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ABSTACT 

The stock market is an economic institution that promotes the growth and development of the 

economy of a nation. The purpose of the study is to investigate the effect of Macro-economic 

variables on the stock market performance on Ghana Stock Exchange. The study focused on the 

effect of foreign exchange rate, interest rate and inflation rate fluctuation on stock market 

performance of Ghana Stock Exchange. The study used secondary monthly time series data for 

twenty - one-year period between January 1997 and December 2018. Unit root test is performed 

using ADF to assess the stationarity in the data. In order to determine the existence or otherwise 

of causality, the Granger Causality tests is performed. The regression analysis is used to evaluate 

the influence of macro - economic on stock market performance. market capitalization is used to 

measure the stock market performance. 
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1.0 INTRODUCTION  

 

1.1 Background of the Study 

capital market is a financial market where long – term debt and equity securities are bought and 

sold. Capital market plays a very vital role in building the economy by channeling the wealth of 

savers to those who need to put into long – term productive use, such as government making 

long – term investment.  The Economic Times defined Capital market as a market where buyers 



 
 

2 
 

and sellers engage in trade of financial securities such as bonds, stocks, and so on. The 

buying/selling is undertaken by participants such as individuals and institutions.  

 

Mobilization of resources in the economy has been a riddle investors, stakeholders, analysts and 

regulators to answer. According to Osinubi (2010), effective and efficient resource mobilization in 

an economy foster sustainable growth and development, therefore funds must be effectively 

mobilized and allocated to enable the economy realize optimal output. 

 

Pakistan Economic Survey (2011), has indicated that, capital market, like other money market 

plays a significant role in the national economy. A developed, dynamic and vibrant capital market 

can contribute significantly in the speedy economic growth and development. It mobilizes funds 

from people for further investments in the productive channels of an economy, activating idle 

monetary resources and puts them in proper investments.   

 

Osei (1998), indicates that, in many developing countries, capital has been a major constraint to 

economic development. To mitigate this capital constraint, nations both developed and 

developing have set up stock exchanges to serve as platforms for raising long term capital for 

firms. In the modern economy, the role of the stock exchange is even more crucial.  

 

Mohammad et al., (2009), points out that stock market is a very helpful channel for diversifying 

domestic funds and channeling them into productive investment. Okoli (2012) equally, 

emphasizes that the stock market plays a vital role in mobilizing individual resources and 

channelling same to investors. Sohail and Hussain (2009) also observe that a well-organized 

stock market mobilizes savings and activates investment in projects, which promote economic 

activities in a country. The key function of a stock market is to act as a mediator between savers 

and borrowers. It mobilizes savings from a large pool of small savers and channels these funds 

into fruitful investments. The preferences of the lenders and borrowers are harmonized through 

stock market operations. The stock market also supports reallocation of funds among 

corporations and sectors. It also provides liquidity for domestic expansion and credit growth. 

 

1.2 Problem Statement 

There are a number of studies in Ghana establishing a relationship between macroeconomic 

variables and stock performance. Adam and Tweneboah (2008) using monthly data from 1991 to 

2006 examine both long-run and short-run dynamic relationships between the stock market index 
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and macroeconomic variables. They employ the Johansen's multivariate cointegration test and 

innovation accounting techniques, and find that stock prices in Ghana respond to interest rate, 

inflation and exchange rate. Osei (2006) also establishes the presence of cointegration between 

macro-economic variables and stock returns using the Ghana Stock Exchange (GSE) All-share 

Index as a proxy for stock performance. Other studies on the Ghanaian market include 

Kyereboah-Coleman and Agyire-Tettey (2008), Frimpong (2011), Kuwornu (2012) and Antwi et 

al. (2012). 

 

Bekithemba (2010) in his study on stock-inflation relations also concluded that inflation provides 

a hedge against inflation in Kenya, at least in the short run. Aroni (2011) indicates that inflation 

and money supply have a positive correlation. 

