and stock returns.

On the other hand, an increase in interest rates, the investor’s dividend or capital it reduces the present
value of future cash flows that it expects to obtain as revenue. Furthermore, the rise in interest rates reduces
bond prices. Thus, an increase in interest rates leads to an increase in bond purchases and a decrease in
demand for stocks (Hashamzadeh and Taylor, 1988). Because the most important one of the factors that
drives the stock investor to invest is that the return expected from the stock is higher than the interest tare.

Apart from the basic macroeconomic variables, international trade policies inevitably affect the stock
markets. In particular, free trade agreements are considered as a determinant of the stock returns. Trade
agreements affect main variables such as exchange rates and stock prices between member countries
through the real sector. For example, advantages may arise from increased commercial opportunities and
greater competition (Daelemans et. al. (2018). In addition, these agreements provide an increase in trade
with the removal of customs tariffs among the parties. Thus, both international capital flows and the stock
returns of the exporting firms will increase. The benefits of international trade are a matter of constant
debate among economists. However, in addition to the resulting net benefit, winners and losers emerge
among certain economic sectors, and between producers and consumers. While firms operating in
protected industries are in the group of losers, exporters gain from this outward opening (Hanson and Song,
1998). These gains and losses directly affect the stock prices of the firms.

1.2. Empirical Literature Survey

There are many studies researching the determinants of stock returns in literature. The results of the
studies vary according to the differences in the models used, the types of variable used, the periods covered
and the countries involved. As the tariffs are not included in the analysis as a determinant of stock prices in
the literature, the selected studies focusing on the relationship between the basic macroeconomic variables
and stock prices have been reviewed in this section. The review of these empirical studies investigating the
linkage of stock returns and various macroeconomic dynamic forms the infrastructure of this paper.

Davidson and Froyen (1982) investigated the relationship among monetary policy and New York stock
exchange returns for the period from 1971 to 1976, and they reached that the expectation of an increase in
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monetary aggregate reduces stock returns. Maghayereh (2002) analyzed the long term relationship
between the Jordanian stock prices and macroeconomic indicators such as export, foreign reserve, M1
money supply, interest rate, inflation and industrial production index, for 1987-2000 data period, using
Johansen cointegration analysis. Results showed the existing of cointegration relationship between all
variables. Cauchie et. al. (2004) investigated the determinants of Swiss stock exchange returns by using an
APT framework for the period from 1986 to 2002. They found that stock returns are influenced by both
global and local economic situation. However, in contrast to Cauchie et. al. (2004), the relationship between
domestic macro conditions and stock returns has been widely discussed in the literature.

Maysami et. al. (2004) examined the effects of macroeconomic variables on Singapore stock market index.
The paper concluded that there is a cointegration relationship between changes in the short and long run
basic macroeconomic indicators and stock returns. Humpe and Macmillan (2007) is another study that
analyzes the same relationship with similar variables. This study comparing United States and ]apan,
suggested that stock exchange returns are positively related to industrial production and negatively effect
on both the inflation and a long run interest rate in US. In addition, they found out that there is a positive,
but insignificant relationship between US stock prices and the money supply. However, Japanese stock
prices are affected positively by industrial production, but are affected by the money supply negatively.
Hsing (2011) investigated the macroeconomic determinants of Hungary’s stock index, using GARCH model.
Empirical results indicated that although real GDP, government debt, exchange rate and German stock
market index have positive impact on Hungary’s stock market index, real interest rate, expected inflation
rate and government bond yield in the euro area negatively affect on dependent variable. Kasman et. al.
(2011) analyzed the effect of interest rate and exchange rate on banks’ stock returns and volatility in Turkey
by using OLS and GARCH methods. Their findings implied that the changes in interest rate and exchange
rate have a negative impact on banks’ stock returns.

