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ABSTRACT  

Using annual data from 1994 to 2018, the paper examines the impact of foreign capital flows on 

capital market growth in Nigeria. It also investigates the causal relationship between the dependent 

variable, market capitalization which serves as proxy for capital market growth and the independent 

variables foreign portfolio investment, foreign direct investment, real exchange rate and degree of 

openness. The ordinary least square regression analysis was employed in the study. The Augmented 

Dickey-Fuller unit root test reveals that all the variables became stationary after first difference, while 

the Johansen cointegration test result revealed that a long run relationship exists between the 

variables. Findings from the regression estimates show that foreign portfolio investment, real 

exchange rate and degree of openness all have positive and statistically significant impact on 

Nigeria’s capital market growth in the long run. A 1 percent increase in FPI, EXCR and DOP 

improves Nigeria’s capital market growth by 0.003, 12 and 5.9 percent respectively. Foreign direct 

investment has a positive but statistically insignificant impact on Nigeria’s capital market growth in 

the long run. The granger causality test reveals a unidirectional relationship between all the variables 

except for FPI and FDI that have a bi-directional relationship. The study thus concludes that foreign 

capital flows have a long run positive impact on capital market growth in Nigeria. It is recommended 

among others that trade be further liberalised in order to allow free flow of foreign capital and that 

expansion of the capital market is necessary to attract more foreign capital.    

Keywords: Foreign capital flows, foreign direct investment, foreign portfolio investment. 

 

1.0 INTRODUCTION 

All over the world, capital market has played significant role in the growth and development of the 

economy. It has been identified as one of the drivers that ensure growth and development in an 

economy, as it is pertinent for capital realisation and long term growth (Osaze, 2009). Capital market 

plays a key role in financial intermediation in both developed and developing countries by mobilizing 

idle funds from surplus to deficit units in the economy. In good times, capital markets channel 

international capital flows/savings to the countries and regions of the world where they are most 

productive, while during crisis periods, they have the ability to disrupt the domestic financial systems 

of the most vulnerable countries and therefore constitute a key factor affecting global financial 

stability (Matthieu, Julia and Natacha, 2016). Capital market also mobilises and channels funds to 

self-liquidating investments that are profitable in nature. Its liquidity role is unique amongst other 

functions it plays because, it provides liquidity by ensuring that firms raise funds through the sales of 

securities with relative ease and speed. Through this medium, the growth of the economy and 

investment can be influenced by the capital market. Thus, the overall development of an economy 

depends on how the capital market performs and attracts foreign capital flows into the country.  

According to Stiglitz (1985), the existence of a well-organized and liquid stock market is a potential 

incentive which facilitates the inflows of foreign capital from foreign investors. Levine (1997), 

observed that a market that is not well organized and devoid of liquid capital, serve as a disincentive 

as savers would not undertake long-term ventures that yield profits, and no investor would want their 
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money tied up for a long period of time. Other incentives such as high performance of the capital 

market in terms of increased volume of market capitalization, turnover ratio and all share price index 

equally serve as factors capable of pulling capital flows into the capital market of an economy (Otker-

Robe, Polanski, Topf and Vavra, 2007).  

Since its popularization by O’ Connor and Iscariot (2010), foreign capital flows have become so 

important because it is a medium where developing countries solve issues involving shortage of 

capital. More-so, the need for foreign capital to complement domestic resources has been welcomed 

as a catalyst of growth and development, since it is considered as the central element of the process of 

economic growth in developing countries (Sophannak and Darith, 2017). Lebragacio, (2010) opines 

that the transfer of capital between countries from where it is abundant to where it is limited will lead 

to enhancement of investment in the receiving country. For Kalim (2014), foreign investment in the 

receiving countries (developing countries) would benefit those countries by increasing the availability 

of capital and thereby having a positive impact over productivity and the general economic wellbeing 

of the host country. 

