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ABSTRACT

This study examined impact of macroeconomic variables on stock returns of London Stock
Exchange. The study considered data of secondary nature which was obtained from World
Development Indicator, London Stock Exchange, Bloomberg databases and The Office for
National Statistics. The data were subjected to autoregressive distributed lags (ARDL) models
and Granger causality test. The study found a positive relationship between gross domestic
product (GDP) and stock returns. It was revealed that inflation has a negative relationship
with stock returns with coefficient value of 0.621885 at 5% confidence level. Additionally,
the study revealed an inverse relationship between interest rates and stock returns with
coefficient value of -0.659179 at 5% confidence level. Finally, the study revealed positive
relationship between foreign portfolio investment and the stock returns with coefficient value
of 1.006504 at 5% confidence level. The study concluded that macroeconomic variables
affect stock returns of LSE. The study therefore recommends that government should manage
the macroeconomic variables in such a way that will improve the performance of stock
market.
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RESUMO

Este estudo examinou o impacto das variaveis macroecondmicas nos retornos das agoes da
Bolsa de Valores de Londres. O estudo considerou dados de natureza secundaria obtidos do
Indicador de Desenvolvimento Mundial, da Bolsa de Valores de Londres, das bases de dados
Bloomberg e do Office for National Statistics. Os dados foram submetidos a modelos de
defasagens distribuidas autorregressivas (ARDL) e teste de causalidade de Granger. O estudo
encontrou uma relagdo positiva entre o produto interno bruto (PIB) e o retorno das a¢des. Foi
revelado que a inflacdo tem uma relagdo negativa com o retorno das agdes com valor de
coeficiente de 0,621885 a um nivel de confianca de 5%. Além disso, o estudo revelou uma
relacdo inversa entre as taxas de juros e os retornos das agdes com valor de coeficiente de -
0,659179 com nivel de confianga de 5%. Por fim, o estudo revelou relagdo positiva entre o
investimento estrangeiro em carteira e o retorno das agdes com valor de coeficiente de
1,006504 a um nivel de confianca de 5%. O estudo concluiu que as variaveis
macroecondmicas afectam os retornos das ac¢des da LSE. O estudo recomenda, portanto, que
o governo administre as varidveis macroecondmicas de forma a melhorar o desempenho do
mercado de agdes.

Palavras-chave: Variaveis Macroeconomicas; Retornos de acodes; Bolsa de Valores de
Londres
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1. Introduction

The importance of a sound stock market on economic efficiency and transfer of resources
from idle sectors of the economy to growing sectors cannot be overemphasized. Stock market
increases a country’s resilience and boosts growth of the economy. Sahay, et al., (2015)
opined that financial market helps enhancing savings, sharing of information, allocation of
financial resources, and enables diversification, managing of risk as well as careful lending
and monitoring (Ewetan & Ike, 2014). The stock market is essential for producing significant
profits and act as a beneficial instrument for investors, individuals, and the government, so
contributing to the overall economic expansion and progress of the nation (Valev, 2023).
Economists have mostly focused on the allocation of resources to promote the advancement
and progress of a nation. The growth rate of the economy is often impeded when there is a
lack of allocation of capital resources to crucial economic sectors, particularly those that
experience a steady increase in demand. These sectors possess the capacity to augment
efficiency, amplify output, and broaden the market for commodities and services (Remi,
2021). The stock market assumes a substantial role in facilitating economic progress through
the provision of various services, both overt and covert. However, market has been fluctuating
in recent years because of the economic situations of both developed and developing nations
therefore investors must be updated with information in the market which will help them to
appraise both the risk and returns of the market so has to hedge against the short-term ups and
downs of market’s performance.

The happenings around economic fundamentals and returns of stocks in developed markets
like London Stock Exchange has continued to receive mixed results. Agwu and Haydar
(2023) and Al-Kandari and Abul (2019) reported that macroeconomic factors, such as
economic output, unemployment and employment rates, and inflation, are crucial factors of
stock returns. Catalano and Rathburn (2023) opined that macroeconomics factors affect the
entire economy, including stock price levels, inflation, fluctuations in unemployment, the
production growth and income level of a nation. It was reported that variations in
macroeconomic settings influences the stocks price and its returns.