Alagidede and Panagiotidis (2012) presented the nexus between stock returns and consumer prices in G7
countries for the period from 1970:01 to 2008:04, using OLS and GARCH methods, and they reached a
positive relationship for Italy and UK. Ariff et. al. (2012) investigated the nexus between monetary supply,
interest rate, liquidity and stock prices. According to their results, liquidity has a positive impact on share
prices. Haque and Sarwar (2012) researched the macro determinants of stock returns in Pakistan over the
period of 1998-2009. Findings implied that volatility and GDP has a positive impact on individual equity
return, but, inflation, interest rate, money supply and budget deficit has a negative impact on it. Another
study for Pakistan was made by Alam et. al. (2014), and revealed that inflation rate, money supply, exchange
rate and interest rate has a negative impact on stock prices, while industrial production index affect on it
positively. Sirucek (2013) searched the impact of money supply on stock bubbles in US. Empirical results
confirmed the effect of money supply on stock bubbles from year 2007.

Kirui et. al. (2014) indicated the reaction of the stock returns to a change in each of the macroeconomic
variables in Kenya. Analysis results suggested that an increase in depreciation of a domestic currency lead
to decrease of stock returns by 1.4 per cent. Norfeldt (2014) investigated the effect of interest rates, investor
sentiment and M2 money supply on returns S&P500 and Dow Jones, and found that there is a significant
relationship between an expected change in the FED fun target rate and stock returns. Moya-Martinez et. al.
(2015) studied for Spain by using wavelet analysis. Their results proved that the Spanish stock market is
linked with the development of long term interest rates. Bissoon et. al. (2016) examined the impact of
money supply and interest rate on stock returns in five countries for the period from 2004 to 2014, using
panel regression model. The results revealed a negative relation between interest rate and stock returns
and a direct connect between money supply and stock market returns. Assefa et. al. (2017) investigated the
relationship among stock returns and interest rates in 21 developed and 19 developing countries over the
period 1999-2013. Analysis results suggested that interest rates have a negative impact on stock returns in
the 21 developed countries. Bahloul et. al. (2017) studied the effect of domestic stock market return and its
volatility, and some macroeconomic variables such as inflation rate, interest rate, the slope of the yield curve
and money supply on Islamic stock returns in developed and emerging markets, applying Markov switching
model.

In articles mentioned so far, trade indicators are excluded from the explanatory variables. However, studies
that include import and export variables as a determinant of stock returns are included in the literature.
For instance, Chakraborty et. al. (2008) investigated the nexus between import, export, dollar exposure and
stock returns. Analysis results suggested that the dollar exposure increases with imports but decreases with
exports. Therefore, they suggested that the stock market performance of importer companies moves
positively with the performance of the dollar, but the stock performance of exporter companies tends to
move against the dollar. Bas¢1 and Karaca (2013) found out the relationship between Turkish stock market
and some domestic economic indicators such as gold prices, import, export and exchange rate, using VAR
model for the period from 1996 to 2011. According to results, as a result of the shock given to the import,
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shares first reacted towards increase and then have decreased incrementally. Hasanujzaman (2016)
analyzed the effects of export growth to the Dhaka stock market index for the period 2004:06-2013:07,
using VAR model. Results showed that a positive export shock result in react of negative exchange rate.
Tiryaki et. al. (2017) investigated the linkage among stock returns and selected macroeconomic variables
in Turkey for the period 2003:01-2016:12. The paper proved that the basic determinants of Turkish stock
returns are the changes in industrial production index, inflation rate, export, exchange rate, S&P’s 500 index,
world oil price index and the interest difference between Turkish Central Bank policy rate and the Federal
Funds Rate of the USA in the long term. Daelemans et. al. (2018) investigated the effect of the Canada-US
Free Trade Agreement and NAFTA on the volatility on stock returns. Their results suggested that NAFTA
decrease the stock market’s volatility.

2.DATA, MODEL SPECIFICATION, AND METHODOLOGY
2.1. Data

Table 1 presents the variables used in this paper. We obtained annual data for China economic indicators,
for China tariffs on import from US, and for US tariffs on import from China, cover data period 1991-2016.
AHS dutiable tariff lines share, which is the indicator representing the protectionist policies of both
countries, refers to the effectively applied dutiable tariff lines share in percentage. The Shanghai Composite
Index is used in the study because it is in the first place among Chinese indices. This index is the stock index
of all shares in the Shanghai Stock Exchange. Also, China’s Shanghai Composite Index is considered the most
popular benchmark for the country’s economy and stock market performance. While the tariff rates used in
the study are the main explanatory variables, China’s domestic macroeconomic indicators are considered
as control variables.

