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Abstract

Africa has underdeveloped stock markets that have failed to meet the continent’s capi-
tal needs, such as rapid economic growth. This research analyzes the key drivers of 
stock market development in Africa from a macroeconomic perspective. The study 
examines several macroeconomic variables, including credit to the private sector, for-
eign direct investment, external reserves, money supply, external trade, per capita GDP, 
inflation, and lending rate to explain stock market development in Africa. The study 
builds a panel data consisting of eight African countries from 1994 to 2018 and applies 
the pooled mean group estimation technique. The analysis shows that in the long run, 
credit to the private sector, external reserves, and inflation are the most important 
factors that influence stock market development, while in the short run, income and 
trade openness are significant in explaining stock market development in Africa. The 
study recommends that policies to develop African stock markets should center on de-
veloping the private sector through access to credit, increased per capita income, and 
effective foreign reserve management to boost local and foreign investors’ confidence.
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INTRODUCTION

Stock market development is shaped by events in the macroeconom-
ic environment in which it is domiciled. This nexus explains why the 
most developed and efficient stock markets are found in the world’s 
most industrialized countries. For example, the biggest stock mar-
kets are in the world’s leading economies – the United States and 
China – with a stock market capitalization of USD 32.1 trillion and 
USD 8.7 trillion, respectively, as of the end of 2017 (World Bank, 
2020). Apart from having a large economy, industrialized countries 
are characterized by macroeconomic stability with minimal infla-
tion, moderate interest rate, and stable exchange rate; they also have 
a thriving private sector. Economic growth and per capita income 
are two closely related issues that account for the level of stock mar-
ket development in a country. A high rate of economic growth brings 
economic prosperity, which encourages an increase in the number 
of individuals willing to invest in stocks, just like a rise in per capita 
income in a country, which increases people’s ability to save or invest 
(Bello et al., 2020). Innovations in monetary and fiscal policy, ex-
change rate, income distribution, inflation, trade balances, and even 
crude oil prices have consequences for stock market development. 
Again, the size of the economy and the macroeconomic structure are 
also important factors. 
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Stock market development may be visualized from varied standpoints. The development refers to an 
increase in the market capitalization, stock market index, the number of listed businesses, level of mar-
ket liquidity, listed entities’ performance, level of participation among local and foreign investors, and 
reduction in market concentration. On average, a nation’s equity market indicates the health of that 
economy. The trend may help explain the past, understand the present, and predict the future economic 
trend. While economic fundamentals influence the performance of equity markets, the equity market, 
in turn, provides a feedback mechanism to policy formulators on the perception of investors on the 
trend in economic activities. Thus, governments must keep a close eye on equity market activities and 
build a favorable stock market environment to thrive. 

On  one hand, international investors always need confidence that their funds and income can be re-
patriated at will, and a problem may arise for the host nation when there is a mass exodus of foreign 
capital due to exogenous shocks outside the control of the country. On the other hand, stock markets 
also require a sound banking system to support their development as listed companies perform better 
in countries where credits are readily available (Ejemeyovwi et al., 2019). When credits are readily avail-
able, margin lending and security lending activity increase, boosting stock market liquidity. However, 
the African macroeconomic environments exhibit unique trends that almost always conflict with eco-
nomic theory. Hence, the question of whether the African macroeconomic environment significantly 
influences the stock market performance and the magnitude of impact needs to be investigated. This 
study embarks on this inquiry to ensure answers are provided to answer the raised overarching analyti-
cal questions. 

1. LITERATURE REVIEW

Several studies have been carried out in various 
countries on the relationship between econom-
ic variables and development in the stock market. 
Tsaurai (2018) examined the drivers of equity mar-
ket development in developing stock markets. He 
used the pooled ordinary least square, the fixed 
and random effects methodology; the significant 
factors influencing stock market development 
were economic growth, foreign direct investment, 
and infrastructure development. Other factors  
were exchange rates, price level (inflation), savings, 
trade openness, a developed banking system, and 
liquidity levels in the market. On a related note, 
Mroua and Trabelsi (2019) probed the relationship 
between exchange rates and equity market indices 
in BRICS nations using the Generalized Method 
of Moments (GMM) regression technique. The re-
search findings were that changes in the exchange 
rate is  a vital factor in explaining both the pre-
vious and present volatility of the equity market 
index in BRICS nations.  

