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ABSTRACT 

We examine the relationship between Foreign Portfolio Investment (FPI) and Financial 

Market Development (FMD), as a macro-economic strategy by Mauritius during the period 1989 

to 2016. We employed ARDL, VECM and granger causality to assess these relationships. The 

results show cointegrating relationships between FPI and Foreign Direct Investment (FDI), 

FMD and real economic growth (RGDPG). The vector error correction model further confirmed 

the existence of long run relationships between the variables under observation. Short run 

causality was found to emanate from FPI, FDI and RGDPG to FMD. Granger-causality results 

confirmed that FMD causes both FPI and FDI, while FPI causes FDI. Moreover, jointly FDI, 

FMD and GDP growth collectively cause FPI. We however find no causality running from FPI, 

FDI and RGDPG to FMD, implying that financial market development in Mauritius is internally 

catalysed. Findings are consistent with underlying economic theories and earlier empirical 

studies. This paper contributes to the global debate of whether foreign investments drive 

financial market development in a developing country; or it is financial market development that 

drives foreign investment. A further significant contribution of this paper is that this study 

applied a PCA-constructed composite index to proxy financial market development in Mauritius. 

The empirical findings provide useful information for strategy formulation of economic policy 

makers in Mauritius, and other emerging markets. 

Keywords: FPI, Financial Market Development, GMM, VECM, ARDL, Granger Causality. 

INTRODUCTION 

Foreign Portfolio Investment (FPI) is stock (share) and/or bond purchases that do not 

create a lasting interest in or effective management over an enterprise (World Bank, 2014). In 

their study on FPI determinants in Nigeria, Ekeocha et al. (2012) defined FPI as a component of 

international capital flows, which involved the transfer of financial assets such as cash, stock or 

bonds across international boundaries in search of profit. FPI can thus be described as all inward 

foreign financial investment flows which are primarily targeted at financial assets available in 

the local financial markets, and yet do not necessarily culminate in permanent investments. FPI, 

although temporary in nature, is considered to assist in the availing of additional, alternative 

financial capital resources for the further investment in the physical, human and social capital of 

an economy. According to Kovalenko et al. (2017), as a result of globalisation, individual 

country economic efficiency and competitiveness is growingly becoming dependent on regional 

cluster economic development. Multi-National Corporations (MNCs) are forced to re-evaluate 

their international portfolios in response to host country dynamics (Hong, 2017). Mikhailovich et 

al., 2017 asserted that economic activity was increasing due to improvements in information and 
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knowledge management, as well as other factors of production, including capital. Ablaev (2018) 

added weight to this argument by stating that economic clusters are now one of the most 

effective forms of financial and knowledge-based capital integration, providing necessary 

competitive advantages for countries in their quest to attract large inward flows on investment 

capital. Abdimomynova (2018) further identified several direct and indirect factors of 

international market regional attraction. These factors included geographical location of the 

country, financial market development, trade and capital openness, government investment and 

fiscal policies, as well as institutional quality. In summary, all the aforementioned scholars agree 

that global integration of countries is dependent on a range of country-specific characteristics 

such as economic activities, policies and financial capital market development, which are central 

themes to our study. 

According to the African Development Bank (2016), foreign capital flows into Africa 

have remained relatively stable despite weak economic conditions in other parts of the world. An 

estimated USD 208.3 billion of external finance in the form of foreign investment, trade, aid, 

remittances and other sources was attracted by African countries in 2015, an amount 1.8% less 

than that of the previous year. It is noted that FPI and commercial bank credit flows shrunk, 

reflecting the tightening global liquidity and risk averse market sentiment. Despite this, African 

governments acknowledge the need to stabilise financial inflows in the short term and use them 

for sustained economic diversification for the longer term (African Development Bank, 2016). 

Compared with foreign direct investment inflows which grew steadily between 2007 and 2013, 

foreign portfolio investment flows fell from USD 23 billion in 2014 to USD 13 billion in 2015; 

while bond flows remained relatively stable (African Development Bank, 2016). 

