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ABSTRACT 

  
This study examined the relationship between oil 

prices, interest rate, exchange rate and other 

macroeconomic variables and stock market in 

Srilanka. Monthly data of oil prices, interest rate, 

and total oil consumption of the country, exchange 

rate and stock market indices are modeled into a 

linear regression model. The secondary data of this 

research for diesel prices obtained from Petroleum 

cooperation in Srilanka, data of oil consumption 

obtained from the ministry of energy, the data of 

exchange rate and the interest rates obtained from 

the central bank of Srilanaka. Pearson correlation 

and regression were used to test the relationship 

between that both diesel prices and interest rates 

have significance relationship with stock market in 

SriIanka. However, when the relationship is positive 

to the diesel prices, the relationship of the interest 

rates is negative. The finding also indicated that 

total oil consumption and the exchange rates are 

positive relationship with the stock market 

operation in Srilanka, that finding also indicated 

that a very strong relationship between diesel prices 

and exchange rate. 
 
Keywords  
oil prices, exchange rate, stock market index, 

interest rate 
INTRODUCTION 
 
The effect of oil prices on a country’s 

economy has been and continues to be a 

keen interest to many people, particularly 

economists. Throughout the history, oil 

has played a critical role to shape 

countries development. Given the 

importance of oil and the attention oil 

prices receive, a considerable economic 

literature has been devoted to study the 

impact of oil prices on macroeconomic  

 

 

variables such as inflation, growth rates 

and exchange rates in one country 
Therefore, if oil plays an important role in  

the economy one would expect oil prices 

to affect stock markets [1], and oil shocks 

on real cash flows can partly account for 

fluctuation in aggregate stock prices [2]. 
 
The aim of this study is to investigate the 

relationship between oil prices, exchange 

rates and stock market return in Srilanka. 

The investigation of such relationship in 

such a country is interesting for several 

reasons. First, while higher oil prices would 

affect stock markets positively in oil 

exporting country by increasing the 

government revenues and though increasing 

the public expenditure on infrastructure. 

changes in oil prices is presumed to affect 

stock markets negatively. This negative 

impact of oil prices on stock prices (returns) 

can be explained in two ways: 
 
1. Higher oil prices reduce the amount of 

disposable income that consumers 

have left to spend on other goods and 

services, and increase the cost of 

production for manufacturing firms 

that are oil dependent. If this 

production costs have not been 

covered by consumers, profits and 

then dividends, key drivers of stock 

prices, will also decrease and  
 
2. According to the equity pricing 

model, the price of equity at any point 

in time is equal to the expected 

present value of discounted future 

cash flows [1]. Increasing oil prices 

are often indicative of inflationary 
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pressures. Thus, central banks try to 

control the inflation by increasing 

interest rate which also directly 

impact the discount rate used in the 

equity pricing formula and then 

decrease share prices.  

 Previous finders examined the relationship 

between oil price shocks and stock markets in 

the US and 13 European countries using 

monthly data during the period 1986-2005. This 

study finds that oil prices play a crucial role in 

the stock market of oil importing countries. and 

also examined the relationship between oil 

price and stock market returns for 22 emerging 

economies for the period from 1998 to 2004. 

He shows very weak evidence that oil price 

shocks affect stock market returns in emerging 

economies. 
 

RESEARCH METHODOLOGY 
 

This study adopted an empirical research design. 

The population of study was the listed 

manufacturing companies in Colombo stock 

Exchange. Since there are only 40 listed 

manufacturing companies at the Colombo stock 

Exchange, the whole population was considered 

and the All share price index(ASPI) was used. The 

monthly data for 60 months from January 2009 to 

December 2013 was compiled for the various 

variable used in the study. Secondary data was 

collected for the period 2009 to 2013 and fitted 

into a linear regression model. Data analysis was 

guided by the research objectives. The results of 

the linear regression were as shown in Table 2. 
 

Pearson’s vicariate correlation coefficient was 

used to test the relationship between the 

independent and the dependent variables. 
 

The correlation coefficient was calculated to 

determine the strength of the relationship 

between the independent and the dependent 

variable. Analysis of the variance test was then 

used to analyze whether the relationships were 

statistically significant 
 

. The results were as shown in table 1. 