Arbitrage pricing theory assumes the establishment of existing connection between
macroeconomic indicators and returns of stock markets. It is expected that inflation when is
on the high side, investors channeled their financial resources to real assets. This hypothesis
thereby opined that equity is a hedge from inflation for the fact that it serves as returns on real
assets, depicting a positive stock price should have a correlation with expected inflation” (Al-
Khazali, 2004). However, Malika (2023) reported that stock prices and inflation has no
relationship. Izedonmi and Abdullahi (2011) in their study also reported no significant effect
of inflation as well as exchange rate on market returns. It is against the mixed reports that
necessitated the need for the study. The next section considers the literature review followed
by methodology after which data was analyzed and interpreted. Finally, the conclusion and
recommendations were presented.

2. Literature Review

2.1 Capital Assets Pricing Model (CAPM)
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Sharpe (1964), Treynor (1962), Lintner in 1965, as well as Mossin (1966) introduced CAPM
as the model for risk and return. It is now the most significant model used to explain how risk
and return interact in asset pricing. Black et al.’s (1972) and Fama and Macbeth’s (1973)
works both praised this.

The foundation of CAPM involves the creation of an effective market portfolio that, at a
given risk level, maximises return. The risk covariance of a certain securities with the market
determines its predicted return. According to the concept, premium on taking a risk is
depicted by the stock’s beta coefficient—an indicative of how sensitive it is to market
movement overall—determine the projected return on an investment. Equation (2) allows the
CAPM to be expressed as;

E(Ri)= % + B*E(Rm — Rf) (1)

This represents the connection with expected return on the stock E(Ri), a riskless rate of
return (Rf), the expected market return (Rm), as well as beta coefficient (), that measures the
stock's responsiveness to market movements. The volatility is measured by it. Beta was the
sole explanatory factor that could explain the cross-sectional adjustment on stock portfolios,
and earlier analytical testing of the model usually agrees with its primary predictions.

More recently, however, a variety of factors, other than the market risk variable, have been
found in empirical research on asset pricing to assist explain cross-sectional variance in stock
returns. In theory, Roll (1977) contended, the market portfolio should comprise all assets that
people own as investments, such as artwork, human capital, etc. Practically, the market
portfolio does not directly visible, and oftentimes stock indexes are used as a stand-in for the
actual market portfolio. Nevertheless, research has revealed that this change is not harmless
and may cause people to draw incorrect conclusions about the CAPM’s validity. According to
some, the genuine market portfolio is unobservable, which makes the CAPM potentially
untestable experimentally. Roll is credited with this critique.

2.2 Efficient Market Hypothesis [EMH]

In 1970, Eugene Fama introduced the concept of an efficient market, which he described as
one in which prices consistently represent all accessible data. According to Fama and Malkiel
(1970), this implies that fresh knowledge is what drives price changes in a market. Semi-
strong form, weak form as well as Strong form entails three distinct forms of EMH that are
specified in the majority of academic financial literature. What constitutes ‘“available
information” differs in various forms (Mankiw & Taylor, 2017).

According to the weak form, technical analysis cannot provide investors with a competitive
advantage in the market since stock prices are said to represent all past price data. The semi-
strong form implies that stock prices are a reflection of all available information, including
past price data. Consequently, investors are unable to employ technical or fundamental
analysis because all of this information has already been “priced in.” Similar to the semi-
strong form, the ultimate version of the EMH is also known as the strong form, and it
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incorporates the additional feature that any non-public information, such as insider
knowledge, is fully taken into consideration when valuing stocks (Mankiw & Taylor, 2017).

Semi-strong form assumes that stock prices completely reflect all economic factors, this form
is therefore well-suited for considering the connection between macroeconomic fundamentals
and returns of stock. Therefore, APT, CAPM and EMH have importance in studying the
relationship stock prices have with macroeconomic fundamentals, since it implies asset’s
price and returns is sensitive to some particular macroeconomic indicators.

2.3 The Classical Theory of Interest Rate

Interest rates are based on supply and demand for capital, according to this classical economic
theory. Anokwuru (2017) cites classical economists' hypothesis that the supply and demand
for capital (saves) influence interest rates, with the assumption that the supply of savings or
investment is inversely connected to the interest rate. Earnings from safe, manageable loans
constitute the interest rate.

Even if there were different takes on what drives savings demand and supply, one thing that
all classical authors agreed on was that saves are interest-elastic. Interest rates have been
characterised in different ways by different authors; some see them as a reward for savers who
forego spending their full income, while others see them as a fee for borrowers who value
immediate gratification. This was deemed an interesting and genuine theory by the classical
economics. Because interest rates are completely independent of monetary policy, this is the
case. According to traditional economists, savings and the supply of capital are synonymous.
People cut back on their consumption expenditures to free up capital. It was therefore
believed that the interest rate was the determining factor in savings, loans and investment. The
investment timetable, they said, falls downward. Investors (business firms) will opt to invest
more at a lower interest rate. It is affected by the interplay between savings and investment.
With full employment assumed, there is no relationship between income levels and the
equilibrating mechanism of an interest rate that exists when savings and investment are equal
(Inimino, Abuo & Bosco, 2018).