Using country-level data for Mauritius for the period 1989 to 2016, the main objective of 

this paper was to explore factors that give rise to inward FPI flows to the country, looking 

specifically at the role played by financial market development. The period is justified by the fact 

the Mauritian Stock Exchange was only established in 1989. We examined the long run 

relationships between FPI and financial market development using the VECM and ARDL 

methodologies. The results indicate that there is a cointegrating relationship between FPI and the 

independent variables that includes; FDI, GDP and Financial Market Development (FMD). 

Further, in this article we investigated the direction of causality between the variables employing 

the Granger causality method. Using a PCA-constructed composite index of financial market 

development, the outcome of this analysis shows that FMD causes FPI, FPI causes FDI. 

Moreover, jointly FDI, FMD and GDP growth collectively granger causes FPI, while FPI, FMD 

and GDP growth collectively granger causes FDI. We however find no causality running from 

FPI, FDI and GDP to FMD.  

LITERATURE REVIEW 

Mauritian Financial Market Development 

African financial markets are growing in recognition as a result of international market 

integration. These emerging stock markets remained largely unscathed following the 2007/2008 

global financial crisis that shook international investor confidence.  

According to Makoni (2016), there are 29 national stock exchanges in Africa, including 

two regional bourses, one of which represents the Francophone countries. Like in other emerging 

market countries, African stock markets have continuously proven their ability and efficiency in 

savings mobilisation, resource allocation, liquidity, and risk sharing and portfolio diversification. 
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The economic relevance of stock markets is assessed, based on size (proxied by stock market 

capitalisation to GDP), efficiency (liquidity which is measured by the value of traded shares 

scaled by stock market capitalisation), supply of equity capital (based on number of listed 

counters) and infrastructural adequacy (dependent on the trading or settlement system). Table 11 

below illustrates the main stock market development indicators for selected African stock 

exchanges, against which the performance of the Mauritius Stock Exchange is made. It can be 

deduced that Mauritius is a leading stock market contender, behind South Africa and Egypt, 

respectively.  

Table 1 

STOCK MARKET DEVELOPMENT INDICATORS 

 

Region/ 

Country 

Stock Market 

Capitalisation 

% of GDP 

2005          2014 

Total Value 

Traded 

% of GDP 

2005          2014 

Turnover Ratio 

 

 

2005            2014 

Domestic Listed 

Firms 

 

 2005         2014 

Infrastructure 

(Trading 

System) 

East Africa 

Kenya 

34.1 29.4 2.7 3.3 9.8 8.1 47 65 Electronic 

North Africa 

Egypt 

Morocco 

Tunisia 

 

88.8 

45.7 

8.9 

 

22.1 

54.9 

21.1 

 

28.3 

7 

1.4 

 

8.8 

2.8 

1.8 

 

43 

15.9 

16.5 

 

37.8 

6.2 

7.1 

 

744 

56 

50 

 

246 

74 

77 

 

Electronic 

Electronic 

Electronic 

Southern 

Africa 

Botswana 

Mauritius 

South Africa 

 

 

24.5 

41.7 

228.9 

 

 

31.6 

62 

160.1 

 

 

0.5 

2.4 

81.2 

 

 

0.8 

3.7 

70.2 

 

 

1.8 

6 

39.3 

 

 

2.6 

4 

54.9 

 

 

18 

42 

388 

 

 

24 

66 

322 

 

 

Manual 

Electronic 

Electronic 

West Africa 

Cote d’Ivoire 

Nigeria 

 

13.6 

17.2 

 

28.9 

12.2 

 

0.2 

1.7 

 

1.2 

0.9 

 

1.4 

11.5 

 

2.6 

8.8 

 

39 

214 

 

38 

188 

Electronic 

Electronic 

Sub-Saharan 

Africa 

128.2 67 43.2 29.2 37.3 47.2 911 923 n/a 

World 93.7 74.2 102.8 69.4 116.5 99.8 50,936 47,520 Electronic 

  Source: Makoni (2016). 