 
Table 1: Pearson’s Correlation Test Results 
 
  ASPI Diesel Prices Total Oil Exchange Interest Rates 

 

   .316    
 

ASPI 
Pearson Correlation 1 * .236 .055 -.375** 

 

Sig. (2-tailed)  .023 .092 .698 .006 
 

 N 40 40 40 40 40 
 

Diesel Prices 
Pearson Correlation .316* 1 .678** .721** .621** 

 

Sig. (2-tailed) .023  .000 .000 .000 
 

 N 40 40 40 40 40 
 

Total 
Pearson Correlation .236 .678** 1 .603** .418** 

 

      
 

Oil Sig. (2-tailed) .092 .000  .000 .002 
 

 N 40 40 40 40 40 
 

Exchang 
Pearson Correlation .055 .721** .603** 1 .536** 

 

      
 

e Sig. (2-tailed) .698 .000 .000  .000 
 

 N 40 40 40 40 40 
 

Interest Rates 
Pearson Correlation -.375** .621** .418** .536** 1 

 

Sig. (2-tailed) .006 .000 .002 .000  
 

 N 40 40 40 40 40 
 

*. Correlation is significant at the 0.05 level (2-tailed).  
**. Correlation is significant at the 0.01 level (2-tailed). 
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Source: Field Survey 
Table 2: Linear Regression Test  
Results 
 

Model Summary                   
 

Model R R Square 
Adjusted R  Std. Error of the         

 

Square 
   

Estimate 
        

 

                 
 

1  .766a .586  .551    365.746741         
 

a. Predictors: (Constant), Interest Rates, Total Oil, Exchange , Diesel         
 

Prices                    
 

                     
 

ANOVA                    
 

Model   Sum of Squares Df  Mean Square  F  Sig.   
 

  Regression  8905811.880 4   2226452.970   16.644  .000b   
 

1  Residual  6287221.895 47   133770.679         
 

  Total  15193033.776 51             
 

a. Dependent Variable: 20 Share               
 

b. Predictors: (Constant), Interest Rates, Total Oil, Exchange , Diesel       
 

Prices                    
 

                     
 

Coefficients                   
 

     
Unstandardized Coefficients 

  Standardized      
 

Model 
     

Coefficients 
  

T Sig. 
 

 

             
 

        Std.            
 

     B  Error   Beta       
 

                 2.85    
 

  (Constant)   2496.998  873.268         9  .006  
 

  Diesel               6.05    
 

  Prices   37.317   6.163   .988     5  .000  
 

  Total                   
 

1  Oil   .000   .002   -.015     -.117  .907  
 

  Exchange   -20.064  13.402   -.211     -1.497 .141  
 

  Interest                   
 

  Rates   -69.764  9.969   -.850     -6.998 .000  
 

a. Dependent Variable: 20 Share  
Source: Field Survey 
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CONCLUSIONS AND 

RECOMMENDATIONS 
 

The findings showed that the diesel oil prices 

positively and significantly influences the 

performance of the Colombo Stock Exchange. 

The results indicated that interest rates have a 

negative and significant influence on the 

performance of the Colombo Stock Exchange. 

However the results also indicated that total oil 

consumption and exchange rates though 

positively influencing the performance of the 

Colombo Stock Exchange, that influence is not 

significant.  
The results from the regression showed that the 

model fitted was a good fit with an R of 0.766 

and an R squared of 0.586. 
 

All the objectives of the study were arrived at 

since it was also found that Diesel prices did 

not have the highest influence on the 

performance of the Colombo Stock Exchange. 

Interest rate was found to have the highest 

influence. 
 

It’s important to also mention that all the other 

macroeconomic variables, that is, exchange rate, 

interest rate and total oil consumption were found to 

have a strong relationship with diesel prices with the 

exchange rate having the highest influence on diesel 

prices. This is significant in that it can help the 

policy makers in deciding on the variables to 

control in trying to caution the country from the 

effects of oil price shocks. 
 
From the findings of this study, we recommend 

that further research be carried out to include the 

other petroleum products like super petrol and 

kerosene. Also the period of study should be 

increased to about 10 year period to increase the 

accuracy of findings. We also recommend that 

further research be carried out to investigate how 

this petroleum prices influence the stock returns 

of the different sectors of the Srilankan 

economy. 
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