Table 1. Data describes

Variable Describe Measure Source

log_tarf AHS dutiable tariff lines share for import of all % World Integrated
products (Reporter: US, Partner: China) Trade Solution

log_tarfc AHS dutiable tariff lines share for import of all % World Integrated
products (Reporter: China, Partner: US) Trade Solution

log_inf Inflation, consumer prices Annual % WDI

log_exch Real effective exchange rate index 2010=100 WDI

log m2 Broad money % of GDP WDI

log_int Interest rates Annual % Federal Reserve

Economic Data
log_stock Shanghai Composite (SSEC) Price www.investing.com
2.2.Model

The model specification to investigate the linkage between US import tariffs on China, main macroeconomic
variables, and Shanghai Stock Exchange Composite Index is based on simple multivariate framework as
follows:

log _stock, = a + f;log _tarf, + B,log _tarfc, + fslog _inf, + fB,log _exch, + Bslog _m2, +
Belog _int, + p; (1)

The variables that used in the model are the annually Shanghai stock exchange (log_stock), US dutiable tariff
lines share for import of all products (log_tarf), China dutiable tariff lines share for import of all products
(log_tarfc), consumer prices index (log_inf), real exchange rate (log_exch), board money supply (log_m2),
interest rates (log_int)). All variables are included logarithmically to the model.

In the light of the theoretical explanations in the previous section, it is expected that primarily the
protectionist policies will decrease the return of the stocks by damaging the trade and thus the profitability
of firms. Thus, additional customs on imports are expected to reduce the Shanghai stock market index. The
increase in the inflation rate causes an increase in interest rates in the long run, and the rising interest rates
cause of the decrease in stock prices. Thus, a negative relationship is expected between the two variables.
Besides, the coefficients of the exchange rate, money supply, and interest rate are expected to be negative.
Because the increase in the exchange rate and money supply cause an increase in cost by creating an
inflationary effect. Lastly, the rise in interest rates will decrease the demand for stock by increasing the
tendency to bond demand.
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2.3. Methodology

The first stage of time series analysis is to investigate whether the series are stationary. Because stability is
important to providing more reliable and consistent results, the stability of the series is tested by the ADF
unit root test. The basic regression equation of the method developed by Dickey and Fuller (1979) is shown
as:

AYL— =a+ 5Yt—1 + Z?:l giAYt—i + HUe t=1,...,T (2)

A is the first difference, Y: is the series used, t is a time period, p; is the error term and z measures the lag of
the dependent variable. The lag length is determined by the Akaike Information Criteria. For the ADF unit
root test, the null hypothesis shows that series are not stationary and the alternative hypothesis is that the
series are stationary. Hypothesis testing is deal with the estimator and t statistic value of the § parameter.

The second step of time series analysis is to decide which method to use. Econometric analysis of long run
relationship has been the focus of theoretical and empirical studies in economics literature. For this purpose
several cointegration tests (Engle and Granger, 1987;
Johansen, 1988; Johansen and Juselius, 1990) have been developed. The proposed methods have been
accepted as a solution to the problem of the loss of some information due to the difference of the series in
order to prevent false regression in analyzes made with non-stationary series. However, these cointegration
test find application areas if the series are stable at the same level. ARDL bounding test approach by
developed Paseran et. al. (1996), Paseran and Shin (1997) and Paseran et. al. (2001) has emerged as an
analytical method that provides consistent estimates of asymptotically normal long run coefficient
regardless of whether the baseline estimator are 1(0) or I(1). The ARDL bounding test equation is mainly
formulated as follows (Paseran and Shin, 1997):

Alog _stock, = a+ Y7, BriA(log _stock),_; + 27y BaiA(log _tarf)._; +
Yi—oPsib(log _tarfc),_; + Xio Puib(log _inf)e; + Xi—o BsiA(log _exch),_; +
Yoo Beib(log _m2)._; + X_o BrA(log _int),_; + Bglog _stock,_; + Bolog _tarf,_; +
Piolog _tarfc,_y + Pyalog _inf,_y + Biolog _exch,_y + Byslog _m2, , +
Bislog _int,_ 1 + & (3)
A is the difference between lags of dependent and independent variables. The difference between each lag
in dependent and independent variables indicates short run dynamics. The changes may occur in dependent
variables the ratio of the coefficient of each lag value to the coefficient of the dependent variable show the
long run dynamics.