 

These studies have intensively looked at the relationship between inflation and stock price, stock 

returns, all-share index and liquidity as determinant of capital market performance with different 

variables and varied methodologies which is extremely limited as it ignores market capitalization 

as measure of stock market performance. The current study however, addressed  this inadequacy 

by incorporating market capitalization into the performance. 

 

In Ghana, macroeconomic variables such as inflation rate, interest rate and exchange rate have 

been an issue confronting policy makers, investors, analysts and economists. It is one of the 

major factors that could derail the economy of any nation. The stock market which also contributes 

to economic growth will invariably be affected by these variables, hence the need for this paper. 

 

1.3 Objective of the study  

The objective of the study is classified into general and specific objectives. 

  

1.3.1 General Objective  

The general objective of the study is to investigate the extent to which Macro-economic variables 

impact on the stock market performance in the GSE. 

  

1.3.2 Specific Objectives:  

To achieve the general objective, this paper will be aimed at addressing the following specific 

objectives, which have been generated to guide this research work: 
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1. To investigate the extent to which inflation rate fluctuations impact on stock market 

performance of GSE. 

2.  To establish effects of interest rate fluctuation on stock market performance of GSE. 

3. To examine effects of foreign exchange rate fluctuation on stock market performance of 

GSE. 

 

2.0 Theoretical Review 

2.1.1 Interest rate theory  

In the classical theory, the amount of savings and investment were equated by a fluctuating 

interest rate. Economists and government policy makers have found that both savings and 

investment are not just influenced by changes to the interest rate. Investment is also influenced 

by prices and government taxes and other policies. But even taking these variables into account, 

economists cannot explain all of fluctuations in investment. Influential British economist John 

Maynard Keynes hypothesized that investment is dependent on the "animal spirits" of 

entrepreneurs. In other words, interest rates are definitely important in savings and investment, 

but they don't tell the whole story. The theory of interest rates relates the nominal interest rate i 

to the rate of inflation π and the "real" interest rate r. The real interest rate r is the interest rate 

after adjustment for inflation. It is the interest rate that lenders have to have to be willing to loan 

out their funds. The relation Fisher postulated between these three rates is:  

 

(1+i) = (1+r) (1+π) = 1 + r + π + r π  

This is equivalent to: i = r + π (1 + r). Thus, according to this equation, if π increases by 1 percent 

the nominal interest rate increases by more than 1 percent. 

 

2.1.2 Classical growth theory 

Adam Smith who pointed a supply side driven model of growth laid the Classical growth model. 

He viewed saving as a creator of investment and hence growth. Therefore, he saw income 

distribution as being one of the most important determinants of how fast (or slow) a nation would 

grow. He also posited that profits decline – not because of decreasing marginal productivity, but 

rather because the competition of capitalists for workers will bid wages up. The link between the 

change in price levels (inflation) and its effects on profit levels and output were not specifically 

articulated in classical growth theories. However, the relationship between the two variables is 

implicitly suggested to be negative, as the reduction in firms’ profit levels through higher wage 

costs. Put simply, 
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2.1.3 Monetary Theory of Inflation 

Monetarism speaks of the followers of M. Friedman (1912-2006) who opines that “only money 

matters”, and as such monetary policy is a more potent instrument than fiscal policy in economic 

stabilization. According to the monetarists, the money supply is the “dominant, though not 

exclusive” determinant of both the level of output and prices in the short run, and of the level of 

prices in the long run. The long- run level of output is not influenced by the money supply. The 

monetarists emphasized the role of money. Milton Friedman modern quantity theory holds that 

“inflation is always and everywhere a monetary phenomenon that arises from a more rapid 

expansion in the quantity of money than in total output. Its earliest explanation was to be found in 

the simple quantity theory of money.  

 

2.1.4 The Market-Segmentation Theory 

 The market-segmentation theory focuses on the hedging behaviour of market participants. The 

forces of supply and demand in segmented markets determine the yields in those markets. Since 

markets are segmented on the basis of maturity with preferences tied to hedging behaviour, there 

is no linkage by formula between short- and long-term interest rates as in expectation-based 

theories. The short-term segment is dominated by companies that require liquidity, such as 

commercial banks, non-financial corporations, and money-market funds. Their maturity needs (or 

habitat preferences) lead them to attempt to hedge their balance sheets by investing in short-term 

assets. In general, investors in the short-term segment of the market are more concerned about 

certainty of principal than certainty of income (Sinkey, 1992).  