In the last few years, Nigeria as a developing country had clamoured for foreign capital flows in the 

country. This is believed to facilitate economic growth and development, which will lead to 

industrialization of the economy in the long run (Adeleke, 2004). Uwubamwen and Aigbovo (2018) 

observed that components of capital inflow include foreign direct investment (FDI), net portfolio 

equity investment or foreign portfolio investment (FPI) and other financial investments (OFI), and 

that of these components; FDI has had a more pronounced impact on the economy because it includes 

technological, managerial and marketing expertise. In recent times however, statistics have shown that 

foreign portfolio investment and other financial investments in the country have been on the increase. 

According to the National Bureau of Statistics (2017), total capital flows into Nigeria rose by 138.6% 

percent year-on-year to $12.2 billion in 2017 from the figure recorded in 2016. Also, data from NBS 

put investment inflow into the country as at the end of the fourth quarter of 2017 at $5, 382.9 million. 

This represents an annual growth of 247.5%, and a corresponding quarterly growth of 29.9%. As at 

the end of 2017, total capital imported into Nigeria was $12, 228.6 million, an increase of $7, 104.4 

million or 138.7% from the figure recorded in 2016. According to the NBS (2017) report, the growth 

in capital importation in 2017 was mainly driven by an increase in portfolio investment which went 

up by $5, 516.2 million from the year 2016 to reach $7, 329.1 million in 2017 and thus accounted for 

60% of capital imported. Again, the NBS report in 2018 shows that, the total value of capital 

importation into Nigeria stood at $16, 812.47 million in 2018 compared to $12, 228.57 million 

imported in 2017. This represents 37.49% growth year on year. The largest amount of capital 

importation by type was received through portfolio investment, which accounted for 70.20% ($11, 

802.27 million) of total capital importation, followed by other financial investment which accounted 

for 22.69% ($3815.53 million) of total capital, and then foreign direct investment which accounted for 

7.11% (1, 1974.67 Million) of total capital imported in 2018 (NBS, 2018). 

Despite the enormous capital flows recorded in the Nigerian capital market, mixed feelings exist as 

scholars have conflicting views as regards the impact of foreign capital flows on the growth of the 

Nigerian Capital market. For example, Eniekezimene, (2013) examined the impact of foreign 

portfolio investment on capital market growth in Nigeria. Findings show that foreign portfolio 

investment has a positive impact on capital market growth in Nigeria. This result supports the findings 

by Ozurumba (2012), whose study shows that foreign portfolio investment has a positive and 

significant impact on stock market returns. Conversely, Ekeocha (2008) in his study finds that 

portfolio investment is negatively related to real exchange rate, market capitalization, trade, degree of 

openness and institutional quality in Nigeria. This mixed result generates questions such as: what 

causal relationship exists between foreign capital flows and capital market growth in Nigeria? Is there 

a significant long run impact of foreign direct investment on capital market growth in Nigeria? Does 

foreign portfolio investment have any significant long run impact on capital market growth in 

Nigeria? 

This study therefore examines whether foreign capital flows (foreign portfolio investment and foreign 

direct investment) have any significant long run impact on the growth of Capital Market in Nigeria. It 

also examines the direction of relationship that exists between foreign capital flows and capital market 

growth in Nigeria. 
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2.0 Literature Review 

Some scholars have tried to investigate the nexus between foreign capital flows and capital markets, 

and economic growth in Nigeria. However, there findings seem to be conflicting and have generated 

mixed feelings. Some of such findings are reported below: 

Using annual data from 1980-2010, Uwubamwen and Aigbovo (2018) empirically examine the 

relationship between capital flow determinants and economic development in Nigeria. The ordinary 

least square technique was used to assess the impact the independent variables on the dependent 

variable. Their finding reveals that capital inflow was significant and had a positive impact on 

economic development in Nigeria, while degree of openness though significant, but has a negative 

impact on economic development in Nigeria. They recommended amongst others, the liberalization of 

the financial sector in the country and massive investment in human capital development. 