The term of error correction is defined to obtain short-run dynamics as follows:

Alog _stock, = a+ X7, f1;A(log _stock),_; + X7, B2 A(log _tarf),_; + X7_o B3 A(log _tarfc),_; +
Y=o BaiA(log _inf)e_; + Xi_o BsiA(log _exch),_; + X7 o BeiA(log _m2),_; +
Y=o Bril(log _int),_; + + Bg;ECT,_; + 9, (4)

A negative and significant ECTt: coefficient means that the short run imbalance among the dependent and
explanatory variables will return to the long run equilibrium relationship.

3. ANALYSIS RESULTS

In this study, stationary analysis is performed for the eight time series. The Augmented Dickey-Fuller unit
root test is used and the test results are presented Table 2 below:

Table 2. ADF unit root test results

Level First Difference
Variable t-statistics(Prob.) t-statistics(Prob.)
log_stock 1.410(0.955) -5.501(0.000)*
log tarf -2.030(0.272) -5.094(0.000)*
log_tarfc -3.301(0.026)* -4.531(0.000)*
log_inf -3.902(0.007)* -4.878(0.000)*
log_exch -0.358(0.901) -5.438(0.000)*
log m2 -1.411(0.506) -5.101(0.000)*
log_int -1.012(0.732) -3.050(0.044)*

*, **, and *** denotes %1, %5 and %10 statistically significant level, respectively.

Table 2 contains both level and difference values for all variables. When the results are examined, it is
understood that the series of log_tarfc and log_inf are stationary at the level. The other series are stationary
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at the first difference. In this case, regardless of whether the series are 1(0) or I(1), the ARDL method is the
most appropriate method for presenting the long term cointegration relationship and coefficient estimates
between variables. Firstly, the criteria used in the selection of the most appropriate ARDL model as shown
in Figure 2:

Figure 2. Optimal model selection

Akaike Information Criteria (top 20 models)
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Figure 2 show that ARDL (2, 0, 1, 1, 1, 0, 1) is the optimal model for testing long run cointegration
relationship, coefficient and short run effects. The results of the analysis using this model are given in Table

3.

Boundary test results indicate a strong cointegration relationship between variables in the long run. Long
run coefficient estimation results suggest that tariffs rate has a negative effect on stock market index. In
other words, an increase in the tariffs rate of US to products imported from China reduces the Shanghai
stock index. In contrast, an increase in broad money supply and inflation rate increases the stock prices (see
in Davidson and Froyen, 1982; Alagidede and Paragiotidis, 2012). Coefficient of China’s tariffs on import
from US and exchange rate are statistically insignificant. Also, an increase in interest rates, as expected,
reduces stock returns in the long run (see in Humpe and Macmillan, 20017; Kasman et. Al,, 2011). Short run
estimation results are in line with the long run results. Accordingly, a negative relationship is found between
Shanghai stock index and additional customs tariffs of the USA, whereas a positive relationship is found
with the broad money supply and inflation rate.
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Table 3. ARDL (2,0,1,1, 1, 0, 1) test results

Cointegration F-statistic [1(0) - I(1)]
ARDL(2,0,1,1,1,0,1) 4.078 2.88-3.99"
Short run results Coefficient t-statistic(Prob.)
C 2.595 1.213(0.250)
log_stock(-1) -1.281 -4.864(0.000)"
log_tarf -0.438 -2.281(0.043)"
log_tarfc(-1) 0.037 0.495(0.629)
log_m2(-1) 2.624 1.995(0.071)
log_int(-1) -1.444 -1.780(0.102)
log_inf 0.463 1.960(0.075)
log_exch(-1) -1.387 -1.028(0.325)
d(log_stock(-1)) 0.586 2.441(0.032)"
d(log_tarfc(-1)) -0.053 -0.866(0.404)
d(log_m2) 4.997 1.976(0.073)™
d(log_int) -5.041 -2.803(0.017)"
d(log_exch) 4.015 1.786(0.101)
Long run results