The Stock Exchange of Mauritius Ltd (SEM) was incorporated in Mauritius in 1989 

under the Stock Exchange Act of 1988, as a private limited company responsible for the 

operation and promotion of an efficient and regulated securities market in Mauritius. The SEM 

started its operations with only five listed companies on the Official Market, with a market 

capitalisation of nearly USD 92 million. The size of the market has grown from a market 

capitalisation to GDP ratio of less than 4% in 1989, to its current stock market capitalisation ratio 

exceeding 75%. SEM operates two markets: the Official Market, as well as the Development and 

Enterprise Market (DEM). The latter (DEM) was set up in 2006, specifically for Small and 

Medium-sized Enterprises (SMEs) and start-up companies which possess a sound business plan 

and demonstrate a good growth potential. It targets companies wishing to avail themselves of the 

advantages and facilities provided by an organised and regulated market to raise capital to fund 

their future growth, improve liquidity in their shares, obtain an objective market valuation of 

their shares and enhance their overall corporate image (Stock Exchange of Mauritius). 

As on 30 June 2016, there were 51 companies listed on the Official Market, with a 

market capitalisation of nearly US $5.5 billion, while the DEM has listed companies, with a 

market capitalisation of nearly US $1.2 billion (Stock Exchange of Mauritius). Local investors 
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are active participants on the SEM, accounting for about 60% of the daily trading activities, 

while foreign investors account for the remaining 40%. Institutional investors such as mutual 

funds, pension funds and insurance companies contribute 75% of the local trading volumes. 

In terms of foreign participation, SEM has rules for remote membership in place, with the 

objective of encouraging membership from foreign brokers and foreign participants. The stock 

market was opened to foreign investors following the lifting of exchange controls in 1994. 

Foreign investors do not need approval to trade shares, except for the holding of more than 15% 

in a sugar company. Foreign investors benefit from numerous incentives such as revenue on sale 

of shares being freely repatriated and there being no withholding taxes on dividends and no taxes 

on capital gains, implying capital openness in Mauritius. SEM is also the only African bourse 

that lists, trades and settles equity and debt products in currencies such as the United States 

Dollar (USD), Euros (EUR), British Pounds (GBP), and South African Rands (ZAR), in addition 

to the local Mauritian Rupee currency (MUR) (Stock Exchange of Mauritius). This reinforces the 

attractiveness of SEM as a listing and capital-raising platform for African and emerging market 

issuers, and for harnessing inward foreign investment from the world over.  

According to the African Development Bank (2016), banks are the predominant 

intermediaries in the financial sector, with assets worth one trillion rupees in December 2013. 

The banking sector is highly concentrated with the four largest banks holding 56.5% of the 

sector’s assets as at September 2015. The next section presents the literature review of the study. 

Theoretical and Empirical Literature 

Ohlin (1933), Iversen (1936) and Kemp & Jones (1962) assumed that in the presence of 

perfect markets, financial capital goes to host countries which present the highest returns. 

However, others such as French & Poterba (1991) and Gokkent (1997) found that investors hold 

a large proportion of domestic assets in their portfolio (home bias). The theory of FPI is 

premised on macroeconomic variables, such as interest rate differentials and exchange rate 

fluctuations (Dunning & Dilyard, 1999). According to them, money seeks higher interest rates 

and higher profits, as underlying motives of any investment decision. This being the case, the 

emergent theory that can be used to explain foreign portfolio investment is Sharpe’s (1964) and 

Lintner’s (1965) International Capital Asset Pricing Model (ICAPM). According to Bartram & 

Dufey (2001), the ICAPM builds in a risk premium on the global market portfolio and the 

relevant currencies. Unfortunately, the ICAPM assumes that a real risk-free rate of return but this 

is not so because of exchange rate risk resulting from deviations from the purchasing power 

parity.  