Eze and Okparaka (2017) examined the causal and long-run relationship between foreign capital 

inflow and domestic savings in Nigeria. The study employed annual time series data from 1970 to 

2014. The granger causality test results indicate that there is an existence of unidirectional causality 

between foreign capital inflow and domestic savings in Nigeria, meaning that foreign capital flows 

causes domestic savings in Nigeria while domestic savings does not cause foreign capital inflow. 

Adaramola and Obisesan, (2015) examined the impact of Foreign Direct Investment on Nigerian 

Capital Market Development. Using time series data and ordinary least square (OLS) regression, the 

result shows that foreign direct investment impact positively and significantly on Market 

capitalization. Government and monetary authority were advised to introduce measures that will 

ensure the flow of Foreign Direct Investment into the economy. 

Baghebo and Apere, (2014) examined the impact of Foreign Portfolio Investment on Economic 

Growth in Nigeria between 1986 -2011. A three stage methodological process was adopted; one was 

to check the stationary status of the variables using Augmented Dickey Fuller Unit Root test, which 

confirmed that the variables had unit root problems, the second was to check for the possibility of a 

long run relationship using Johansen co-integration test; the third was the parsimonious error 

correction result. The variables considered are foreign portfolio investment, inflation rate, market 

capitalization, and trade openness. It discovers that foreign portfolio investment; market capitalization 

and trade openness has a positive long-run relationship with real gross domestic product in Nigeria.  

Zafar, Qureshi and Abbas (2013) studied the hypothesis that foreign direct investment influences the 

development of stock markets in Pakistan. Employing annual data from 1988 to 2008 the research 

derived strong positive association between stock market development and FDI and recommended 

that if foreign direct investment as a percentage GDP rises by 1% Market capitalization as percentage 

of GDP increases by 6.78%. 

Jayachandran and Seilan (2010) investigated the causal relationship between trade, foreign direct 

investment (FDI) and economic growth of India over the period 1970-2007. Granger causality test 

used in time series analysis shows that there is a direction of causation amongst the variables 

examined. The direction of causation is from FDIs to growth rate and there is no direction of 

causation from growth rate to FDIs.   

3.0 Sources of Data Collection   

This study employs the ex-pose facto research design. Data for this study was obtained from the 2018 

annual statistical bulletin of the Central Bank of Nigeria. These data include Market capitalization 

(MCAP) as a proxy for capital market growth, foreign direct investment (FDI), foreign portfolio 

investment (FPI), degree of openness (DOP) and real exchange rate (EXCR). Degree of openness and 

real exchange rate are employed as control variables. 

3.1 Method of Data Analysis 
Regression analysis is used to estimate the impact of foreign direct investment, foreign portfolio 

investment, degree of openness and real exchange rate on market capitalization in Nigeria. Firstly, we 

tested for stationarity because it helps us to avoid the possibility of spurious parameters that could 

result when two or more non-stationary data series are regressed. According to Engle and Granger 

(1987), the regression of two non-stationary variables on each other produces spurious and 

inconsistent parameter estimates. Hence, Augmented Dickey-Fuller test is employed to ascertain if the 

variables are stationary.  
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Secondly, the cointegration test was conducted to ascertain whether or not there is a long-run 

cointegration between the dependent variable and the explanatory variables. This was achieved with 

the use of the Johansen cointegration test. 

Thirdly, the Granger causality test was applied in order to establish if there is a causal relationship 

between the variables. The causality test enables us to determine whether a unidirectional or bi-

directional relationship exists between foreign capital flows and capital market growth in Nigeria. Our 

choice of the Granger procedure is based on its popularity and efficacy in suggesting causality.  

 

3.2 Theoretical Framework 

The theoretical framework adopted for this study is the variant flow theory of capital movement by 

Sachs, Tornell and Velasco, (1996). The flow theory of capital movement is considered more 

appropriate in revealing the relationship amongst foreign capital flows and capital market growth in 

Nigeria.  

The theoretical framework starts by representing the total stocks in a particular open economy as: 

  

Where KA is the stock of capital, Z is the level of capital mobility, r is domestic interest rate, r* is 

foreign interest rate and k is capital investment not related or independent of interest rate. 