C 2.026 2.026(0.227)
log_tarf -0.342 -2.573(0.025)"
log_tarfc 0.029 0.485(0.636)
log_m2 2.048 1.901(0.083)™"
log_int -1.127 -1.968(0.074)
log_inf 0.361 0.361(0.081)™
log_exch -1.083 -1.083(0.347)
Error correction result

ECM (-1) -1.281 -7.306(0.000)"
Diagnostic test results F-statistic Prob.
Breusch-Godfrey LM Test 2.478 0.138
Heteroskedasticity Test 1.598 0.211

Ramsey Reset Test 0.250 0.627
Jarque-Bera Normality Test 0.334 0.845

*,** and ** denotes 1%, 5% and 10% statistically significance level, respectively.

Note: According to Akaike Information Criteria, Maximum lag is 2.

The results of the error correction model applied in order to determine the short run effects prove that the
error correction coefficient is negative and statistically significant. According to Narayan and Smyth (2006),
the ECM(-1),which has a value between -1 and -2, indicates that the system is balanced by fluctuating. The
diagnostic test results show that there is no econometric problem in the analysis.

Figure 3: CUSUM test results Figure 4: CUSUMQ test results
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CONCLUSION

In this paper, we explored the effect of US-China trade wars on the China’s stock market for the period from
1991 to 2016. Thus, based on historical data, we have put forward an idea of whether the current US-China
trade war will have an impact on the Chinese capital market. However, while we have done this research,
we have included the main indicators of China, as the main macroeconomic indicators have proven to be a
determinant of stock returns in the current theoretical and empirical literature. In this context, we applied
ARDL analysis.

Analysis results indicated that US tariff rates have a negative impact on stock returns. Thus, an increase in
the tariffs reduces stock returns. China’s position as a major exporter for the United States shows that US
protectionist policies will greatly harm China. On the other hand, the coefficient of the variable representing
China’s tariffs for US goods is positive but statistically insignificant. This result implies that China’s position
as an exporter against the US is more crucial than its importer position. In addition, money supply, which is
one of the macroeconomic indicators, has a positive outcome on stock returns in both long and short run.
This effect is in line with the view that an increase in money supply would boost business gains by
stimulating the economy and thus positively affect stock prices. Also, an increase in interest rates, as
expected, reduces stock returns in the long run. Short run estimation results are in line with the long run
results. Accordingly, a negative relationship is found between Shanghai stock index and additional customs
tariffs of the USA, whereas a positive relationship is found with the broad money supply and inflation rate.

Finally, the financial markets of countries are affected by a number of internal macroeconomic indicators
as well as their relations with trade partners. This paper gives a new perspective to the literature in terms
of revealing this argument. It has once again is proved that globalization has increased the
interdependencies and in fact brought the countries to a more sensitive position. Thus, a new argument has
been added to the debate whether it is protectionism or openness. At this point, what is actually important
is that political conflicts of interest and the policies implemented with the efforts to retain world leadership
do not ignore the welfare of the world.

Today, the effects of this war on the financial and real markets are discussed intensively, and the results
show that the Shanghai Composite Index in Hong Kong approximately decreased by 28 percent in 2018.
The findings obtained with this paper are to prove that China will be the losing party in the trade war.
However, studying this relationship by the United States may indicate whether the US is a winner or a loser.
So, this is a question mark and can be an idea for future studies.

KOCATEPEIIBF Dergisi - Cilt: 21, Say:: 1, Yil: Haziran 2019, Sayfalar: 59-69.
KOCATEPEIIBF Journal - Volume: 21, Issue: 1, Year: June 2019, Pages: 59-69.



68

Serdar Oztiirk, Buket Altindz; The Effect Of US-China Trade Wars On Shanghai Stock Exchange Composite Index

REFERENCES

Alagidede, P. & Panagiotidis, T. (2012). “Stock returns and inflation: Evidence from quantile regressions”.
Economic Letters, 117, 283-286.

Alam, Z. & Rashid, K. (2014). “Time series analysis of the relationship between macroeconomic factors and
the stock market returns in Pakistan”. Journal of Yasar University, 9(36), 6261-6380.

Ariff, M., Chung, T. & Shamsher, M. (2012). “Money supply, interest rate, liquidity and share prices: A test
of their linkage”. Global Finance Journal, 23(3), 202-220.

