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International financial management has been gaining significance over the 

years with the increase in the flow of currencies across borders. The movement in 
currencies results from import, export and from direct investments made in the form 
of wholly owned subsidiaries or joint ventures. The inward and outward foreign 
investments have an impact on the domestic stock market and it results in its overall 
economic growth. However a well developed stock market is dependent on several 
macroeconomic and institutional variables. This paper examines the impact of FDI 
inflow and outflow on the stock market development in India from 2004 to 2017. 
Market capitalization has been employed as a proxy variable to measure the stock 
market development. ADF test, Johansen’s co-integration test and VECM have been 
applied in the study. The results of the study have indicated the existence of long run 
causality between the variables.  
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Introduction 

International financial management refers to management of finances in an 
international business environment. Since finance in international businesses involves 
different currencies, its management is crucial and significant. Foreign direct 
investment in the form of inflow or outflow is an important constituent of 
international financial management. Over the years both inward and outward FDI has 
been increasing in terms of magnitude.  

The economic development of any country depends on its financial system. A 
financial system acts as an intermediary and facilitates the flow of funds from the 
surplus to the deficit area. It comprises several institutions, markets, rules and 
regulations, analysts etc. The Indian financial system can be classified into financial 
markets, financial instruments and financial intermediaries. The stock market forms 
an integral part of the Indian financial system. Several studies have indicated a 
positive relationship between stock market development and economic growth. 
Countries which have a high liquid and active stock market have exhibited a greater 
economic growth (Ake Boubakari, 2010). However a well developed stock market is 
dependent on several factors. The determinants of stock market development have 
been classified into macroeconomic factors and institutional factors (Sin-Yu Ho and 
Bernard Njindan Iyke, 2017). Among other macroeconomic factors like exchange 
rate, inflation rate and interest rate, several studies have proved the complementary 
impact of FDI on the stock market development.  

Abstract 
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 Globalization and commercial presence of firms all around the globe 
has helped in strengthening the domestic financial markets. The contradictory role of 
FDI on stock market development has been seen across several studies. Few studies 
have considered FDI as a substitute for stock market development, since FDI has been 
found to be larger in those countries that are financially underdeveloped. However 
few studies support the complementary effects of FDI, where it fosters the 
development of the stock market. FDI may be a two way process. It might involve an 
outflow of investment to a foreign country or an inflow of investment to our country. 
The impact of such inflow or outflow on the stock market development needs to be 
analysed to find out if an improvement in FDI would result in development of the 
domestic stock market.  
 
Review of Literature 
 Rasmus Malcus and Mathias Persson (2018) in their paper on “The Impact of 
Foreign Direct Investment on the Stock Market Development in Sweden” have 
analysed the impact of FDI inflow on the AFGX index. This index has been used as a 
proxy for stock market development. Time series regression analysis has been used to 
analyze quarterly data from 1982 to 2017. The results of the study have indicated that 
FDI acts as a short run substitute to stock market. FDI and stock market have shown a 
significant negative relationship.  

Honey Gupta (2017) in his paper on “An Analysis of Impact of FDI on Indian 
Stock 
Market: with Special Reference to BSE-SENSEX and NSE-CNX NIFTY” has 
analysed the impact of FDI inflows on the movement of BSE SENSEX and NSE 
CNX Nifty from April 2006 to March 2017.  Simple linear regression, Karl Pearson’s 
Correlation coefficient, CAGR and ANOVA has been applied in the study. The 
results of the study have indicated a positive impact of FDI on both the BSE and NSE 
and have also suggested an improvement in FDI to develop the stock market position 
in India.  

Omodero Cordelia Onyinyechi and Ekwe (2017) in their paper on “Impact of 
Foreign Direct Investment (FDI) on the Stock Market Performances in Nigeria (1985-
2014)” have examined the impact of FDI on the stock market development in Nigeria 
from 1985-2014. FDI, exchange rate, consumer price index, money supply, and real 
GDP have been considered in the study. The results of regression analysis have 
indicated the existence of a positive but insignificant relationship between FDI and 
Nigerian stock exchange transactions.  