Kabuga (2018) examined the connection between 
fiscal deficit and stock market performance in 
eight African countries. The findings provided ev-
idence of long-run cointegration between budget 

deficits and stock prices. The study also found that 
budget deficits depress stock market performance 
in the short run but directly affect stock market 
performance in the long run. Also, Agyapong and 
Badjabeng (2018) examined how foreign direct 
investment and external debt influence financial 
sector growth in Africa, using the Generalized 
Method of Moments estimation technique. The 
results showed that foreign direct investment and 
external debt directly correlate with financial sec-
tor growth in Africa. 

Khan (2017) examined the economic drivers of 
stock market development in South Asian coun-
tries. Using the ARDL bound test technique, the 
empirical findings were that inflation and ex-
change rate are positively related to stock returns 
in China. Simultaneously, an inverse relationship 
was observed between the interest rate and the 
returns on equities. Similarly, Jamaludin, Ismail, 
and Manaf (2017) investigated the relationship be-
tween economic variables and equity market re-
turns in ASEAN countries (Singapore, Malaysia, 
and Indonesia). Using the panel least squares re-
gression analysis, inflation and exchange rate in-
fluence stock market returns. Simultaneously, the 
money supply is not an essential factor in explain-
ing the stock market return. The study concludes 
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that inflation is inversely related to stock market 
returns, and the effect is greater than that of the 
exchange rate. 

Rasiah, Habibullah, and Hamid (2017) examined 
the relationship between equity market returns 
and its key determinants, including income, infla-
tion, and happiness, on selected OECD countries 
with data ranging from 1973 to 2012. Based on the 
dynamic heterogeneous panel estimation tech-
niques, the empirical findings were that income 
directly affects the returns on equities, inflation 
inhibits stock market returns, and happiness is 
not an essential factor in explaining stock returns. 
Matadeen (2017) explores the economic factors 
that account for stock market development in 14 
Sub-Saharan African countries. Based on the pan-
el vector error correction model, the result indi-
cated that a developed banking sector, economic 
growth, liquidity in the equity market, investment 
level, and stable economic conditions are princi-
pal drivers of equity market development in Sub-
Saharan Africa. More so, the rate of savings was 
found to have a negative implication for the growth 
of equity markets for Sub-Saharan African coun-
tries. In the short run, economic growth indirectly 
stimulates stock market development. 

Balogun, Dahalan, and Hassan (2016) studied 
the effect of market liberalization and financial 
growth on equity market development in seven 
Sub-Saharan African countries. Using dynam-
ic heterogeneous pooled mean group estimation 
technique, the empirical findings revealed that 
stock market liberalization has a positive long-
term effect on the economies of the selected coun-
tries; more so, financial sector growth also has a 
significant positive long-term impact on the devel-
opment of stock markets. The macroeconomic de-
terminant of stock market growth in Turkey was 
examined by Bayar (2016). Using the ARDL bound 
test, the results showed that economic growth and 
liquidity level in the market had positive effects. 
In contrast, inflation had a negative impact on the 
development of the stock market in Turkey.

Conclusively, given the empirical evidence and 
trends in the literature, very few studies examined 
the possible interaction between stock market de-
terminants and macroeconomic variables such as 
credit to the private sector, per capita GDP, infla-

tion, external reserve, broad money, lending inter-
est rate, and trade openness. Extending the study 
by Balogun, Dahalan, and Hassan (2016), this 
study breaks out from the norm to uniquely de-
termine the significant influencers of stock market 
development in eight selected countries in Africa 
that represent over 97 percent of the equity in the 
African stock market and represent the various re-
gions in Africa. The study also contributes to the 
existing gap by adopting the panel data frame-
work and using the pooled mean group technique 
of estimation, appropriate for handling related is-
sues in literature.

2. ECONOMETRIC 

METHODOLOGY  

AND DATA 

This study adopts the Calderon-Rossell (1990) 
stock market model, which expresses stock market 
growth as a function of economic factors. Since 
this study focuses on the macroeconomic dimen-
sion of stock market development, the model to be 
estimated is specified as follows:

1
,

it i it it it
Y Y Mα δ β ε−= + + +  (1)

where Y  represents the market capitalization of 
the stock exchange; 

i
α  

 
represents the unobserved 

country-specific fixed effect; 
it
ε  is the white noise 

error term; M  is an array of macroeconomic var-
iables comprising per capita GDP, private sector 
credit, external reserve, inflation, foreign direct 
investment, lending interest rate, broad money 
supply, and external trade.