We make reference to the Harrod-Domar model, a neo-classical growth theory wherein 

the savings-investment relationship strives to double the long-term growth of a developing 

country; which was however criticised for being too optimistic. The work of Agbloyor et al., 

2014 suggested that international capital flows enhanced domestic investment of host countries 

by adding to its domestic savings. The accumulated savings would then be transformed by the 

local financial markets, coupled with sound government investment policies and institutions into 

investment, translating into higher levels of productivity. The end result would be that this acts 

as a stimulus to economic growth for the country. This conceptualisation explains how 

international capital inflows interact with the domestic financial markets, and make a positive 

contribution to the overall performance of the domestic economy.  

Locational aspects which are taken into consideration when examining drivers of FPI 

include the host nation’s political stability, currency risk, and government macro and micro 



Academy of Strategic Management Journal                                                                                                Volume 17, Issue 5, 2018 

 

                                                                         5                                                                              1939-6104-17-5-263 

 

economic policies (Bartram & Dufey, 2001). They further add that by being players in other 

countries’ markets, foreign investors contribute to such countries’ economic growth, while at the 

same time hedging their own portfolios against exchange risk and achieving portfolio 

diversification.  

Several empirical studies confirm that FPI is influenced by interest rates, foreign 

exchange rates, economic growth, political risk, transaction costs and rates of return. Portes & 

Rey (2005) found that market size, efficiency of technology and distance are important 

determinants of cross-border equity flows (FPI). Agarwal (1997) using the economies of six 

Asian countries, found that inflation, real exchange rate, economic activity index and share of 

domestic capital market in the world stock market capitalisation were all statistically significant 

FPI determinants; while FDI, foreign trade and current account deficit were insignificant. Roque 

& Cortez (2014) also found that familiarity, corporate governance, host country market size and 

level of development matter for FPI. More recently, using ARDL, Haider et al., 2017 found that 

stock market performance had a significant positive impact on FPI on their study of quarterly 

time series Chinese data between 2007 and 2015. Adopting GMM using panel data for 19 

developed and developing countries between 2004 and 2013, Singhania & Saini (2018) 

concluded that the interest rate differential, trade openness and host country stock market 

performance were major drivers of inward FPI flows. With regard to financial market 

development specifically, Al-Smadi (2018) found that foreign investors are attracted to those 

capital markets which offer them portfolio and risk diversification opportunities, based on his 

examination of FPI determinants in Jordan between 2000 and 2016. 

From the foregoing discussions, it has been ascertained that FPI contributes to the 

economy of many developing countries. However, the various channels through which investors 

enter host countries is largely dependent on location-specific characteristics, which are often at 

the control of the host governments and policy-makers. With this in mind, we seek to identify 

and confirm the determinants of FPI and the specific role of the domestic financial markets in the 

host country of Mauritius. The next section considers the data and variables of our study. 

METHODOLOGY 

Data and variables 

  This study employed annual financial, economic and institutional quality data drawn 

from the World Bank’s Development Indicators (2014) databases. Table 2 below summarises the 

variables used in this study, and where they were also applied in similar studies.  

Table 2 

Indicators of FDI, FPI and FMD variables 

Variable Indicator Similar Studies (Sources) 

FDI and FPI inflow variables 

FDIGDP Ratio of net FDI inflows to GDP. Alfaro et al. (2004); Asiedu (2006); Otchere et al. 

(2015). 

FPIGDP Ratio of net FPI inflows to GDP. Agbloyor et al. (2014); Otchere et al. (2015). 

Financial market development variables 

SMCAP Stock market capitalisation of listed companies 

as % of GDP. 

Demirguc-Kunt and Levine (1996); Chinn and Ito 

(2006); Agbloyor et al. (2013). 

SMTVT Stock market value traded (total value as % of 

GDP). 

Demirguc-Kunt and Levine (1996); Chinn and Ito 

(2006); Soumaré and Tchana (2015). 

PCRED Domestic credit to the private sector by deposit Demirguc-Kunt and Levine (1996); Agbloyor et al. 
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banks as a share of GDP. (2014); Soumaré and Tchana (2015). 

LIQLI Liquid liabilities of the financial system (M3) 

divided by GDP. 