 

2.2 Empirical Review  

2.2.1 Foreign Exchange rate volatility and stock market performance  

Exchange rate is defined as the price at which a country’s currency can be exchanged for another 

country’s currency. Exchange rate movement affects output levels of firms and also the trade 

balance of an economy. Share price movements on the stock market also affect aggregate 

demand through wealth, liquidity effects and indirectly the exchange rate. Specifically, a reduction 

in stock prices reduces wealth of local investors and further reduces liquidity in the economy. 

Bailey and Chung (1995) conducted a study on Exchange Rate Fluctuations, Political Risk, and 

Stock Returns at the Mexican stock market and the results proved there is a positive relationship 

between exchange rate fluctuation and stock market return. However, Other studies that found a 

positive relationship between exchange rate fluctuations and stock return volatility include, Smith 
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(1992), Solnik (1987), Aggarwal (1981), Frank and Young (1972), Phylaktis and Ravazzolo 

(2000), Granger et al. (2000), Abdalla and Murinde (1997), and Apte (2001).   

 

Jefferis and Okeahalam (2000) study the relationship between stock prices and selected 

economic variables for South Africa, Zimbabwe and Botswana. For South Africa, they show that 

the stock market is positively affected by real GDP and the real exchange rate. Griffin et al (2001) 

found there had a positive impact on the electronic industries in U.S. Exchange rate volatility has 

implications on a country’s financial sector, the stock market to be precise. Benita and Lauterbach 

(2004) found that exchange rate volatility has real economic costs that affect price stability, firm 

profitability and a country’s stability.   

 

The reduction in liquidity also reduces interest rates which in turn induce capital outflows and in 

turn causes currency depreciation (Adjasi et al, 2008). Cheng’ et al (2011) conducted study on 

Taiwan stock market and the results indicated a positive relationship between exchange rate and 

stock return.  

 

Exchange rate volatility has attracted much attention in financial economics in developed and 

developing economies due to its implications in the financial markets, especially the stock market. 

Different implications were observed between exchange rate volatility and stock market 

performance – depreciation in the local currency leads to increases in stock market prices in the 

long run.  

 

The appreciation of a country’s currency lowers the cost of imported goods, which in most cases 

constitute a large part of the production inputs for emerging market countries (Kuwornu, 2012). 

Accordingly, when the domestic currency depreciates against foreign currencies, export product 

prices will decrease and, consequently, the volume of the country’s export will increase, assuming 

that the demand for this product is elastic (Kuwornu, 2012). Khalid (2012) using Granger causality 

test establishes unidirectional causality running from exchange rate to stock performance on the 

Karachi Stock Exchange return. 

 

Exchange rate is the rate at which one currency is being converted into another currency (Mohan 

& Chitradevi, 2014). Exchange rate changes can affect the relative prices, thereby the 

competitiveness of domestic and foreign producers. A significant appreciation of the domestic 

currency makes domestic goods expensive relative to foreign goods resulting in a shift of demand 
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away from domestic to foreign goods. When currency appreciates, in a situation where the country 

is export-oriented, it is expected that there will be a reduction in the competitiveness of her 

exports, and would therefore have a negative impact on the domestic stock market (Kirui, Wawire 

& Perez, 2014). 

 

From a macro perspective, foreign exchange rate has an effect on the country’s economy 

whereas from a micro perspective it affects the firms. As such, exchange rate volatility has 

implications on a country’s financial sector, the stock market to be precise (Obura & Anyango, 

2016). 