Rahul Dhiman and Preeti Sharma (2013) in their paper on, “Impact of flow of 
FDI on Indian Capital Market” have analyzed the impact of FDI on the BSE SENSEX 
and NIFTY. The study has been conducted for a period of 10 years from 2001-2011. 
The correlation and regression analysis applied in the study have indicated a positive 
relationship between FDI and SENSEX and NIFTY. The study has concluded that the 
flow of FDI determines the trend of the Indian stock market. 

Acheampong and. Wiafe (2013) in their paper on “Foreign direct investment 
and Stock market development: Evidence from Ghana” have examined the impact of 
FDI on stock market development in Ghana. The ARDL model has been employed on 
the data from 1990 to 2010. The results of the study have indicated a positive 
complementary relationship between FDI and stock market development in the short 
run. A bi causality relationship has also been evident between FDI and stock market 
development during the study period.  
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Sulaiman Umar Musa and Mohammed Ibrahim (2010) in their paper on 
“Stock Market Development, Foreign Direct Investment and Macroeconomic 
Stability: Evidence from Nigeria” have analysed the impact of FDI, exchange rate and 
inflation rate on the stock market development of Nigeria from 1981-2010. Johansen 
Co-integration test and Error Correction Model have been employed in the study. The 
results of the study have indicated a positive but insignificant impact of FDI on stock 
market development unlike exchange rate and inflation rate that have shown a 
negative impact. The study has suggested the listing of foreign firms in the 
telecommunication sector of Nigeria to promote development of the market. 

Anokye M. Adam and George Tweneboah (2009) in their paper on “Foreign 
Direct Investment and Stock market Development: Ghana’s Evidence” have 
employed the multivariate co-integration and Error Correction model to examine the 
impact of FDI on stock market development. The study has employed market 
capitalization as a proportion of GDP, as a proxy for stock market development. The 
co-integration analysis has indicated a long run positive relationship between FDI, 
exchange rate and stock market development.  
 Stijn Claessens, Daniela Klingebiel, and Sergio L. Schmukler (2001) in their 
paper on “FDI and Stock Market Development: Complements or Substitutes?” have 
analysed the determinants of growing stock market activity across borders by 
considering a sample of 77 countries. Regression analysis employed in the study has 
indicated a positive correlation between FDI and variables like capital raising, listing 
and trading activity to international financial centres. The study has proved FDI to be 
a complement to stock market development rather than a substitute.  
 
Research gap 
 In the earlier studies that have been undertaken to analyze the impact of FDI 
on stock market development, only the inflow of FDI has been taken into 
consideration. In the recent years outward FDI or the outflow of investments from 
India has been increasing in terms of magnitude and number. There is a great 
possibility of such outflows affecting the domestic stock market development. Hence 
this paper examines the impact of both inward and outward FDI on the stock market 
development of India for a period of 14 years from 2004 to 2017.  
 
Objectives  

1. To analyze the long run causality between FDI inflow and outflow on market 
capitalization. 

2. To analyze the short run causality between FDI inflow and outflow on market 
capitalization. 

Research methodology 
The study has employed variables like FDI inflow (FDIINF), FDI outflow 

(FDIOUT) and market capitalization (MC). All these variables have been considered 
as a percentage of GDP. Market capitalization has been used as a proxy variable for 
stock market development. 
             The data for the study has been taken from secondary sources like UNCTAD, 
World Bank and other sources. The data has been collected for a period of 14 years 
from 2004-2017. Augmented Dickey Fuller’s test, Johansen’s co-integration test and 
Vector Error Correction model have been employed in the study to analyse the long 
run and short run causality.  
 
 



Online International Interdisciplinary Research Journal, {Bi-Monthly}, ISSN 2249-9598, Volume-09, Feb 2019 Special Issue (02) 

 

 
w w w . o i i r j . o r g                      I S S N  2 2 4 9 - 9 5 9 8 Page 187 

Analysis and interpretation 
a) Unit root test 

 In any time series data the first step is to test the stationary of the data. A data 
is said to be stationary when their mean and variance remain constant over a period of 
time. The Augmented Dickey Fuller’s test has been applied to test the stationary of 
FDI inflow, FDI outflow and market capitalization. All these variables have been 
taken as a percentage of GDP. The results of the ADF test have been given in Table 1. 
 