Macroeconomic variables and its effect on stock returns have grossly been examined but
results were contradictory. Kuwornu (2012) documented positive connection between
inflation, exchange rate and interest rate were found to negatively influence market returns.
Similarly, Emenike and Odili (2014) found negative connection between inflation, money
supply and market returns. Gunasekarage et al., (2014) considered macroeconomic
fundamentals and returns of stock in emerging markets. Result revealed that lagged value of
money supply, interest rate and consumer price index significantly impact stock market.
While, interest rate has strongest impact on stock price movement than other variables. Lwin,
Hui and Hla (2023) looked at macroeconomic indicators and Indonesia stock market
composite index (IDX). Inflation and interest rate are found to granger cause IDX. The study
assumes that macroeconomic indicators is sacrosanct in explaining the performance and
fluctuation of the IDX.

Okoebor (2022) employed OLS, and it was shown that banks’ credit, exchange rate as well as
interest rate negatively affect returns on market. Khalid and Khan (2017) showed exchange
rate as well as inflation to be positively affect stock market index in Pakistan. In Nigeria,
Kolapo (2018) revealed an existence of long run connection of macroeconomic indications on
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performance of stock market. Winful (2016) posited money supply insignificantly influence
performance of stock market. Ibrahim and Aziz (2003) established short and long run
connection between macroeconomic indicators and prices of stock as well as stock market
causally influence macroeconomic variables prediction.

Masuduzzaman (2012) researched macroeconomic indicators and market returns in Germany
and United Kingdom. It was revealed that, at short period interval most of the forecast
horizons of the movement in stock price are being determined by the stock price in both
Germany and United Kingdom. However, for long-term horizons money supply as well
industrial production index explain the variance in stock price movements for Germany while
in United Kingdom, industrial production index and exchange rate explain variance in stock
movement. In Turkey, Kandir (2008) investigated macroeconomic indicators and Turkish’s
stock return. Using multiple linear regression, interest rate, exchange rate and world market
index were found to affect portfolio returns. Menike, Dunusinghe and Ranasinghe (2015)
found inflation, GDP and exchange rate important in predicting stock market returns in
London Stock Exchange and Colombo Stock Exchange while unemployment and foreign
direct investment are significant only in Colombo Stock Exchange.

Singh, Mehtar and Varsha (2010) study was based on portfolio of stocks using price to
earnings ratio, portfolio construction, yield and price to book value ratio. The portfolio
constructed was three and they were ranked according to construction criteria. GDP and
exchange rate were seen to have great impact on companies listed in Taiwan 50 index.
Findings of Barakat, Elgazzar and Hanafy (2015) revealed bidirectional connection of money
supply, exchange rate and stock market return while unidirectional causal effect was observed
between interest rate, consumer price index and stock market return in Egypt.

Agwu and Haydar (2023) showed that interest rate appeared to be most significant factor that
influences London stock market. However, consumer price index has less significance
influence compared to interest rate and exchange rate on stock market. Musa et al (2024)
employed regression analysis in their study and indicated that inflation and exchange rate
negatively but significantly influence the market returns. Bui and Nguyen (2021) considered
macroeconomic indicators and bank stock returns in Vietnam. The outcome shows that
growth of industrial production index and bank stocks impact the stock return of Vietnamese
banks significantly with probability of 1 and 0.9 respectively. The study shows other
macroeconomic factors utilized in the study have no impact on Vietnamese banks stocks.

Abdo (2021) found macroeconomic indicators to have a huge impact on Amman stock
exchange. The outcome revealed further that macroeconomic indicators have direct and
indirect effect on stock returns. Inflation and interest rate were observed inversely influence
stock returns. Kitati, Zablon and Maithya (2015) concluded that when interest rate increases
the stock market indices lose points and lower stock market indices is associated with higher
levels off inflation in Kenya. Findings from Anayochukwu (2012) revealed that foreign
portfolio investment significantly and positively influence stock market returns while
Inflation insignificantly impact stock market returns in Nigeria.