Demirguc-Kunt and Levine (1996); Alfaro et al. 

(2004); Soumaré and Tchana (2015). 

CCBA The ratio of commercial bank assets to 

commercial bank and central bank assets. 

Demirguc-Kunt and Levine (1996); Alfaro et al. 

(2004); Soumaré and Tchana (2015). 

Economic and other control variables 

RGDPG Real GDP growth rate. Ekeocha et al. (2012); Otchere et al. (2015). 

The population used included a set of variables indicated in Table 2 for Mauritius. 

Purposive sampling was utilised as a time series data for Mauritius covering the period 1989 to 

2016 was chosen for our econometric analyses. The series only commences in 1989 because that 

is when the Stock Exchange of Mauritius commenced trading. This study was limited to 

Mauritius as a case study due to its emergence and recent performance as a frontrunner in 

harnessing foreign portfolio capital flows amongst African countries. 

Using various time series techniques, we set out to identify and examine the short run and 

long run dynamics of FPI, focusing mainly on the role of Financial Market Development (FMD) 

and FDI. Precisely, the study seeks to investigate the long run and short run relationship between 

FPI, FDI and FMD.  To determine whether there is cointegrating relationship amongst the 

selected variables, we utilised the ARDL model given that the time series data is only limited to 

28 years. The ARDL co-integration technique is one preferable approach when dealing with 

variables from a small sample size (Nkoro & Uko, 2016). Moreover, the ARDL model is 

efficient and robust in analysing variables that are integrated at level [I (0)] and order one [I (1)] 

or a combination of both. Pesaran et al. (1999) argue that the ARDL approach is able to identify 

the cointegrating vectors in the environment where there are more than one cointegrating vectors.  

The next section presents the results of the econometric analysis and a discussion of the 

empirical findings. 

ANALYSIS OF FINDINGS AND DISCUSSION 

Stationarity tests were conducted to determine the order of integration of our variables, 

for the purposes co-integration tests and regression analyses. The unit root tests provided 

guidance as to whether ARDL was appropriate or not, since the ARDL methodology is only 

applicable for the analysis of variables that are integrated of order zero [I (0)] or order one [I (1)] 

(Nyasha & Odhiambo, 2015). So, unit root tests and ARDL were complementary to each other. 

The four variables, namely Foreign Portfolio Investment (FPI), Foreign Direct Investment (FDI), 

Gross Domestic Product (GDP) and Financial Market Development (FMD) composite FMD 

index) were tested for stationarity using the Augmented Dickey-Fuller (ADF), and Phillips-

Perron (PP) tests prior to testing for co-integration using the ARDL bounds approach and the 

VECM. The null hypothesis under all the tests was that each series in the panel contained a unit 

root. The results of the stationarity tests are presented in Table 3.  

Table 3 

STATIONARITY TEST-AUGMENTED DICKEY FULLER (ADF) RESULTS AND PHILLIPS-

PERRON (PP) 

Variable No trend Trend Intercept 

Stationary tests of variables on first difference–Augmented Dickey Fuller (ADF) test 

FPI -5.484458*** -4.120904** -5.360238*** 

FDI -1.939189** -2.040797 -1.969454* 

FMD -5.326439*** -5.816774*** -5.815270*** 
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GDP -6.786609*** -6.651938*** -6.835165*** 

Stationary tests of variables on first difference–Phillips–Perron (PP) test 

FPI -10.50011*** -10.10341*** -10.57934*** 

FDI -1.939189** -0.185744 -1.256625* 

FMD -4.810089*** -8.895046*** -7.954904*** 

GDP -22.68268*** -24.61753*** -25.48371*** 

***, **,* Denotes 1%, 5% and 10% level of significance respectively. 

Source: Authors’ computations.  

The lag structure was determined using the automatic Akaike Information Criterion 

(AIC). The optimal lag length was determined to be 4. 