Table 1 
Variables At first difference 

 Absolute value of 
t-statistic 

Probability value 

FDIINF 3.58009 0.0245 
FDIOUT 3.24414 0.0425 

MC 3.90920 0.0157 
 Source: Compiled by the author 
 

The variables have been first tested for stationarity at level i.e. on the original 
data. Since they were found to be non-stationary the first difference of the variables 
has been considered. From Table 1 it is evident that the p values of all three variables 
are lesser than 0.05. This shows that the variables are stationary at first difference.  
 

b) Co-integration test 
 The Johansen’s co-integration test has been applied to analyze the long run 
relationship between the variables. Johansen’s test can be applied only on non-
stationary data or in other words on data at level. The results of the Trace test and the 
Maximum Eigen value test have been given in Table 2 and Table 3. 
 

Table 2 
Unrestricted Co-integration Rank Test (Trace) 

Hypothesized 
No. of CE(s) Eigen value 

Trace 
Statistic 

0.05 
Critical Value Prob.** 

None * 0.901280 50.19628 29.79707 0.0001 
At most 1 * 0.844652 22.41067 15.49471 0.0039 
At most 2 0.005455 0.065639 3.841466 0.7978 

Source: Compiled by the author 
 The probability value of 0.7978 which is more than 0.05 indicates that there are at 
the most 2 co-integrating equations at 5 per cent significant level. This implies that to 
a certain extent the variables move together in the long run. 
 

Table 3 
Unrestricted Co-integration Rank Test (Maximum Eigen Value) 

Hypothesized 
No. of CE(s) Eigen value 

Max-Eigen 
Statistic 

0.05 
Critical Value Prob.** 

None *  0.901280  27.78561  21.13162  0.0050 
At most 1 *  0.844652  22.34503  14.26460  0.0022 
At most 2  0.005455  0.065639  3.841466  0.7978 

Source: Compiled by the author 
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 The Maximum Eigen Value test also supports the results obtained from the trace 
test. Hence it can be concluded that co-integration exists between the variables in the 
long run. 
 

c) Vector Error Correction model (VECM) 
This model can be applied only when a long run co-integration exists between 

the variables. It can be used to estimate both the long run and the short run causality 
between the variables. The ECM estimates the speed at which the dependent variable 
(MC) returns to its equilibrium when there is a change in its independent variables 
(FDIINF, FDIOUT).  
Long run causality 

The co-integration model that we derive by applying VECM is, 
D(MC) = C(1)*( MC(-1) - 15.7373393867*FDIOUT(-1) - 67.6339417937 ) + C(2)*( 
FDIINF(-1) - 0.392841277449*FDIOUT(-1) - 1.67709610499 ) + C(3)*D(MC(-1)) + 
C(4)*D(FDIINF(-1)) + C(5)*D(FDIOUT(-1)) + C(6) 

In the above model, C (1) is the coefficient of the co-integration model with a 
value of -2.215138, the p value is 0.0018. Since its coefficient has a negative sign and 
p value is less than 0.05 it can be concluded that there is long run causality between 
FDI inflow and market capitalization and FDI outflow and market capitalization. 
Short run causality 

To test the existence of short run causality between the variables, the Wald 
Test has been applied. The application of the Wald test has revealed that there is no 
short run causality between the variables, since the coefficients of both FDI inflow 
and FDI outflow depict a p-value that is greater than 0.05. The results have been 
given in Table 4. 

Table 4 
Variables Coefficients p-value 
FDIINF C (4)  0.4883 
FDIOUT C (5)  0.4598 

Source: Compiled by the author 
 
Conclusion 
 FDI being a major constituent of international financial management will have 
a major impact on the stock market of any country. This paper has investigated the 
impact of FDI inflow and outflow on the stock market development of India. Market 
capitalization has been used as a proxy variable for measuring the stock market 
development. The findings of the study have shown the existence of long run 
causality between the variables. However there is no short run causality between FDI 
inflow and market capitalization and FDI outflow and market capitalization. 
Implementation of policies to foster the growth of FDI can result in the development 
of the Indian stock market which can in turn induce economic growth and help in the 
management of finances in international businesses.  
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