 

2.2.2 Interest rate volatility and stock return volatility  

The interest rate can be defined as the annual price charged by a lender to a borrower in order 

for the borrower to obtain a loan. This is usually expressed as a percentage of the total amount 

loaned. Traditional theories define interest rate as the price of savings determined by demand 

and supply of loanable funds. Ngugi and Kabubo (1998) states that the primary role of interest 

rate is to help mobilize financial resources and ensure the efficient utilization of resources in the 

promotion of economic growth and development.  

 

Chen et al (1986) indicated that interest rate had positive impact on stock return. Jefferis and 

Okeahalam (2000) study the relationship between stock prices and selected economic variables 

for South Africa, Zimbabwe and Botswana. For South Africa, they show that the stock market is 

negatively influenced by the long-term interest rate. Wongbangpo et al (2002) observed interest 

rate had a negative impact on southeast Asian countries in the industrial analysis. Rapach et al 

(2005) pointed out the interest rate was the most reliable variable.  

 

Chen et al (2005) again found the interest rate was not significant for Taiwan hotel stock return. 

Nguyen (2007) found interest rate spreads had a significant effect on the riskiness of capital-

intensive industries. Chiang et al (2009) realized interest rate was negative toward Singapore 

hotel stock return. Specifically, Besides, Kandir (2008) studied the Turkish market and found a 

positive relationship between interest rates and stock return. According to Rehman, Sidek and 

Fauziah (2009) argue that higher interest rates or discount rates would reduce the present value 

of cash flows, hence a rise in the rate of interest increases the opportunity cost of holding cash, 

which later on leads to a substitution effect between stocks and other interest bearing securities 

like bonds.  
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However, the interest rate is considered the cost of capital and an increase or a decrease in 

interest rate may affect the investment decision of the investors (Olweny & Omondi, 2010). 

Dasgupta (2012) using the Johansen and Julius’s co-integration test find the Indian stock markets 

to be cointegrated with macroeconomic variables. In the long-run, the stock prices are found to 

be positively related to interest rate and industrial production while the wholesale price index used 

as a proxy for inflation and the exchange rate are negatively related to Indian stock market return. 

The findings however fail to establish short-run relationships between the Indian stock market and 

the macroeconomic variables. 

 

According to Barnor (2014), a rise in interest rate influences investing decisions, thus investors 

make changes in their investment structure, generally from capital market to fixed income 

securities. Obura & Anyango (2016) defined interest rate as the price of savings determined by 

demand and supply of loanable funds 

 

2.2.3 Inflation rate volatility and stock market performance  

The inflation rate is the rate of increase of a price index (for example, a consumer price index). It 

is the percentage rate of change in price level over time. The rate of decrease in the purchasing 

power of money is approximately equal (Mishni, 2004). Research study has also been conducted 

to determine the effects of inflation on stock market. Most scholars used consumer price index 

(CPI) to substitute inflation. CPI was often used to reflect the products and prices about the 

general public.  

 

Most studies reveal inflation had negative impaction on stock return. Liljeblom et al (1997) also 

found the Finnish data of stock market was affected by inflation. In the industries analysis, 

Kavussanos et al (2002) found there was a few industries have negative influence, such as 

electronic sectors.etc, In predictability, the inflation is limited. (Rapach et al,2005), (Chen et 

al,1986). On the contrary, they considered inflation had no ability in predicting stock return. 

(Chan,1998), (Chen,2005).  

 

Based on above argument, we predict that the variable of inflation has a negative impact on stock 

returns. Chinzara (2011) in his study on macroeconomic uncertainty and stock market volatility 

for South Africa found out stock market volatility is significantly affected by macroeconomic 

uncertainty, that financial crises raise stock market volatility, and that volatilities in exchange rates 

and short-term interest rates are the most influential variables in affecting stock market volatility 
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whereas volatilities in oil prices, gold prices and inflation play minor roles in affecting stock market 

volatility.  

 

Schwert (1989) in his classic paper studied the relationship between stock market volatility and 

volatility of real and nominal macroeconomic variables and concluded that movements in inflation 

and real output have weak predictive power on volatility of stock market and return.Yaya and 

Shittu (2010) in theirs paper found out that 

 

2.3 Conceptual Framework 

A conceptual framework is a graphical or diagrammatic representation of the relationship between 

variables in a study. Mugenda and Mugenda (2003), indicates that, the purpose of conceptual 

framework is to help the reader quickly see the proposed relationship between variables in the 

study. 