In order to investigate the relationships between FPI, FDI and FMD variables, 

respectively, the models below were specified and estimated using the ARDL bounds testing 

approach. The ARDL methodology, which is based on the estimation of an Unrestricted Error 

Correction Model (UECM), use both lagged (to estimate the long run model) and differenced 

(used to estimate the short run model) variables. On the other hand, the VECM (modelled in the 

next section) assumes that all variables in the model are endogenous, uses Vector Auto 

Regression (VAR), and is applicable in situations where there is more than one cointegrating 

relationship in the model. The VECM can be considered to be a restricted VAR model (Pesaran 

et al., 2001). Models using the ARDL Bounds Testing approach, consisting of an Unrestricted 

Error Correction Model (UECM) are specified as follows: 
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             (4) 

Where,   represents the first difference operator.                           are the 

respective dependent variables (FDI = inflow of foreign direct investment as percentage of GDP; 

FPI=Foreign Portfolio Investment inflows as a percentage of GDP, GDP=Gross Domestic 

Product growth rate) for Mauritius at time t.      is proxied by a composite index of financial 

market development constructed using SMCAP, SMTVT, CCBA, LIQLI, PCRED.    is a 

random error term.  

When comparing the estimated F-statistics from the Wald tests to the asymptotic critical 

value bounds from Pesaran et al. (2001), if the computed f-statistic fell below the lower bound, if 

the variables are [I (0)], so no cointegration exists. However, if the f-statistic exceeded the upper 

bound [I (1)], then a cointegrating/long-run relationship existed. If the F-statistic was between 

the lower and upper bound values, then the test of level relationship was inconclusive. The 

values of our F-statistics are captured in Table 4.  

The results from Table 4 below show that there is cointegrating relationship between FPI 

and the dependent variables (FDI, FMD, and GDP). This shows that these variables move 

together in the long-run. However, a mere understanding that there is a long-run relationship is 

not sufficient for policy influence therefore; we need to test further what variable causes which 

variable. Granger causality will be tested later in this paper. In a bid to understand the short-run 

dynamics, we further tested the relationship between variables through the vector error 

correction model. 

Table 4 

BOUNDS TEST RESULTS 
Pesaran/Shin/Smith (2001) ARDL Bounds Test 

H0: No levels of relationship F=2.5e+04 

T= -4.992 

Critical Values (0.1-0.01), F-statistic, Case 3 

 

 

[I_0]  [I_1] 

L_1   L_1 

[I_0]  [I_1] 

L_05  L_05 

[I_0]  [I_1] 

L_025  L_025 

[I_0]  [I_1] 

L_01  L_01 

K_3 2.72  3.77 3.23  4.35 3.69 4.89 4.29  5.61 

Accept if F<critical value for [I (0)] regressors. 

Accept if F>critical value for [I (1)] regressors. 

Vector Error Correction Model (VECM) 

Similar to Hajilee & Al Nasser’s (2015) study, we advanced the argument that both the 

banking sector and the stock market might have long-run and short-run effects on FDI and FPI in 

Mauritius. As a way of validating the ARDL model both the long-run and short-run effects had 

to be rerun empirically using the VECM. The VECM is employed in this case because the 

ARDL model has already confirmed that the is a cointegrating relationship amongst these 
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variables. We further test the association as testing only the long-run relationship would may be 

misleading. 

As such, both the short-run and long run dynamics were further analysed by estimating 

vector error correction models specified as: 

          ∑  

 

   

         ∑  

 

   

         ∑  

 

   

           ∑  

 

   

       

               
               (5) 

 

          ∑  

 

   

         ∑  

 

   

         ∑  

 

   

          ∑  

 

   

       

               
                (6) 

 

          ∑  

 

   

         ∑  

 

   

         ∑  

 

   

          ∑  

 

   

       

               
                (7) 

 

          ∑  

 

   

         ∑  

 

   

         ∑  

 

   

          ∑  

 

   

       

               
              (8) 

Where, ECT is the error correction term obtained from the co-integration relationships, 

while its coefficients (           represent the speed of adjustment to long-run equilibrium.    

is the white noise error term and all the other variables are as previously defined. According to 

Gujarati & Porter (2009), Engle and Granger’s error correction mechanism is a means of 

reconciling the short-run behaviour of an economic variable with its long-term trends. 