24 Conceptual Framework
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Source: Author’s Construction (2024).

The connection between variables that are independent and dependent is depicted in the
conceptual framework. The dependent variable that is being measured or observed in this
study is the stock market return, whereas the independent variables are the interest rate,
inflation, employment generation, money supply and exchange rate.

3.
3. Methodology

Expost-Facto research design was adopted for the study and it was due to the fact that the
researcher refrained from interfering with the fact of the study as well as because the
investigation commenced after the establishment of the fact of the study and this is because all
of the necessary data was already available. The London Stock Exchange and Bloomberg
databases provided the data which is secondary in nature and covers the years 2006-2023.
The Office for National Statistics, Bank of England, HM Treasury, Eurostat, and Trading
Economics databases were consulted for the macroeconomic variables. The study's estimation
method relied on the characteristics of the data collected. In order to accomplish its goals, the
study utilised an autoregressive distributed lags model (ARDL) and Granger Causality Tests.
ARDL model is suitable when the variables are cointegrated at orders I(0) and I(1).
According to this method, the long-term connection of the series is regarded solidified when
the F-statistic crosses over the critical value band. The fact that it can locate the cointegrating
vectors in the presence of many them is the method's primary strength. The estimating process
included conducting a number of tests.

The explanatory power of the independent variable or the goodness of fit of the regression
line to sample observations was tested using the coefficient of determination, R2.
Furthermore, the overall significance of the regression model was tested using the F-test. To
determine the precise level of statistical significance of the coefficients, the T-test approach is
employed. These are established by econometric theory and seek to probe the extent to which
the assumptions of the econometric approach used are met.
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3.1 Model Specification

STR = f (GDP,EXR, INF, [ ,EMP,MS,CPS, FPI)......
230

STR, = Bo+ BIGDP,+ BEXR, + B5INF, + B4INT, + BsEMP, + BsMS, + B,CPS, + BsFPL + p......
3.2

Where:

o= Constant

STR= Stock Returns

GDP= Gross Domestic Product
EXR= Exchange Rate

INF= Inflation

INT= Interest Rate

EMP= Employment Rate

MS= Money Supply

CPS= Credit to Private Sector
FPI = Foreign Portfolio Investment
p = Error term

t=Time

The model can be transformed into ARDL-ECM form as:

etronica do Departamento de Ciéncias Contabeis &Departamento de Atudria e Métodos Quantitativos da FEA-PUCISP

AInSTR,=B,+B, AInSTR, _,+B,AGDP,+B,AGDP,_,+,Aln EXR +B;Aln EXR,_,+ B, AInINF ,+ B, BnINF,

............................................................................................................ 3.3

i3

The causality between macroeconomic variables and stork return in the London Stock
Exchange was tested using the Granger causality test. For macroeconomic variables that
affect stock returns on the London Stock Exchange, the Granger causality test equation is
stated as:

REDECA - Revist
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n b,
MV, =a+Y B,STR_+D.0,InMV ,_ +Qt...ccc...c....... 3.4

i=1 i=0

So also, the Granger causality test equation for MV granger cause STR is specified as
n b1

STR=a+). B;MV _+> 6,InSTR, +Qt...cco...ceruv.... 3.5

i=1 i=0

4. Results and Discussion

Table 4.1: ADF Unit Root Test Results

ADF
Variable Test statistic p-value Order of Integration
(ADF)
STR -4.108848 -3.644963 I(1)
GDP -6.265567 -3.568379 1(0)
EXR 3.676187 3.603202 0
INF -4.309824 -3.221728 1(0)
INT -5.436832 -3.574244 I(1)
EMP 4653987 3574244 100)
MS -6.243885 -3.568379 I(1)
CPS -4.296729 -3.218382 I(1)
FPI -3.812106 -3.568379 1(0)

Source: Authors computation (2024)

Time series data often exhibits patterns and typically lacks stability. Using OLS when
analysing the connection of a nonstationary variables on another nonstationary variable which
might lead to erroneous regression results. The results obtained from the ADF test indicate
that GDP, INF, EMP, and FPI demonstrate stationarity at the level, whereas STR, EXR, INT,
MS, and CPS exhibit integration of order one (I(1)) rather than zero. Hence, it is crucial to do
an ARDL Bound Test to determine the cointegration of the variables by examining the
combination of I(0) and I(1) stationarity.

