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ABSTRACT 

This comprehensive study investigates the intricate relationship between foreign portfolio 

flows and the growth of Kenya's capital market. Employing a robust descriptive research 

design, the investigation methodically evaluates the negative relationship between FPFs 

and the growth of the capital market, leveraging a blend of qualitative and quantitative 

data. Secondary data sources, including market data, scholarly papers, and government 

publications, were collected over the period from 2013 to 2022. The analysis, 

encompassing diagnostic test applying ADF test for stationarity and significance tests 

using the coefficient of determination (R-squared), provided a comprehensive 

understanding of the examined variables. The findings unearth a statistically significant 

negative correlation between FPFs and the growth of Kenya's capital market, challenging 

assumptions of a straightforward association. This finding prompts a paradigm shift in 

policymaking, urging authorities and market players to acknowledge and navigate the 

complexities of this relationship. Furthermore, the study recommends the integration of 

macroeconomic stability factors with FPFs, such as foreign exchange rates and the CBR, 

as a strategic approach to mitigate adverse effects and foster favorable relationship that 

lead to capital market expansion. In recognizing the multifaceted nature of the financial 

markets, the study highlights the influence of microeconomic factors, such as the CBR and 

foreign exchange rates, in mediating the negative impact of FPFs. It underscores the 

importance of a comprehensive awareness of these factors for informed decision-making. 

The implications of this research extend to the policymaking arena and market strategies, 

emphasizing the need for a holistic understanding that surpasses the variables considered 

in this study. As a contribution to existing literature, this study sheds light on the intricate 

association between FPFs and the growth of Kenya's capital market. However, it also 

underscores the existence of unidentified determinants influencing the dynamics of the 

capital market, highlighting the need for ongoing research to explore these complexities 

further. Future studies in this field are encouraged to refine the treatment of FPF data, 

differentiate between inflows and outflows, and extend the temporal scope to encompass 

longer-term trends and sudden changes in the dynamic characteristics of financial markets. 

In navigating Kenya's financial landscape, such insights are essential for making informed 

decisions and fostering sustainable capital market growth. 

 

Keywords: Foreign Portfolio Flows, Capital Market Growth, Financial Markets, 

Macroeconomic Stability, Central Bank Rate, Foreign Exchange Rates..
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CHAPTER ONE: INTRODUCTION  

1.1 Background of the Study  

 

The interdependence of FPFs and the growth of the capital market is a critical and 

significant subject that has attracted the interest of policymakers and scholars. As the world 

continues to experience harsh economic conditions emanating from geopolitical conflicts 

and COVID-19 recovery, capital markets in developing worlds have become essential in 

accumulating savings through FPFs. According to Makina (2019), stock markets in 

developing economies attract FPFs to infuse much-needed capital into these economies 

and mobilize savings from foreign investors. This is because FPFs, consisting of non-

resident investors' investments in bonds, stocks, and other financial assets, have a 

significant impact on the growth and operation of capital markets in emerging economies. 

The relationship between the two variables is a two-way relationship in which the flow of 

foreign capital affects the stability, liquidity, and efficiency of the capital market, while the 

performance of the capital market affects the country's attractiveness to foreign investors 

(Makina, 2019; Ochenge, 2020). Understanding this interaction is critical for making 

informed financial decisions regarding regulatory frameworks and investment policies.  

 

Several anchoring theories support the relationship between FPFs and capital market 

growth. According to the Efficient Market Hypothesis, coined by Eugine Fama in 1970, 

asset prices in the capital market reflect all accessible information (Degutis & Novickytė, 

2014). From this perspective, foreign investors bring additional information and trading 

activity to a local stock market, which can help correct mispricing and enhance market 

liquidity and stability. The McKinnon-Shaw hypothesis developed in 1973 illustrates the 

adverse impact of financial repression on consumption, savings, and investment (Orji et 

al., 2015). The theory posits that restricting foreign currency transactions and interest rate 

ceilings are among the factors of financial repression (Orji et al., 2015), suggesting that 

discouraging foreign capital inflow has negative consequences on economic development 

and, subsequently, capital market growth. APT, devised by Stephen Rose, suggests that 

factors constituting systemic risk influence asset prices or values (Kumar, 2016). When 

foreign investors bring in capital, the risk profile of the local market may change positively 
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because “investors always prefer more wealth to less wealth with certainty” (Kumar, 2016). 

As a result, the presence of FPFs may attract more local and foreign investors, boosting 

liquidity and reducing idiosyncratic risks, making the market less risky for investors.  