Differentiating equation (1) yields; 

                                                                                                       (2) We note 

that 

 
It means a rise in the domestic interest rate will increase the inflow of foreign capital and decrease in 

the foreign interest rate relative to domestic interest rate will decrease outflow. Therefore, equation 

(2) can be rewritten as  

(3) 

(4) 

We can therefore rewrite equation (4) as: 

_ (5) 

This means that;    (6) 

Where KA is the change in capital stock, z is the change in capital mobility, r is change in domestic 

return on investment,  is foreign return on investment and k is change in capital flow or investment 

independent of interest rate. 

 

3.3 Model Specification 

We made use of Ordinary Least Square (OLS) method to estimate the effect of foreign capital flows 

on capital market growth in Nigeria. The functional and parametric model is as stated below: 

MCAP = f(FDI, FPI, DOP, EXCR)                    (7) 

Equation 7 as stated above represents the functional relational relationship between market 

capitalization and foreign capital flow in Nigeria. Market capitalization is the dependent variable 

while foreign direct investment (FDI), foreign Portfolio Investment (FPI) which represents foreign 

capital flows, and real exchange rate and degree of openness which serve as control variables are 

employed as the explanatory variables.  

Conventionally, in order to determine the empirical effects of explanatory variables on the explained 

variable, functional relationship are usually rewritten in econometric form. The econometric model is 

necessary because it gives room for the intercept which shows us the performance of the dependent 

variable when no variable is affecting it; the coefficient of the explanatory variable which shows the 

magnitude by which the dependent variable changes as a result of change in the explanatory variables, 

and error term, which represents other variables that affects the dependent variable, but were not 

captured in the model. The econometric model estimated is stated in equation 8 below: 

 

Azebi, & Dein ….. Int. J.  Innovative Finance and Economics Res. 8(1):201-210, 2020 

 



205 

 

MCAPt = β0 + β1FDIt + β2FPIt + β3DOPt + β4EXCRt + Ut                             (8) 

Where: 

MCAP  = Market Capitalization as a proxy for Capital market growth 

FDI   = Foreign Direct Investment 

FPI   = Foreign Portfolio Investment 

DOP  = Degree of Openness 

EXCR   = Real Exchange Rate 

U   = Stochastic Disturbance or error term 

β0  = Intercept of the equation 

β1-β4  = The parameter estimates or coefficients of variables estimated. 

MCAP is the dependent variable while FDI, FPI, DOP and EXCR are the independent or explanatory 

variables. 

 

4. RESULTS AND DISCUSSION 

Table 1: Descriptive Statistics 

 MCAP FPI FDI EXR DOP 

 Mean  7668.561  625.7100  566.2392  131.6097  0.114832 

 Median  5120.900  116.0400  610.3800  129.3565  0.088402 

 Maximum  21904.04  3834.530  1360.310  306.0802  0.468774 

 Minimum  66.30000 -12.06000  22.23000  21.88610  0.008723 

 Std. Dev.  7735.380  1038.028  436.1481  77.97948  0.117386 

 Skewness  0.507350  1.901766  0.259461  0.539553  1.332361 

 Kurtosis  1.737386  5.468516  1.675749  3.300756  4.358473 

      

 Jarque-Bera  2.733135  21.41711  2.107208  1.307212  9.318945 

 Probability  0.254981  0.000022  0.348679  0.520167  0.009471 

      

 Sum  191714.0  15642.75  14155.98  3290.243  2.870805 

 Sum Sq. Dev.  1.44E+09  25860056  4565404.  145939.2  0.330706 

      

 Observations  25  25  25  25  25 

Source: Authors computation. 