Following the pattern of Balogun, Dahalan, and 
Hassan (2016), the study utilizes the pooled mean 
group (PMG) estimation technique for dynam-
ic heterogeneous panels from Pesaran, Shin, and 
Smith (1999) to study the homogeneity of the 
long-run coefficients; and the heterogeneity of the 
short-run parameters and the speed of adjustment 
(error correction term). The PMG estimator’s as-
sumptions are the following: first, there is no serial 
correlation among the error terms as they are ran-
domly distributed and are independent of the re-
gressors; this implies that the independent varia-
bles are assumed to be exogenous. Secondly, long-
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term relationships exist between the explained 
variable and the explanatory variables. Thirdly, 
the long-run parameters across nations are ho-
mogenous. The pooled mean group estimator of-
ten allows homogeneity of the long-run parame-
ters over a single subset of countries or regressors. 

To achieve the study’s objective, the stock markets 
in eight African countries (South Africa, Nigeria, 
Kenya, Ghana, Egypt, Morocco, Tunisia, and 
Mauritius) used for the study from 1994 to 2018. 
Notably, the selected countries are informed that 
they represent over 97% of the equity market capi-
talization of Africa, and they represent the five re-
gions in Africa. The data upon which this research 
is based was sourced from the World Development 
Indicators (2018). 

3. EMPIRICAL RESULTS

Table 1 provides the estimated results of the PMG 
regression model. The results from the pooled 
mean group (PMG) indicate that macroeconom-
ic variables do have severe implications for stock 
prices in Africa. Among these economic variables, 
the prime driver of stock market development, in 
the long run, is credit to the private sector, exter-
nal reserves, and inflation, which were all posi-
tively related to stock market development in the 
long run. Although trade openness and foreign 
direct investment were found to directly correlate 
with stock market development in Africa, they 

were not statistically significant in the long run. 
Similarly, broad money supply and the lending 
rate were found to have an inverse but insignifi-
cant relationship with stock market development 
in Africa. One possible reason for this is that many 
of Africa’s stock markets are still underdeveloped 
with little margin trading and secured lending 
business.

However, in the short run, the most important fac-
tors that determine stock market development in 
Africa are income (measured by per capita GDP) 
and trade openness. While income was found 
to vary directly with stock market development, 
trade openness was found to have an inverse re-
lationship with stock market development. An in-
creased income per capita implies that, on average, 
people have an increased capacity to invest in the 
stock market, thereby increasing the demand for 
equities. It may also translate to increased demand 
for the listed firms’ goods and services, which in-
creases profitability and, as such, better per-share 
earnings, better dividends, and stock market val-
uation. The negative sign of trade openness re-
flects that the current terms of trade in goods and 
services at the international market do not favor 
African countries. As such, the more open they 
become, the higher the tendency that trade would 
hurt their economies and stock markets. More so, 
in the short run, change in credit to the private 
sector, foreign direct investment, external reserve, 
and lending interest rate were found to be insignif-
icant factors. Simultaneously, broad money sup-

Table 1. Pooled mean group estimator result 

Source: Authors’ estimations.

Pooled mean group

D.Market Cap
Long-run Short-run

Coefficient (Z-score) Coefficient (Z-score)
Credit to Private Sector 0.559 (1.84) * 0.522 (1.13)

FDI 0.004 (0.06) –0.017 (–0.25)

External Reserves 0.853 (4.47) *** –0.156 (–1.47)

M2 –0.44 (–1.08) –0.143 (–0.19)

Trade Openness 0.373 (1.16) –0.883 (–2.51) ***

Inflation *** 0.03 (4.18) ***  0.016 (1.38)

Per Capita GDP –0.223(–0.55)  1.484 (1.97) **

Lending rate –0.012 (–1)  0.008 (0.2)

Error Correction (EC) –0.515 (–4.2) ***

Constant –3.246 (–4.17) ***

Note: *, **, and *** indicate significance at 10%, 5%, and 1%, respectively. These estimations were done using (xtpmg) 
approach in Stata. The first set of panels shows the long-run results, while the second set of panels shows the short-run 
results.
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ply and inflation were significant, explaining stock 
market development in Africa. 