 

Exploring the interaction between the FPFs and the Kenyan capital market expansion is 

compelling and necessary as the country seeks to expand its capital market and economy. 

Considering the country's strategic location as a gateway to East Africa and the most stable 

democracy in the region, the country is an appealing market for international investors 

eager to profit from the region's economic boom (U.S. Embassy Kenya, 2023). However, 

Kenya's capital market is still in its early stages, with opportunities for improvement in 

terms of transparency, liquidity, and attracting global investors. According to Standard 

Chartered (2022), capital markets in African countries, including Kenya, have multiple 

CSDs, leading to increased fragmentation and negatively impacting liquidity, which is a 

challenge for foreign investors. Therefore, policymakers, market participants, and scholars 

must understand the impact of FPFs on the local capital market. This will provide insights 

into how Kenya might leverage foreign investments to stimulate capital market expansion 

while addressing potential risks and constraints associated with such flows.  

 

1.1.1 Foreign Portfolio Flows  

 

FPFs have a significant influence on capital market expansion. According to Waliu and 

Oludayol (2020), FPFs are investments in a country's financial assets, such as shares, 

bonds, and stocks made by non-resident individuals, institutional investors, or foreign 

companies to make a profit. IMF (2020) defines FPFs as essential funding sources for 

emerging market corporations and sovereigns as they assist in diversifying and expanding 

the emerging market assets' investor base, minimize the cost of funding, and enhance 

economic growth and development. Similarly, a study recognizes FPFs as an influx of 

investment from non-resident investors into local stock markets with a long-term impact 

on the market due to their contribution to reducing volatility and enhancing market 

efficiency (Kartal et al., 2022). Drawing on these sources, FPFs are investments in a 

country's financial assets, such as bonds, shares, and stocks, made by non-resident 
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individuals, institutional investors, or foreign companies for profit. These investments are 

critical for diversifying and expanding emerging market assets, lowering funding costs, 

boosting economic growth and development, and improving market efficiency while 

lowering volatility.  

 

It is worth investigating various research issues related to the concept of FPFs. Firstly, the 

impact of FPFs on the volatility and stability of the host country's financial market is a 

primary concern. According to research by a number of scholars, overreliance on FPFs can 

lead to significant risk as increasing global economic challenges due to geopolitical events, 

trade disputes, and pandemics can lead to stricter global financial conditions, leading to 

greater fluctuation of FPFs (IMF, 2020). Consequently, investors and policymakers are 

keen to learn if relying on foreign capital inflows contributes to market disruptions or 

improves market efficiency in times of economic crises. In addition, the relationship 

between FPFs and economic growth is a critical concern, particularly in emerging 

economies such as Kenya (Adeola & Aziakpono, 2022). Examining whether FPF promotes 

economic growth in emerging economies or creates hazards, such as financial crisis 

vulnerability, is essential in developing successful economic policies. These issues 

necessitate empirical research to shed light on the implications and factors of FPF in the 

Kenyan setting.  

 

In the past, scholars have employed various quantitative methods to define and measure 

FPFs as a variable. Tracking the net inflow or outflow of foreign investments into a 

country's stock and bond markets and their impact on stock returns, price, and returns is a 

common operationalization (Kartal et al., 2022). Although FPFs provide essential foreign 

investments, especially to developing countries, they are different from FDI. Encouraging 

FPFs is a simpler approach than obtaining additional FDI because portfolio investments 

are often more liquid and less involved in day-to-day business activities (Makoni, 2020). 

Another research indicates that FPFs can be measured through an econometric approach 

that tests how foreign investors respond to unconventional monetary policy announcements 

(Cardozo-Alvarado et al., 2023). In this case, the foreign investor appetite is influenced by 

announcements' signaling, market liquidity, and portfolio balancing (Cardozo-Alvarado et 
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al., 2023). These modes of operationalization are critical for measuring the impact of 

foreign portfolio movements on capital market dynamics and the economy as a whole. 

 

1.1.2 The Capital Market Growth 

 

Capital market growth involves the expansion and development of a financial market 

where various instruments, such as stocks, bonds, and other securities, are traded. The 

World Bank (2022) defines capital markets as critical financial infrastructure that enable 

the trading of diverse assets, such as government bonds, derivatives, and corporate 

financing instruments, to promote economic growth, financial stability, and innovation. 

