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relationship between imports and economic growth in the U.S is self-evident. VECtest 
results indicate that stock prices have had no statistically significant impact on econoniic 
growth in the U.S. in the short run. At the same time, it is clear that economic growth 
has impacted stock valuation. This conclusion can be drawn by observing a statistically 
insignificant coefficient in equation (1), while noting that the same coefficient in equation 
(2) is statistically significant. It should also be noted that RGDP changes have had a 
positive impact on stock prices in the U.S., as the lagged zt term in equation (2) has a 
positive sign. Therefore, the present short run analysis of the data provides no empirical 
support for the impact of the credit channel on economic growth in the U.S. Consequently, 
the dividend tax reduction may have no immediate short run stimulus on economic 
growth. 

VEC estimates also give an indication of a causal flow in the economic growth and 
stock prices relationship. Causality conclusions can be drawn by analyzing jointly test 
results of equations (1) and (2). These results indicate that in the short run, economic 
growth leads to changes in the stock valuation. At the same time, there is no evidence 
of causal flows from stock prices to economic growth. This conclusion is reached by 
observing the statisticall y significant coefficient of the lagged zt term in equation (2) 
and the statistically insignificant coefficient in equation (1). 

IV. GRANGER CAUSALITY TESTS RESULTS 

It would undoubtedly be of interest to determine the existence of causal flows among 
the remaining two major measures of stock prices and economic growth. Although such 
an investigation is not possible to conduct within a VEC testing framework due to the 
absence of cointegration among RGDP, DJ, and SP, this type of an analysis can be 
undertaken within a Granger (1969) �c�a�~�s�a�l�i�t�y� testing framework. Therefore, the Granger 
testing methodology is adopted to investigate further causal relationships between stock 
prices and economic growth in the U.S. The standard procedure for Granger causality 
testing requires estimating the following equations: 
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structure of the two test variables must be selected. The lags can be selected arbitrarily 
[Sims (1972), and many others] or alternatively a statistical criterion such as Hsiao's 
(1979 and 1981) minimum Final Prediction Error (FPE) can be used to guide researchers 
in selecting the appropriate lag structure. Arbitrary lag selection can cause numerous 
serious econometric problems. In particular, when relatively short sample sizes are 
used, investigating longer l ags can result in a loss of the degrees of freedom. Therefore, 
regardless of theoretical considerations, relatively short lags may be sel ected. 
Additionally, the lag selection itself may have an overriding influence on the implications 
of causality tests [Thornton and Batten (1985), Saunders (1988)] . 