Table 4.2: ARDL Bound Test for Stock Returns

Test Statistic Value K

F-statistic 5.524207 5

Critical Value Bounds
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10

Significance

10%
5%
2.5%
1%

10 Bound 11 Bound
2.55 3.52
2.76 3.71
3.15 434
3.65 5.12

Source: Author’s Computation, 2024

The results of Table 4.2 revealed a bound test F-statistics of 5.524207 had a higher value
compared to the value of upper bound of 3.71 at a significance level of 5%. The
aforementioned observation identifies the presence of an enduring associations among the

variables. Therefore, this result facilitated the advancement to ARDL model estimate.

Table 4.3: Estimated Long-run Coefficients Based on ARDL for Stock Return

Regressor Coefficient Standard t-Statistics p-Value
Error
Dependent Variable: Stock Return
GDP 0.621885 0.127200 2.178210 0.0391
EXR -4.861111 17.770323 -0.273552 0.7850
INF -0.659179 0.326604 -2.018284 0.0410
INT -1.007188 0.005428 -3.324254 0.0003
EMP 0.580710 0.617206 0.940869 0.3491
MS 7.229320 3.713699 1.533683 0.1283
CPS 0.346169 0.139088 1.971937 0.0115
FPI 1.006504 0.229166 2223014 0.0022
C 808.6197 793.1805 1.019465 0.4152
R = 0.632818
Adjusted R* = 0307270
98.38693
S.E of regression =
12.51928
F-statistics = 0.0000
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Prob(F-statistics) =

2.116784

Sburbén AVitseris=Computation, 2024

The data presented in Table 4.3, the R-squared value is 0.632818, suggesting a substantial
degree of adequacy in the model's fit. The data suggest that the GDP, exchange rate, inflation,
interest rate, money supply, employment rate, credit to private sector, foreign portfolio
investment collectively explained 63.2% of the observed fluctuations in stock return. The
revealed F-statistic of 12.51928, associated with p-value of 0.0000, provides evidence
supporting the reliability of the model. The findings indicate that the model exhibits a fair
degree of adequacy and reliability in producing accurate predictions.

The gross domestic product coefficient, as presented in Table 4.3, is 0.621885, accompanied
p-value of 0.0391. The results depicted a direct linkage of GDP and stock returns. Likewise,
credit to private sector and foreign portfolio investment exhibit a favourable and statistically
significant impact on stock return, as depicted with coefficient of 0.346169 and 1.006504 and
p-values of 0.0115 and 0.0022 respectively. Therefore, an increase in GDP, CPS as well as
foreign portfolio investment will lead to 0.621885, 0.0115 and 0.0022 increase in stock return
respectively. However, inflation as well as interest rate exhibit a indirect but significant
impact on stock return, as evidenced by coefficient of -0.659179 and -1.007188 as well as p-
values of 0.0410 and 0.0003 respectively. The statistical analysis revealed that
macroeconomic variables impact on London Exchange stock returns.

Table 4.4: Short run Results and Diagnostics Tests results

iénicias Contabeis &Departamento de Atudria e Métodos Quantitativos da FEA-PUC/SP

Dependent Variable: Stock Return
Regressor Coefficient Standard Error t-Statistics p-Value
D(GDP) 0.190700 0.450477 0.423329 0.7132
D(EXR) 1330.13973 26.117932 0.189314 0.8673
D(INF) 80.306708 91.538382 0.419272 0.7158 2
D(INT) 14.858437 92.486886 0.160655 0.8871
D(EMP) 0.190700 0.450477 0.423329 0.7132 E-
D(MS) 5.677171 2391032 2.199695 0.0014
D(CPS) 8.641411 4.319870 2.405322 0.0003 E
D(FPI) -19.498825 57.384810 -0.357919 0.7310
CointEq(-1) -1.020759 0.322387 -10.604427 0.0000 i
Diagnostic Tests E
Test F-statistics Prob. Value £
3
Breusch-Pagan o
Godfrey <
Serial o
0.541148 0.3860 -
Breusch-Pagan- 0.5693 &
Godfrey
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Heteroskedasticity 1.284707

Source: Author’s Computation, 2024

Table 4.4 above depicted the outcomes of the model's short-term dynamics. The long-term
connections among variables of the model is provided by the significant but negative estimate
of CointEq(-1). The results also indicate that the estimated value of CointEq(-1) is -1.020759,
which significantly affect at a 1 percent significance level. The results of the test presented
suggested no evidence of serial correlations. Furthermore, no evidence of mis-specification
error is seen. In addition, the Breusch-Pagan heteroskedasticity statistics of 1.284707, along
with p-values of 0.5693, suggest that there is no evidence of heteroskedasticity in the models.
Based on the absence of statistical significance in the statistical analysis and the inability to
reject the null hypothesis of equal variance in the test, this conclusion can be inferred.