 

Result from the descriptive statistics table above shows that the Nigerian capital market recorded 

positive market capitalisation during the period under investigation. The minimum market 

capitalisation recorded was 66.3 billion naira, with an average of 5120.9 billion naira and a maximum 

value of 21904 billion naira. Foreign portfolio investment recorded mean, median, maximum and 

minimum values of 625.7, 116.0, 3834.5 and -12.06 billion nairas respectively.  Foreign direct 

investment has a mean, median, maximum and minimum values of 566.2, 610.4, 1360.3 and 22.2 

billion naira respectively, while real exchange rate recorded a mean, median, maximum and minimum 

values of 131.6, 129.3, 306 and 21.9 naira respectively in the period under review. The skewness 

statistics shows that all the variables are positively skewed. The values of the Jacque-Bera Statistics 

for each variable and their corresponding probability values show that the data that are employed for 

the purpose of analysis in this work are non-stationary or trendy. Hence we conducted a stationarity 

test to ascertain the stationarity status of the variables.     

Unit Root Test 

The Augmented Dickey–Fuller test is used in testing the null hypothesis that there is a unit root in a 

particular time series of interest. This is not the only tests available, but it represents widely used 

approach. The unit root test result is presented in Table 2 below. The lag length used in the ADF test 

is based on minimizing the Akaike Information Criterion (AIC), starting with a lag length of 2. 
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Table 2: Unit Root Test using Augmented Dickey-Fuller (ADF) Test 

Variables Augmented Dickey-Fuller Test Order 

of int. 

Remark 

 @ level @ 1
st
 Diff 5% C. V Lag  

Log(MCAP) -1.539953 -4.315776 -3.612199 2 I (1) Stationary 

FPI -1.074259 -7.043802 -3.612199 2 I (1) Stationary 

Log(FDI) -1.896794 -5.483019 -3.612199 2 I (1) Stationary 

Log(EXR) -1.868736 -4.668104 -3.612199 2 I (1) Stationary 

Log(DOP) -1.796048 -8.248257 -3.612199 2 I (1) Stationary 

Source: Author’s own computation using E view 10 

The Augmented Dickey-Fuller unit root tests in Table 2 above shows that market capitalization 

(MCAP), foreign portfolio investment (FPI), foreign direct investment (FDI), real exchange rate 

(EXCR) and degree of openness (DOP) were non–stationary series at levels but became stationary at 

first difference. Having ascertained the stationarity status of the variables we proceed next to consider 

if there exists at least a linear combination of the variables with unit roots that is stationary using the 

Johansen full information maximum likelihood method. 

 

Cointegration Analysis  

We used the Johansen approach to test if there exists, at least a linear combination of the variables 

with unit roots that is stationary. The I(1) variables are also included in the Vector Autoregressive 

(VAR) model for the cointegration test. A constant is also included in the VAR model, but no trend. 

We present the result of the cointegration test in table 3 below 

Table 3a: Unrestricted Cointegration Rank Test (Trace) 

Hypothesized 

No. of CE(s) 

Eigenvalue Trace 

Statistic 

0.05 

Critical Value 

Prob.** 

None * 0.835265 87.41905 69.81889 0.0011 

At most 1 0.648437 45.94049 47.85613 0.0748 

At most 2 0.383024 21.89705 29.79707 0.3042 

At most 3 0.242273 10.78979 15.49471 0.2248 

At most 4 * 0.174437 4.408851 3.841466 0.0357 

Source: Author’s own computation 

 

Table 3b: Unrestricted Cointegration Rank Test (Maximum Eigenvalue) 

Hypothesized 

No. of CE(s) 

Eigenvalue Trace 

Statistic 

0.05 

Critical Value 

Prob.** 

None * 0.835265 41.47856 33.87687 0.0051 

At most 1 0.648437 24.04344 27.58434 0.1332 

At most 2 0.383024 11.10726 21.13162 0.6366 

At most 3 0.242273 6.380938 14.26460 0.5648 

At most 4 * 0.174437 4.408851 3.841466 0.0357 

Source: Author’s own computation 

 

From the Johansen tests, the trace and maximal Eigen statistics show the existence of two 

cointegrating relationships between variables of foreign capital flows and capital market growth in 

Nigeria at 5% level of significance. The conclusion drawn from this result is that there exists a unique 

long run relationship between Market Capitalization (MCAP), foreign portfolio investment (FPI), 

foreign direct investment (FDI), real exchange rate (EXCR) and degree of openness (DOP). Thus, we 

estimate the error correction mechanism (ECM) since the variables are stationary at level. 
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Table 4: The Parsimonious error correction model 

Dependent Variable: Dlog (MCAP) 

Method: Least Square 

Sample (adjusted): 1997 2018 

Included observations: 22 after adjustments 

Variable Coefficient Std. Error t-Statistic Prob. 