Table 2 provides the estimated short-run results 
of the PMG regression model for the eight se-
lected countries in Africa. The results from the 
pooled mean group (PMG) indicate that mac-
roeconomic variables do have serious implica-
tions for stock prices in Africa. Among these 

economic variables, a prime driver of stock 
market development in the short run is credit to 
the private sector, which presented a significant 
nexus with stock market development for four 
countries (Egypt, Ghana, Nigeria, and South 
Africa). Furthermore, among the four countries 
with significant outcomes, a negative result was 
observed in Egypt, while the others reported a 
positive effect. Per capita GDP was also a signif-

Table 2. Country-specific pooled mean group estimator short-run result

Egypt PMG short-run Ghana 2 PMG short-run
Error Correction (EC) *** –0.479 –3.81 Error Correction (EC) *** –0.248 –2.52

Δ Credit to Private Sector *** –2.349 –2.68 Δ Credit to Private Sector * 0.96 1.69

Δ FDI *** 0.226 4.08 Δ FDI 0.087 0.53

Δ External Reserves –0.6 –1.55 Δ External Reserves –0.12 –0.52

Δ M2** 3.336 2.11 Δ M2 –0.588 –0.63

Δ Trade Openness 0.633 1.13 Δ Trade Openness –134 –0.19

Δ Inflation –0.004 –0.48 Δ Inflation –0.001 –0.07

Δ Per Capita GDP –1.153 –1.13 Δ Per Capita GDP 0.458 0.78

Δ Lending rate * –0.094 –1.6 Δ Lending rate –0.002 –0.28

Constant –2.99 –1.31 Constant –1.75 –1.43

Kenya PMG short-run Mauritius 4 PMG short-run
Error Correction (EC) *** –0.794 –4.36 Error Correction (EC) *** –0.371 –2.35

Δ Credit to Private Sector 0.163 0.14 Δ Credit to Private Sector 0.778 1.6

Δ FDI 0.032 0.72 Δ FDI 0.059 1.24

Δ External Reserves 0.048 0.16 Δ External Reserves –0.313 –0.76

Δ M2 0.831 0.53 Δ M2 *** –3.393 –2.71

Δ Trade Openness –0.94 –1.48 Δ Trade Openness –1.384 –1.31

Δ Inflation –0.006 –0.8 Δ Inflation –0.005 –0.19

Δ Per Capita GDP *** 2.297 2.4 Δ Per Capita GDP *** 4.616 2.48

Δ Lending rate * –0.037 –1.79 Δ Lending rate *** 0.058 2.59

Constant –4.83 –1.47 Constant –1.878 –1.22

Morocco PMG short-run Nigeria 6 PMG short-run
Error Correction (EC) *** –1.093 –5.43 Error Correction (EC) *** –0.789 –6.76

Δ Credit to Private Sector 1.686 1.5 Δ Credit to Private Sector ** 0.898 2.22

Δ FDI –0.007 –0.04 Δ FDI *** –0.451 –3.99

Δ External Reserves –0.524 –0.68 Δ External Reserves 0.076 0.36

Δ M2 –1.428 –0.43 Δ M2 –0.04 –0.07

Δ Trade Openness –2.685 –1.5 Δ Trade Openness * –0.415 –1.62

Δ Inflation 0.068 0.79 Δ Inflation *** –0.019 –2.83

Δ Per Capita GDP *** 4.069 1.55 Δ Per Capita GDP * –0.957 –1.61

Δ Lending rate * 0.25 1.08 Δ Lending rate *** –0.124 –3.34

Constant –6.552 –1.29 Constant –5.628 –1.66

South Africa PMG short-run Tunisia PMG short-run
Error Correction (EC) –0.047 –0.47 Error Correction (EC) *** –0.303 –3.41