Fig 4.1: CUSUM Tests

10.0
ED ..___._.___ .___,._ -

2.5

0.0

-2.5

7.5 -

-10.0

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

— CUSUM  ——--- 5% Significance

4.1 Stability Tests

The inquiry continued with tests to evaluate the stability of long-term coefficients using
cumulative sum of residuals (CUSUM) tests. It is imperative that the CUSUM value remains
inside the two crucial lines in order to ensure stability at 5% significance level. However,
when the lines fall outside these lines then there exists an instability of the model. The data
illustrates that the CUSUM plot is situated within the crucial bounds. Therefore, it can be
inferred that the parameters of the model demonstrate stability.
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Table 4.5 Granger Causality for Stock Return

Null Hypothesis: Obs F-Statistic Prob.

No granger causality between GDP and STR 18 5.15325 0.0297
No granger causality between STR and GDP 7.03038 0.0002
No granger causality between EXR and STR 18 2.98609 0.0921
No granger causality between STR and EXR 0.44945 0.6492
No granger causality between INF and STR 18 0.60769 0.5619
No granger causality between STR and INF 1.15224 0.3513
No granger causality between INT and STR 18 1.24353 0.3259
No granger causality between STR and INT 0.43707 0.6567
No granger causality between EMP and STR 18 0.96491 04111
No granger causality between STR and EMP 3.75874 0.0470
No granger causality between MS and STR 18 1.50939 0.2635
No granger causality between STR and MS 2.66229 0.1140
No granger causality between FPI and STR 18 0.77670 0.4836
No granger causality between STR and FPI 0.22960 0.7986

Source: Author’s Computation, 2024

The Granger causality test was employed for this study. GDP has bi-directional causality with
stock return was obtained while uni-causality existed between GDP and inflation. It was also
reported that one-way causal relationship existed between stock returns and employment rate.
Therefore, it may be inferred existence causality with macroeconomic variables and stock
return of London Stock Exchange.

4.2 Discussion of Findings

Autoregressive lag model (ARDL) was considered to analyse macroeconomic fundamentals
and stock returns. The outcomes revealed a significant impact between GDP and stock return.
The findings presented here are consistent with prior studies undertaken by Hsing and Hsieh
(2012), Agwu and Haydar (2023), and Piero (2016), which also highlight the importance of
gross domestic product in influencing stock returns. The study's findings additionally
demonstrated an inverse effect of inflation on stock performance. The findings of Sampath
(2011) and Abed and Zardoub (2019) are consistent with these results which suggests that
there exists no correlation between inflation and the stock return of the London Stock
Exchange. According to the eclectic hypothesis, enterprises must effectively manage inflation
in a country to attract capital. This will encourage foreign investors to the country.

The findings of Honig (2019) and Jareno, Escribano, and Celebi (2019) align with the notion
that there exists a noteworthy correlation between CPS and stock returns. Hence, it is
appropriate to reject the null hypothesis that posits an insignificant link between CPS and
stock returns. The analysis additionally shows foreign portfolios influence stock returns is
substantial, aligning with the findings of Abed and Zardoub (2019) as well as Jareno,
Escribano, and Celebi (2019). According to the theory of flexible accelerator hypothesis and
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classical economic theory, this study aligns with. These theories propose that macroeconomic
variables influence the supply and demand for capital. They postulate that the supply of
savings or investment is inversely correlated with the interest rate and positively correlated
with gross domestic product.

5.

5. Conclusion and Recommendations

The stock market plays various crucial functions, such as facilitating the movement of funds,
creating liquidity, mitigating risk through diversification, enhancing the flow and acquisition
of information, and reinforcing the motivation for corporate governance. The study therefore
concludes that gross domestic product affects stock returns of LSE. It was also concluded that
inflation influence stock returns of LSE. The study further concludes that inflation impacts
stock returns of LSE. Finally, the study concluded that macroeconomic variables affect stock
returns of LSE. The study therefore recommends that government should manage the interest
rate in such a way that will improve the performance of stock market. Government and
statutory capital market authorities should implement policies that enhances the accessibility
of the London financial market and economy to further capital inflows, which are necessary
for the advancement of economic and industrial growth. Investors are recommended to
mitigate the impact of stock price volatility by establishing portfolios that are widely
diversified and mirror the total market portfolio. Active rational investors may analyse gross
domestic product (GDP) as a means to optimise investment returns in both the short and long
term, as its impact is positive and statistically significant in both time periods.
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