Theoretically, the Error Correction Term (ECT) should fall between 0 and -1. A positive sign of 

the ECT indicates the presence of autocorrelation, and also that due to any structural changes in 

the variables under study, the time series will diverge from equilibrium (instead of converging). 

None of the variables in this particular study gave a positive resultant ECT. 

Table 5 

COINTEGRATION RELATIONSHIPS 

Dependent variable Error correction term (ECM) Probability Conclusion 

FPI -0.6614 0.0030 There is a long run relationship 

FDI 0.4057 0.4570 There is no long run relationship 

FMD 0.0033 0.4520 There is no long run relationship 

GDP 0.0549 0.0100 There is no long run relationship 
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The results from Table 5 confirm the ARDL estimation results that indeed there is a long 

run association between FPI and the independent variables. The FPI’s interaction with the 

independent variables resulted in an error correction terms of -0.6614. This demonstrates that 

approximately 66.14% of the disequilibrium in the series was corrected within a year. However, 

the error correction term is not negative and is not significant for the other dependent variables 

showing a non-cointegrating relationship amongst the variables.  

Table 6 

SHORT RUN CAUSALITY 

Dependent variable Chi-square Probability Conclusion 

FPI 9.76 0.1350 There is no short run causality 

FDI 7.10 0.3120 There is no short run causality 

FMD 18.32 0.0026 There is short run causality 

GDP 14.35 0.0135 There is short run causality 

Table 6 results showed a short-run causality that runs from the three independent 

variables to FMD. This implies that Mauritius can put in place polices to attract FDI and FPI as 

these are good for the development of their financial markets in the short run. Likewise, policies 

that enhance economic growth are good for the country. To further our understanding on the long 

run causality, the variables were tested using the Granger causality estimation technique. 

Granger Causality Testing Between FDI, FPI Z and FMD 

In order to empirically test for causality in this paper, we employed the Granger causality 

test. Granger causality is the presumption that knowledge of past values of one variable (X) help 

to improve the forecasts of another variable (Y). Hence, if variable X (Granger) causes variable 

Y, then changes in X should precede changes in Y. Past events (X) cannot be influenced by 

future events (Y) (Kar et al., 2011).  

Having obtained results of the unit root and co-integration tests, we proceeded to run the 

actual Granger causality tests between the FDI, FPI and FMD variables using the optimal lag 

lengths. We considered the following standard specification for testing Granger causality 

between the variables, observed on T years and on one country (Gujarati & Porter, 2009; Hurlin, 

2004).  

        ∑   

 

   

      ∑  

 

   

        

         (9) 

Where, x and y are two stationary variables, k is the time lag, parameter    are i.i.d (0, 

   
2
), p is the number of lags and t       . The basic assumption is that the relationship between 

x and y holds for at least one subset of variables in the sample. Consistent with Hurlin & Venet 

(2008) and β is the regression coefficients for the independent variables.  

More specifically, we also considered the following models for testing Granger causality 

between the FDI, FPI, FMD and GDP variables: 
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The results of the Granger causality tests are presented in Table 7. A rejection of the null 

hypothesis implied a causal relationship between the pairwise variables being examined. 