Assefa, T. A, Esqueda, O. A. & Mollick, A. V. (2017). “Stock returns and interest rates around the world: A
panel data approach”. Journal of Economics and Business, 89, 20-35.

Bahloul, S., Mrouna, M. & Naifar, N. (2017). “The impact of macroeconomic and conventional stock market
variables on Islamic index returns under regime switching”. Borsa Istanbul Review, 17(1), 62-74.

Bascy, E. S. & Karaca, S. S. (2013). “The determinants of stock market index: VAR approach to Turkish stock
market”. International Journal of Economics and Financial Issues, 3(1), 163-171.

Bissoon, R, Seetanah, B., Bhattu-Babajee, R., Gopy-Ramdhany, N. & Seetah, K. (2016). “Monetary policy
impact on stock return: Evidence from growing stock markets”. Theoretical Economic Letters, 6, 1186-
1195.

Branson, W. H. (1983). “A model of exchange-rate determination with policy reaction: Evidence from
monthly data”. NBER Working Paper No: 1135.

Cauchie, S., Hoesli, M. & Isakov, D. (2004). “The determinants of stock returns in a small open economy”.
International Review of Economics and Finance, 13, 167-185.

Chakraborty, S., Tang Y. & Wu, L. (2008). “Imports, exports, dollar exposures, and stock returns”. Open
Economies Review, 26(5), 1059-1079.

Daelemans, B, Daniels, ]. P. & Nourzad, F. (2018). “Free Trade Agreements and Volatility of Stock Returns
and Exchange Rates: Evidence from NAFTA”. Open Econ. Rev., 29, 141-163.

Davidson, L. S. & Froyen, R. T. (1982). “Monetary policy and stock returns: Are stock markets efficient?”.
Review, Federal Reserve Bank of St. Louis, 3-12.

Dickey, D. A. & W. A. Fuller (1979). Distribution of the estimators for autoregressive time series with a unit
root. JSTOR, 74(366).

Dickey, D. A, & W. A. Fuller (1981). “Likelihood ratio statistics for autoregressive time series with a unit
root”. Econometrica: Journal of the Econometric Society, 1057-1072.

Dornbusch, R. & Fischer, S. (1980). “Exchange rates and the current account”. The American Economic
Review, 70(5), 960-971.

Engle, R. F. & C. W.]. Granger (1987). “Co-Integration and error correction: representation, estimation, and
testing”. Econometrica, 55(2), 251-276.

Fama, E. F. (1981). “Stock returns, real activity, inflation, and money”. American Economic Review, 71(4),
545-565.

Gan, C, Lee, M,, Yong, H. H. & Zhang, ]. (2006). “Macroeconomic variables and stock market interactions:
New Zealand evidence”. Investment Management and Financial Innovations, 3(4), 89-101.

Granger, C. W.]. (1988). Some recent development in a concept of causality”. Journal of Econometrics,
39(1-2), 199-211.

Hahn, . & Yoon, H. (2016). “Determinants of the cross-sectional stock returns in Korea: Evaluating recent
empirical evidence”. Pacific-Basin Finance Journal, 38, 88-106.

Hanson, R. & Song, M. H. (1998). “Shareholder Wealth Effects of Free Trade: US and Mexican Stock Market
Response to NAFTA”. International Review of Economics and Finance, 7(2), 209-224.

Haque, A. & Sarwar, S. (2012). “Macro-determinants of stock return in Pakistan”. Middle-East Journal of
Scientific Research, 12(4), 504-510.

Hanson, R. & Song, M. H. (1998). “Shareholder wealth effects of free trade: US and Mexican stock market
response to NAFTA”. International Review of Economic and Finance, 7(2), 209-224.

KOCATEPEIIBF Dergisi - Cilt: 21, Say:: 1, Yil: Haziran 2019, Sayfalar: 59-69.
KOCATEPEIIBF Journal - Volume: 21, Issue: 1, Year: June 2019, Pages: 59-69.



69

Serdar Oztiirk, Buket Altindz; The Effect Of US-China Trade Wars On Shanghai Stock Exchange Composite Index

Hasanujzaman, M. (2016). “The impact of export growth to stock market in a managed floating exchange
rate regime: A VAR analysis”. MPRA Working Paper, No: 77123.

