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ABSTRACT

Stock prices fluctuations for quoted companies occur daily due to both company specific
variables like company earnings with corresponding dividend policies, and multiple macro-_
economic_variables. This study sought evidence supporting the existence of influence of the
selected macro-economic variables of: foreign exchange rate of hard currencies, interest rate and
inflation rate on share prices fluctuations based on the weighted average monthly data from
January 2008 to December 2012 for the companies listed on the Nairobi Securities Exchange in
Kenya. The influence of selected macro-economic variables on stock exchange provide
important implications for monetary policy, risk management practices, financial securities
valuation and government policy towards financial markets. The study utilsed secondary data
that was obtained from: Central Bank of Kenya, Institute of statistical Kenya and Nairobi
Securities Exchange. To investigate the effect of the selected macro-economic variables on share
prices of the companies listed on the Nairobi Securities Exchange, simple and multi-variate
regressions analysis was used. For all of the quoted companies it was desirable to find if the
stock prices fluctuations are predominantly due to the selected macro-economic variables. The
Nairobi Securities Exchange may derive great benefit through more investors raising new capital
in the share market when stocks are in great demand, and more extensional investment of
companies by raising additional capital through stock splits or issuing more shares out of their
authorized share capital. The study found that interest rate had a predominant effect on stock
market price indices as compared to the other macro-economic variables. Interest rate, exchange
rate for both the Euro and US Dollar had a negative effect on stock market indices for companies
quoted on the Nairobi Securities Exchange. When the Kenya shilling depreciates the stock
market indices gain in points. The inflation rate had a negative effect on stock market
performance indicating that higher levels of inflation rate result in lower stock market indices in
Kenya. Other macro-economic variables would also have impact on stock market indices for
companies quoted on the Nairobi Securities Exchange since the predictor model did not account
for all variables as it had a low R? of 15.1 %.




TABLE OF CONTENTS

DECLABATION, .. s oo s snwwmss 1 1 pmmenss s 3 Sousmmers ¢ ) 5esssmoss s 55 5smn £ Swmasi s 5 5 SRwsissang § 5 i
ACKNOWLEDGEMENT ... e ee e ii
DEDICATION. ... e e e e e iii
ABSTRACCT . c im0 naimnas s samenesss 5 s s smihts s 55 ansaGea a8 5 5 ba5amiae5e & fmmamsme & SAESAH § 5525 na vamers iv
TABLE OF CONTENT S ... e iv
LIST OF TABLES. . . . comosurs s s s s s sosmsms 1 3 s samossmons s 1 sosmsmnh 5 § sbamsnss 13§ sHemns § 45 sOpmmmie 15 ix
LIST OF B URES v ¢ ssummen s vs ssummmss vs s somsmses s 55 s s s £ § S5ains 5 5Essmos s 4 § o5 s 11 55 5 5595 X
CHAPTER OINE .. smouers o 1 mmmn 25 semmins ¢ R Emissms s 1§ 50w § 3 § S 15 s SHEMI S LF &S0y 23 24k 1
INTRODUCTION . i 5 smmaisisi b5 istinbinsink s o nmmmeinis b o 45 kéikamsins o s s smminisons  # ssimaarmsn .+ 4 aisinmarerns s . iein 1
1.1 Background of study..........o.ouiiii i 1
1.1.1 Macroeeonomic Variablos ciu.. « suuessss s vasnsnmmnes s s 555550505 i § ssmamass s » ssasnsss s s5ammpoasi s 2
1.1.2 The Nairobi Securities EXChange..............coooviiiiiiiiiiiii e, 3
1.2 Btatermient Of The PODISIL «. suuaimivs ox osmasmssis s s ssnmmnimss « sesmasies 3 sssaacns s s MEes 151 A Sasssos +
1.3 Objectives of the Study........ccoiiuiiii i e 5
1.4 ReSearCh QUESTIONS. ...ttt ittt ettt et et e ettt e e e eaenes 5
1.5 Justification for the Study..........cooiiriiiiii e, 5
1.6 Scope 0f the StuAY.......ouiiii s 6



CHAPTER TWO ...ttt b e e ea e eae e 7

LITERATURE REVIEW ..ottt 7
21, TOTEOAICIIGI ..~ em oo s s 55555 85 A 5550 S5 S5 A SRR 8 AR 7
2.2 TheoretiCal REVIEW .......ocuiiiiiiiiiiiiieiiteccccte st s 9
2.2, ] BRCIRBITEE TAUE v o saiiisarins susinsssn wiosis st 555 9 485588 SG9R4 SR80 5 R S SR A O3 S SR R A A S 9
2.2.1.1 The Traditional Approach Theory........cccceeiiiviiiiiiiiiiieice e 9
2.2.1.2 Portfolio Adjustment TREOTY .....cccooeviriririiiiieiceeeese et 9
2.2.1.3 The International Capital FIoWS THEOTY ... imsussminsscissesmomnis ssinsnsisnimssssssivabassnsin 10
2.2.1.4 The Deterministic Stock Valuation Model..........cccccoveriiiiininiincniniiicncceecee 10