Table 7 

GRANGER CAUSALITY WALD TESTS 

Equation Excluded F Df. df_r Prob>F 

FPIGDP 

FPIGDP 

FPIGDP 

FPIGDP 

FDIGDP 

FMD 

RGDPG 

ALL 

1.3279 

6.7864 

1.8469 

4.3728 

4 

4 

4 

12 

6 

6 

6 

6 

0.3595 

0.0205 

0.2390 

0.0407 

FDIGDP 

FDIGDP 

FDIGDP 

FDIGDP 

FPIGDP 

FMD 

RGDPG 

ALL 

5957.3 

3.2283 

1.1591 

2458.1 

4 

4 

4 

12 

6 

6 

6 

6 

0.0000 

0.0973 

0.4142 

0.0000 

FMD 

FMD 

FMD 

FMD 

FPIGDP 

FDIGDP 

RGDPG 

ALL 

.55994 

.45871 

3.1606 

1.2907 

4 

4 

4 

12 

6 

6 

6 

6 

0.7010 

0.7647 

0.1012 

0.3953 

RGDPG 

RGDPG 

RGDPG 

RGDPG 

FPIGDP 

FDIGDP 

FMD 

ALL 

.27677 

.96784 

.40709 

.50681 

4 

4 

4 

12 

6 

6 

6 

6 

0.8829 

0.4889 

0.7982 

0.8510 

The results from the granger causality estimations are reported in Table 7 above. As 

expected, results show that FMD causes FPI, FPI causes FDI, and at the 90% confidence level 

FMD causes FDI. Moreover, jointly FDI, FMD and GDP growth granger causes FPI; while on 

the other hand, we find that FPI, FMD and GDP growth collectively granger causes FDI. These 

estimation results mean that Mauritius should develop its financial markets in all aspects of 

liquidity, volume traded, market capitalisation and other related elements so as to attract foreign 
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portfolio investment and foreign direct investment. Thus Mauritius is not structurally different 

from other developing countries as results confirm what Agarwal (1997), Alfaro et al. (2004) and 

Anyanwu & Yameogo (2015) found. This current situation will however be further advantaged 

by an economy with high growth prospects, in line with Asiedu (2006) and Agbloyor et al. 

(2013).  

We however find no causality that runs from FPI, FDI and GDP to FMD meaning that 

financial market development is internally catalysed. This is in stark contrast to the findings of 

Otchere et al. (2015) that there is a bi-directional causality between the variables. In fact, our 

results reveal that Mauritius should develop its financial system to attract both FDI and FPI and 

not the other way round. Contrary to the modernisation neo-classical theories’ perspective, 

dependency theorists argue that reliance on foreign investment is expected to have a negative 

effect on growth and the distribution of income. According to Amin (1974), the multiplier effect 

by which demand in one sector of the country creates demand in another is weak, and thereby 

leads to stagnant growth in developing countries. In line with this, our results also show that FPI, 

FDI and FMD individually, and jointly, do not cause real GDP.  

CONCLUSIONS AND RECOMMENDATIONS 

The aim of this paper was to identify the key role of financial markets in attracting FPI 

inflows to Mauritius, a developing country in Africa. Gauging FPI against a Principal 

Component Analysis (PCA) constructed composite index of financial market development, the 

study confirmed that there was a cointegrating (long run) relationship between FPI and the three 

independent variables (FDI, FMD and GDP), and short run causality from the three independent 

variables to financial market development. In terms of granger causality, we found that FMD 

causes both FPI and FDI, while FPI causes FDI. Lusinyan (2002) presented evidence that the 

share of FPI inflows in total capital flows increases with financial market development. These 

findings are also in line with earlier assumptions that in order for any form of foreign investment 

to occur, there has to be some level of financial market development that is both markets to 

participate in and instruments to invest in.  

Further to this, foreign direct investors use FPI to test the waters in unknown host 

countries prior to making more permanent investments, hence the direction of causality between 

FPI and FDI. Law & Habibullah (2009) affirmed that well-functioning financial markets and 

financial institutions should be a policy priority for governments. In line with this, the Mauritian 

government is implored to continue harnessing foreign capital flows by ensuring the sustained 

improvement of its domestic financial and trade offerings, supported by investor-friendly 

policies as a macroeconomic government strategy.  

The collective influence of FDI, FPI and GDP growth on FMD provides a substantial 

argument for domestic savings to be increased, which would have the spill over effect of 

improving local financial markets, thereby providing foreigners with an inlet into the Mauritius 

economy. Domestic financial development would in this way complement the efforts of other 

industrial sectors such as ICT, tourism and manufacturing to ensure continual economic growth, 

in line with the neo-classical growth theories. 
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