C 0.121770 0.107274 1.135139 0.2828 

DLOG(MCAP(-1)) 0.466053 0.305422 1.525933 0.1580 

DLOG(MCAP(-2)) -0.109504 0.222876 -0.491322 0.3338 

D(FPI) 3.39E-05 0.000011 2.106564 0.0355 

D(FPI(-1)) -0.000139 0.000142 -0.975686 0.3522 

D(FPI(-2)) -7.74E-05 0.000146 -0.528526 0.2087 

DLOG(FDI) 0.095325 0.212325 0.448958 0.3630 

DLOG(EXCR) 0.123908 0.025552 2.549356 0.0438 

DLOG(EXCR(-2)) -0.140105 0.206568 -0.678254 0.1130 

DLOG(DOP) 0.058949 0.020263 2.838982 0.0211 

DLOG(DOP(-1)) 0.103601 0.092851 1.115783 0.2906 

ECM(-1) -0.598107 0.195447 -3.060196 0.0120 

R
2
 = 0.6238, F-statistic = 11.5073, Prob(F-statistic) = 0.0029, D.W. = 2.0428 

Source: Author’s own computation 

 

 

Major Empirical Findings 

. The examination of the econometric models in Table 4 above shows that foreign capital flow 

variables (foreign portfolio investment, foreign direct investment), and exchange rate and degree of 

openness explains 62% of the total variations in the growth of market capitalization in Nigeria. This is 

indicated by the values of the coefficient of determination (R
2)

 whose value is given as 0.623786. That 

implies that the result has a good fit and is statistically significant since the coefficient of 

determination is greater than 50 percent. In further analysis the F-values of 11.50732 reveals that the 

overall regression is statistically significant at 5% since the probability value of the f-statistic is 

0.002949 which is less than 5%. Again, the Durbin–Watson statistics of 2.0427 indicated the absence 

of serial autocorrelation. 

The coefficient of the error correction term is statistically significant and carries the expected negative 

sign at both 5% and 1% level of significance. However, the speed of adjustment is high, that is, 

approximately 60% of the adjustment to equilibrium of market capitalization is expected to occur in 

the long run. Further, this figure shows the average speed of adjustment of market capitalization 

movement to its long-run change in the equilibrium conditions. This result further indicates that 

ignoring error correction in non-stationary time series analysis would lead to misspecification of the 

underlying process to achieve growth of market capitalization in the Nigerian capital market. 

As shown in Table 4, the value of FPI significantly influences market capitalization in the long run 

with a strong inertia of 0.00003 units. This means that an increase in foreign portfolio investment in 

Nigeria will positively impact on the growth of market capitalization in the country. 

Furthermore, FDI positively affect the growth of market capitalization in Nigeria in the long run by 

0.0953 units but is statistically insignificant at 5% level. This means that foreign direct investment has 

not been effective in the country in boasting the growth of market capitalization. On the other hand, 

real exchange rate positively impacted on the growth of market capitalization by 0.124 units and is 

statistically significant at 5% level of significance in the long run. Finally, degree of openness also 

positively affected the growth of market capitalization in Nigeria by 0.0589 units and is statistically 

significant at the 5% level of significance. 