 

The conceptual framework of this study spells out the relationship between foreign exchange rate, 

interest rate and inflation rate (independent variables) and stock market performance (dependent 

variable) as measured by Ghana Stock Exchange. 

 

 Figure 2.1 Conceptual Model 

 

 

 

 

 Independent variable                                                Dependent variable 

 

3.0 Research Methodology  

 3.1 Research Design 

 The study undertook explanatory survey research in the quest to answer the puzzle on the effect 

of macro-economic variables that on the stock market performance in the Ghana Stock Exchange 

that has been of a concern. Explanatory survey research was chosen for robust study and deep 

search into the macro-economic variable to achieve the goal of the study. According to Jepkemei 

(2017), Mugenda and Mugenda (2003), alluded that a causal research explores the relationship 

between variables, that is, the effect of one thing on another and more specifically, the effect of 

Interest Rate 

Exchange rate 

Inflation rate 

Capital Market Performance 

         Market Capitalization 
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one variable on another. They further contended that causal research has the advantage of being 

relatively cheap. 

 

3.2 Target Population  

A population is a well-defined or set of people, services, elements, events, a group of things or 

households that are being investigated (Kothari, 2004). The target population consisted of all the 

stocks listed at GSE as at December 2018 from which GSE market capitalization is derived from. 

This is an appropriate population and gave a clear picture of the situation in the market with all 

participants included. 

 

3.3 Sample design  

The study will use annual time series data of market capitalization covered a period of 28 years 

from 1990 to 2018. This was aimed at achieving comprehensive coverage and a decade gave 

much accurate results. 

 

3.4 Data Collection instruments and procedure 

3.4.1Type of Data  

This study used secondary time series data. Data on stock market market performance and 

performance was measured using the market capitalization was obtained from the Ghana Stock 

Exchange while data on inflation rates measured using the consumer price index, interest rates, 

and exchange rates were obtained from the Bank of Ghana. The data covered a period of 28 

years from 1990 to 2018.  

 

3.4.2 Data Analysis 

The data collected was analyzed using quantitative, descriptive and inferential statistics using E-

views version 10. Descriptive statistics of the study variables was computed and presented in the 

form of the mean, maximum, minimum and standard deviation whereas several inferential 

statistical models were used to draw conclusions. 

 

3.4.3 Analytical Models  

In order to analyze the relationship between study variables the study employed the augmented 

dickey fuller model, the granger causality test and finally the regression analysis. 
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3.4.4 Augmented Dickey Fuller Model  

The Augmented Dickey Fuller (ADF) test was applied to estimate the unit root. ADF tests normally 

check the stationarity series where; if the ADF statistics exceeded the critical value, the null 

hypothesis of unit root in the series was rejected. 

 

3.4.5 Granger Causality Test  

The Granger causality test was used to determine the relationship between two (or more) 

variables in order to observe the direction of causality. The Granger causality test was applied to 

test the causal relationship between variables and stock market performance of the firms listed at 

the GSE. 

 

3.4.6 Regression Analysis  

Regression analysis was used to establish the relationship between the independent and 

dependent variable. The regression equation took the following form  

 

𝛾𝑡 =  𝛽0
′ +  𝛽1

′ ×1 + 𝛽2
′ ×2 𝛽3

′ ×3 + 𝛽4
′ ×4 + 𝜀𝑡 

Where,  

 

𝑌t= Stock market performance measured using annual market capitalization  

𝑋1= Inflation measured using the annual consumer price index  

𝑋2 = Interest rates measured using annual monetary Policy Rate 

𝑋3 = Exchange rate measured using annual average Ghana Cedis per unit of US dollar  

 

𝛽𝑜 = Constant  

𝐵𝑖 = Coefficient  

𝛽1 - 𝛽5 = Regression Coefficients  

𝜀𝑡 = Error term 
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