Growth in the capital market refers to the expansion and development of the stock 

exchange fueled by a favorable macroeconomic environment, increased foreign investor 

participation, enhanced market infrastructure, enhanced investor education, and robust 

legal and regulatory framework (Bitok et al., 2014). William (1966) suggests that capital 

market growth involves improving and growing the financial institutions' functions and 

pursuing policies encouraging and allocating savings efficiently, internationally and 

domestically. Deriving from these sources, capital market growth entails expanding and 

improving the stock exchange due to favorable economic factors, foreign capital inflow, 

better market infrastructure, investor education, and robust legal and regulatory systems to 

strengthen financial institutions and efficiently use savings on a global scale.  

 

The capital market growth is a critical component of a country's economic development 

and global financial stability. Various research topics and domains are relevant for 

comprehending and enhancing this concept, particularly in the current context of economic 

difficulties and geopolitical tensions. For instance, understanding the factors that impact 

capital market growth in the context of emerging economies, such as Kenya, is critical. 

Researchers may investigate the effect of FPFs, economic policies, and global economic 

conditions on capital market growth. Another important research topic is the link between 

capital market growth and economic development to investigate whether a strong and 

expanded capital market has a positive impact on the country's economic growth and 

income distribution. Finally, it is worthwhile to investigate the influence of market growth 
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on investor protection, financial stability, and transparency to understand how to manage 

the rapidly expanding capital market, maintain investor trust, and limit systemic risks.  

Other researchers operationalize the growth of the capital market using a variety of 

quantitative measurements. Tracking the growth in market capitalization, which refers to 

the entire value of all publicly traded securities in the market, is a common 

operationalization (Adnan & Hasan, 2021). Researchers also track changes in trading 

volumes, which signal increased or reduced market activity. The number of publicly traded 

companies and initial public offerings (IPOs) can be used to measure market growth. As 

part of the FSAP program, the World Bank (2022) operationalizes capital market growth 

by analyzing specific country's regulatory frameworks and supervisory programs to ensure 

they improve investor protection, market liquidity, and financial stability. The 

operationalization of the growth of the capital market often incorporates quantitative 

metrics that represent the market's size, activity, and diversity, as well as its accessibility 

and efficiency.  

 

1.1.3 Foreign Portfolio Flows and the Growth of the Capital Markets 

 

In theory, there is a complex and multi-dimensional connection between FPFs and capital 

market growth. On the one hand, FPFs have a favorable impact on capital market growth 

as foreign investments provide the market with liquidity, diversification, and stability 

(Evans, 2002). According to APT theory, increased foreign investor participation can lead 

to high trading volumes and a broader range of investment products since this participation 

enhances the risk profile in the market (Kumar, 2016). This is supported by empirical 

research indicating that FPFs influence stock markets by decreasing volatility and 

increasing efficiency because “stock market indices usually increase when foreign 

portfolio inflows surge” (Kartal et al., 2022). FPFs have a significant impact on capital 

market growth, especially on the stock market, as supported by empirical research 

indicating their potential to reduce volatility and increase efficiency. 

 

The link between FPFs and capital market growth is not one-directional, as various events 

and conditions can modify it. According to the IMF (2022), relying on FPFs may lead to 
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adverse outcomes because foreign financing is vulnerable to increasing uncertainty in the 

contemporary global economy. An empirical study conducted in Nigeria indicates that 

foreign portfolio investment inflows require a conducive business environment in the stock 

market to support foreign investment (Onyeisi et al., 2016). Therefore, the link between 

FPFs and capital market growth is dependent on various factors and varies across settings.  

 

1.1.4 Capital Market in Kenya  

 

Kenya's capital market is an essential constituent of the country's financial system, playing 

a pivotal role in promoting economic growth and development. NSE is the major trading 

platform for various financial instruments, such as equities and bonds, while also 

encouraging investment in the Kenyan economic sector. Kenya's capital market has 

experienced significant growth over the years, with an increasing number of companies 

listed, a broader range of financial products offered, and higher trade volumes (NSE, 2023). 

For instance, the capital market in Kenya has recently experienced increased investments 

by local and foreign investors, necessitating regulations to protect borrowers, depositors, 

and investors (CMA, 2023). Besides, Kenya's strategic location in East Africa, combined 

with its reasonably well-developed financial infrastructure, has made the country a 

favorable destination for foreign investors looking for investment opportunities in the 

region (U.S. Embassy Kenya, 2023). The growth of Kenya's capital market reflects the 

country's efforts to raise long-term funds for firms and government, allowing infrastructure 

construction, business expansion, and economic success. CMA is the market regulator 

undertaking different initiatives, such as using technology to improve investor protection 

(CMA, 2023). In essence, Kenya's thriving capital market, as overseen by the CMA, 

exemplifies the nation's commitment to fostering economic growth, investment, and robust 

financial regulation underpinned by a dynamic NSE.  