Hashemzadeh, N. & Talor, P. (1988). “ Stock prices, money supply, and interest rates: The question of
causality”. Applied Economics, 20(1), 1603-1611.

Hsing, Y. (2011). “Macroeconomic determinants of the stock market index and policy implications: The
case of a central European country”. Eurasian Journal of Business and Economics, 4(7), 1-11.

Humpe, A. & Macmillan, P. (2007). “Can macroeconomic variables explain long term stock market
movements? A comparison of the US and Japan”. Centre for Dynamic Macreconomic Analysis Working
Paper Series, CDOMAQ7/20.

Johansen, S. (1988). “Statistical analysis of cointegration vectors”. Journal of Economic Dynamics and
Control, 52(3), 389-402.

Johansen, S. & K. Juselius (1990). “Maximum likelihood estimation and inference on cointegration with
applications to the demand for money”. Oxford Bulletin of Economics and Statistics, 52(2), 169-210.

Kasman, S., Vardar, G. & Tung, G. (2011). “The impact of interest rate and exchange rate volatility on banks’
stock returns and volatility: Evidence from Turkey”. Economic Modelling, 28, 1328-1334.

Kirui, E., Wawire, N. H. W. & Onono, P. O. (2014). “Macroeconomic variables, volatility and stock market
returns: A case of Nairobi securities exchange, Kenya”. International Journal of Economics and Finance,
6(8), 214-228.

Maghayereh, A. (2002). “Causal relations among stock prices and macroeconomic variables in the small,
open economy of Jordan”. JKAU: Econ & Adm., 17(2), 3-12.

Maysami, R. C., Howe, L. C. & Hamzah, M. A. (2004). “Relationship between macroeconomic variables and
stock market indices: Cointegration evidence from stock exchange of Singapore’s All-S sector indices”.
Jurnal Pengurusan, 24, 47-77.

Modigliani, F. & Cohn, R. (1980). “Inflation, rational valuation, and the market”. Financial Analysts Journal,
35, 24-44.,

Moya-Martinez, P., Ferrer-Lapena, R. & Escribano-Sotos, F. (2015). “Interest rate changes and stock
returns in Spain: A wavelet analysis”. BRQ Business Research Quarterly, 18, 95-110.

Mumo, M. P. (2017). “The determinants of stock returns in the emerging market of Kenya: An empirical
evidence”. International Journal of Economics and Finance, 9(9), 8-21.

Narayan, P. K. & Smyth, R. (2006). “What determines migration flows from low-income to high-income
countries? An empirical investigation of Fiji-US migration 1972-2001". Contemporary Economic Policy,
24(2), 332-342.

Norfeldt, O. (2014). “The effects of monetary policy on stock market returns”. Web address:
http://www.diva-portal.se/smash/get/diva2:790845/FULLTEXTO01.pdf.

Pesaran M. H. & Y. Shin (1997). An autoregressive distributed lag modelling approach to cointegration
analysis. Web: https://pdfs.semanticscholar.org/743d/cle8cf7eea4a2ac9bc58907f2ce08a1f5d90.pdf,
Access date: 17.03.2018.

Pesaran, M. H.,, Shin, Y. & R. J. Smith (1996). Testing for the existence of a long run relationship, DAE
Working paper No: 9622.

Pesaran, M. H., Shin, Y. & R. J. Smith (2001). Bounds testing approaches to the analysis of long run
relationship. Journal of Applied Econometrics, 16, 289-326.

Sirucek, M. (2013). “Impact of money supply on stock bubbles”. Acta Universitatis Agriculturae et
Silviculturae Mendelianae Brunensis, 7, 2835-2842.

Tiryaki, A., Erdogan, L. & Ceylan, R. (2017). “The causal relationship between selected macroeconomic
variables and stock returns in Turkey”. [JEAS, 19, 299-326.

KOCATEPEIIBF Dergisi - Cilt: 21, Say:: 1, Yil: Haziran 2019, Sayfalar: 59-69.
KOCATEPEIIBF Journal - Volume: 21, Issue: 1, Year: June 2019, Pages: 59-69.