Δ Credit to Private Sector *** 1.841 2.78 Δ Credit to Private Sector 0.196 0.34

Δ FDI * –0.06 –1.67 Δ FDI –0.023 –0.41

Δ External Reserves 0.253 1.52 Δ External Reserves –0.065 –0.21

Δ M2 –1.442 –1.1 Δ M2 1.583 1.55

Δ Trade Openness *** –1.427 –2.46 Δ Trade Openness –0.712 –1.21

Δ Inflation 0.045 1.51 Δ Inflation 0.046 0.67

Δ Per Capita GDP 1.813 1.35 Δ Per Capita GDP 0.729 0.63

Δ Lending rate 0.01 0.32 Δ Lending rate 0.004 0.05

Constant –0.15 –0.3 Constant * –2.197 –1.64
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icant driver in three countries, namely Kenya, 
Mauritius, and Morocco, which all present-
ed positive impacts and lending rates for five 
out of eight countries, namely, Egypt, Kenya, 
Mauritius, Morocco, and Nigeria. Notably, neg-
ative results were found in Egypt, Kenya, and 
Nigeria. Trade openness was also observed to be 
significant for two out of eight selected coun-
tries (Mauritius and South Africa). Also, the er-
ror correction term was significant and tended 
towards the upper boundary (0 and 1) for sev-
en out of eight countries. As specified by theo-
ry, the error correction values imply a relative-
ly high probability of reliance on the short-run 
values. 

The stock market plays a critical role in the 
economy of the countries. Alongside the banks, 
pension funds, and the insurance sector, they 
constitute the “heart of the financial system” of 
a country. It provides a mechanism for trans-
forming savings from surplus economic units 
into financing for economic agents in need 
of long-term capital. According to the World 
Federation of Exchanges (2017), efficient stock 
markets promote growth in the economy by en-
couraging the deployment of financial assets by 
putting together people who require long-term 
funds to innovate and expand with people with 
resources to invest. Another primary role of the 

stock market is that it provides an avenue for 
an orderly and seamless transfer of shares of 
companies among shareholders. The stock mar-
ket also promotes financial system efficiency by 
providing competition to other classes of finan-
cial instruments like bonds, treasury bills, com-
mercial papers, and certificates of deposits. It 
provides investment outlay to large institutional 
investors and small retail investors by provid-
ing them with the opportunity to invest in not 
only shares but also derivatives, exchange-trad-
ed products (ETPs), collective or pooled invest-
ment schemes like mutual funds, unit trust, and 
real estate investment trust, as well as stock op-
tions and futures. 

Stock markets also promote good governance 
in business practices (World Federation of 
Exchanges, 2017). It supports effective manage-
ment of companies by providing a framework 
for corporate governance and ensuring that cor-
porate entities are run in the best interest of in-
vestors and society. It enables the companies to 
tap into the benefits of financial globalization 
by providing them with diversified foreign port-
folio investors. It facilitates companies’ growth 
through mergers, acquisitions, and takeovers, 
thereby offering opportunities to enlarge prod-
uct lines, improve supply channels, hedge risk, 
and grow their share of the market. 

CONCLUSION 

This research analyzed the macroeconomic drivers of stock market development in Africa. Eight 
African countries were used for this study, including South Africa, Nigeria, Egypt, Morocco, Tunisia, 
Ghana, Kenya, and Mauritius, with data spanning 24 years from 1994 to 2018. The research exam-
ined how eight macroeconomic factors affect stock market development in Africa using the pooled 
mean group panel data estimation technique. These macroeconomic variables included per capita 
GDP, credit to the private sector, external reserve, inf lation, lending interest rate, broad money 
supply, foreign direct investment, external trade. The empirical results showed that credit to the 
private sector, external reserves, and inf lation directly and significantly inf luence stock market 
development in Africa in the long run. While income level (measured by per capita GDP) and trade 
openness were also critical economic issues to consider, their effects were most relevant in the 
short run. These research findings underscore the significance of a well-developed private sector 
for stock market development as the stock market is primarily a private sector driven activity. It 
also emphasizes that since external reserve could have implications for the domestic exchange rate, 
investors consider it an essential factor in investment decisions in Africa. Also, the level of income 
in African countries would have a severe consequence for the population’s ability to save and un-
dertake investment in the capital market. 



363

Investment Management and Financial Innovations, Volume 18, Issue 1, 2021

http://dx.doi.org/10.21511/imfi.18(1).2021.29

RECOMMENDATIONS

Based on the study’s findings, the study recommends that economic policy boost stock market activities 
in Africa should focus on developing the private sector through increased credit opportunities to the 
private sector. A more robust private sector means that more companies will have the capacity to list in 
African markets, and market liquidity will be increased through the rise in security lending and margin 
trading activities. The study also recommends using prudent foreign reserve management techniques 
that would give both local and international investors’ confidence in the stability of the currency in 
which equity assets in African countries are based. Improvement in capital market activities in Africa 
could also come from economic policies that increase the income of the population, which boosts their 
capacity to save and thus invest in African stock markets.
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