A 101 1<) (o B 1 TR URRTPPRRRRRTTTPPPPTN B |

2.2.2.1 Efficient Market Theory.........covviiiiiiiiiiiiiiin e seeeseesneeee L

2.2.2.2 Dividend Irrelevance Theory. .. .. ..o 12
BuuleS \ETEFCITUSN TN i oo s 55 5 8 5 8 < S0k A 5 N <0 b e 3 58 13
2.2.3.1 The Cost-push Theory of Inflation...........cccceviviriniiiininiinceee e 13
2:2.3.2 New Keynesian ) (INKQY): THOOTY uusseussssssossamssnomnsssinss ainnssssssmmsssossssessimssnsssmonsss 13
2.2.3.3 The Quantity Theory 0f MONEY .....cccccoieiierieiiieieiieniesiesee et 14

2.3 Empirical LIterature. .. ...uoeit ittt et et e e e e e e e e aeaea 15
2:3.] Boamioe Pale. oo oo sanmanss i s samisenis s 55 anaaseainsn s » 5 ShsikGinns § 034 biasad i i 3 antns 55 a8 SR 15
2.3.2 Interest rate fIUCTUATIONS. ......coueviiiiirieieiiiciee et 18
233 INTIAEONE PG cvsscnsnusmssrssssmmummanssmssmsssmssngsss sssssmsess evssmbnsess sass s S8 s By s A e 20
2.3.4 Political CONAITION .....ovuiiiiiiiiiiiiiiiiiiei ettt sttt 21
2.3.5 Business climate in the COUNTIY ......coviviiiiiiiiieiieciiecieeccee ettt sneesenesnaen 21
2.3.6 Nationalization: OF IAUSIITIES s vmsauvanss seanns srswiss oo o s s 5o 50085550558 G55 034 22
2.3.7 The presence of active dealers in the stock exchange............cccoeevevviiiieniieniieniecieeeee, 27
2.3.8. Niathel DoveHOUSTEVE s msmmamnssanssusmsssesmesses s s s s s s s 23

Vi



2.3.9 Literature overview and Research gaps.........cccoeciiiieniiiiniiniiieniecne e 24

2.4 Coniceptual PrariEWOTk .. . . usssssssmmssusressss sssismss orumssnss s s s sasss s s ssssssssine 26
CHAPTER THREE.. . ...cuuves 1 suranmens s sommmmsns s psmmasus s « sfsasissn 1 55605 4 § $Hsmsmass § yoeaesnn 27
METHODOLOGY ... .ottt e e e e 27
3.1 Research Desi@n. . ....cuuiintiiiii i 27
3.2 Tarpet POPUIREION o sumsosussssossivmssnsasvsnuossassssnsanss ssesnssssnsss sses suissssoms msssmis s isassssvisssassssases 28
3.3 Sample size and sampling TEChNIQUE ........cccecirieiiriirininieieiesecteeeee e 28
3.4 Data COlleCtion PrOCEAULE .......cc.evieruieierieierteniteteete sttt eaeeaesaeeaeesseesseeseeseesseessesseeneans 28
3.5 Datd Processing and analYRIS . csuums s smsnssnsissssssssesiss sisssssesomsssssisssstsanssisissssinmenssss 28
CHAPTER FOUR. ... e e, 29
FINDINGS AND DISCUSSIONS . .. ..o e 29
4.1 INTTOAUCTION ......ueiiiiiiiiitiitestct ettt sttt ettt e st e b e b e s esaeseeseebesbesessaseneas 29
4.1.1 The effect of Foreign eXchange rate ..........ccceoueeieiieiiieiieiecieceecee et 31
4.1.2 The effect Of INtEreSt TALE ... ..ccceevuirieieierieieeetee ettt a e e be et se s 32
4.1.3 The effect of Inflation rate ...........cocoviiiiiiiiiiiiii e, 33

Vi



CHAPEER BLIVE ... ..ot sinmaneme 115508 8mmmnn s - na 3058 s s snmemis bl b 5iinnmn « 3 SOMERES § 5 xubein bkt s 36

SUMMARY OF FINDINGS,CONCLUSIONS AND RECOMMENDATIONS............ 36
5.1 THTOANCHION. ..o vesmsesrumsorsmnmansmmsnsancsssmsnmssmssnssssmssmsosmssssssssssonsinssnbssrmesasssvssonnsinomsssnsnsnsns st Gith i 36
5.2 Summary of fINAINGS......coveiiriiriiiiiie e 36
5.3 CONCIUBIONS . uvsunsmsssonosnsonvossasssnss cwmuysssneesnss o5 555 H5a TS s RSSE 5 RS IR RIS AR SS9 36
5.4 ReCOMMENAATIONS .......eruiiieiriiitieieeiteit ettt er ettt et e resae et st aese e s esaesaeeneeaea 37

BEVERETHUES, oo 1 sussmrons s s monmanss o1 1 sionnses s § 2 e s 5 8 5Eusisas b el 14 Sonmige s s 1 s S <5 38

APPENDIEGES ... ... i s oo s 2558 50inms s o < 252054 o mieeeindideh 8§ e 4 555855t . e bR 41

viii



LIST OF TABLES

1. Table 4.1 Correlations between the independent variables output ......................... 30

2. Table 4.2 Regression between Euro, US Dollar and stock market prices ................ 31

3. Table 4.3 Regression between Interest rate and stock market prices..................... 32
4. Table 4.4 Regression between Inflation rate and stock market prices ......................33

5. Table 4.5 Regression between Euro, US Dollar, Interest rate, Inflation rate and stock

0 E:) 4G B 0 (o N 34

6. Table 4.6 Model SUMMATY......c.iutiniinie ettt et e ae e 35



Figure 2.1 Conceptual Framework

LIST OF FIGURES

........................................................................