Conclusively, we submit that the result shows a causal relationship between the growth of market 

capitalization and its determinants (foreign capital flow variables) in Nigeria. The selected variables 

identified as the determinants of market capitalization, namely, foreign portfolio investment (FPI), 

foreign direct investment (FDI), real exchange rate (EXR) and degree of openness (DOP). 
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Granger Causality Test 

The Granger causality test is carried out to know the direction of relationship between the variables 

Table 5: Granger Causality Test Result 

Pairwise Granger Causality Tests 

Sample: 1994 2018 

Lags: 2 

Null Hypothesis Obs. F-Statistic Prob. Decision 

MCAP does not Granger Cause FPI 23 6.53452 0.0074 Reject 

FDI does not Granger Cause MCAP 23 3.18564 0.0254 Reject 

MCAP does not Granger Cause EXCR 23 4.77967 0.0216 Reject 

FDI does not Granger Cause FPI 23 11.1721 0.0007 Reject 

FPI does not Granger Cause FDI 23 6.33077 0.0083 Reject 

EXR does not Granger Cause FPI 23 6.64726 0.0069 Reject 

Source: Author’s calculation using E-Views 10 

From table 5 we observe that market capitalization (MCAP) granger cause foreign portfolio 

investment (FPI) and real exchange rate (EXCR) in a uni-directional effect. Foreign direct investment 

(FDI) granger cause market capitalization (MCAP) and foreign portfolio investment (FPI), while 

foreign portfolio investment (FPI) granger cause foreign direct investment (FDI). Finally, real 

exchange rate (EXCR) granger cause foreign portfolio investment (FPI). The information above 

suggests that the relationship between the variables is unidirectional, except for foreign portfolio 

investment (FPI) and foreign direct investment (FDI) which have bi-directional relationship.  

The result above implies that increase in foreign capital flows will enhance the performance of the 

capital market in Nigeria. The result also reveals that opening the economy through trade would not 

attract foreign direct investment.  

 

CONCLUSION AND RECOMMENDATIONS 

This study examined the effect of foreign capital flows on capital market growth in Nigeria using 

annual data from 1994 – 2018. It also examined the causal relationship between the variables. The 

Augmented Dickey-Fuller unit root test was conducted to ascertain the stationarity of the variables 

while the Johansen cointegration test was employed to establish whether there exists any cointegrating 

relationship between the variables. The result of the ADF and Johansen cointegration tests show 

respectively that the variables became stationary after first difference and that a unique long run 

relationship exists between market capitalisation (MCAP), foreign portfolio investment (FPI), foreign 

direct investment (FDI), real exchange rate (EXCR) and degree of openness (DOP).   

Results from the parsimonious error correction model show that the independent variables employed 

for the study explain 62% of the total variations in the growth of market capitalization in Nigeria. 

Foreign portfolio investment has a positive and statistically significant long run impact on Nigeria’s 

capital market growth at the 5% level of significance, while foreign direct investment has a positive 

but statistically insignificant impact on Nigeria’s capital market growth at the 5% level of 

significance. Real exchange rate and degree of openness both have positive and statistically 

significant impact on Nigeria’s capital market in the long run. A 1% increase in real exchange rate 

improves capital market growth by approximately 12% while a 1% increase in the degree of openness 

impacts positively on Nigeria’s capital market growth by approximately 5.9%.  

Result of the granger causality test indicates that all the variables have unidirectional relationship 

except for foreign portfolio investment (FPI) and foreign direct investment (FDI) which has bi-

directional relationship. This implies that foreign direct investment causes foreign portfolio 

investment, and also, foreign portfolio investment causes foreign direct investment.  

Based on the empirical result we conclude that foreign capital flows have positive impacts on the 

growth of the Nigerian capital market. Following this conclusion, the following recommendations are 

suggested: 

1.  Government should invest in and expand the Nigerian capital market in order to enable it attract 

more foreign portfolio investments. 
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2. The real exchange rate should be increased marginally as this would serve as incentive for foreign 

investors to invest their capital in the Nigerian capital market. 

3. More trade liberalization should be allowed as this fosters the free flow or transfer of                  

capital from developed countries with surplus capital into less developed countries that are capital 

deficient. 
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