 

1.2 Research Problem 

 

Considering the intricate link between FPFs and capital market growth, studying the 

interaction between these variables is critical. FPFs have the potential to have a substantial 
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impact on a country's capital market operations and growth. As discussed earlier, these 

flows can impact market growth in adverse or positive ways. Understanding this link is 

critical for policymakers, investors, and researchers because it reveals how to leverage 

foreign investments to promote capital market expansion while avoiding the risks and 

obstacles associated with FPFs. Researching these variables together helps develop a 

comprehensive understanding of how FPFs affect the vitality and stability of Kenya's 

capital market.  

 

Concerns about the capital market growth in Kenya have surfaced due to the recent global 

and local developments affecting the NSE. Kenya's economy continues to suffer from 

different shocks, including geopolitical tensions, regional drought, and exchange rate 

volatility, as the Kenyan shilling is depreciating against the United States Dollar (Onyango, 

2023). These shocks are causing a ripple effect on the Kenyan capital markets as the 

markets recorded negative returns and a decline of the MSCI index to 27.7 percent during 

the second quarter of 2023 (CGNT, 2023). With the depreciating Kenya Shilling and global 

crises, Kenya's stock market is losing foreign investors, with foreign investment decreasing 

to 30.1 percent and cash out of $14.3 million from the stock exchange (Ngila, 2023). As a 

result, conducting research to examine the relationship between FPFs and the capital 

markets is essential to help understand the seriousness of the issues at hand, including 

determining how fleeing foreign investors will affect the markets. In addition, 

understanding the relationship would help devise effective measures to improve the capital 

markets in Kenya to benefit local investors and Kenyans at large. For instance, a vibrant 

capital market can improve access to funding for local businesses, allowing them to 

expand, create jobs, and contribute to economic development. An enhanced capital market 

has a good knock-on effect on Kenyans’ well-being and prosperity.  

 

The empirical study of the relationship between FPFs and capital market expansion 

presents conflicting results in both domestic and international studies. Some international 

studies imply that FPFs have a favorable impact on capital market growth, particularly in 

the short term (Jusoh et al., 2020; Omorokunwa, 2018), while others claim that they have 

a detrimental impact on capital market growth (Chhimwal & Bapat, 2020; Danila et al., 
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2023). Local studies in Kenya reveal a varied impact of FPFs on the capital market, with 

some demonstrating a beneficial impact on market liquidity and returns and others finding 

no meaningful effect (Koskei, 2017; Ochenge et al., 2020; Oyucho et al., 2023). As a result, 

the research gap in the empirical review is the lack of consensus and clear patterns on the 

relationship between FPFs and capital growth, emphasizing the need for additional 

research to understand this complicated relationship better. As a result, the purpose of this 

study is to fill a research gap by examining the question: How do FPFs impact capital 

market growth in Kenya in the wake of harsh economic conditions emanating from local 

currency depreciation and geopolitical tension?  

 

1.3 Research Objective  

 

The objective of the study is to assess the effect that foreign portfolio flows have on the 

growth of capital market in Kenya. 

 

1.4 Value of the Study 

This study adds to the existing literature by providing a thorough knowledge of the 

relationship between FPFs and Kenya’s capital market growth. It considers the relationship 

between variables with the impacts of factors like local currency depreciation and 

geopolitical tensions, resulting in a more complex theoretical framework for assessing the 

influence of the two variables. The findings contribute to the refinement and extension of 

current ideas concerning capital market growth and foreign portfolio investment during the 

crises of local currency depreciation and geopolitical tension.  

 

The study's findings are essential for Kenyan policymakers. They can learn more about 

how FPFs affect the NSE and, by implication, the entire economy. This information is 

helpful in guiding regulatory and economic strategies that aim to achieve a balance between 

encouraging foreign investment and guaranteeing market stability. The information can 

also help policymakers stimulate economic development by creating a favorable 

environment for both domestic and foreign investors by understanding the elements that 

promote or hinder capital market growth. 
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In practice, the study's findings provide useful information for market players in Kenya, 

including domestic and foreign investors, businesses, and financial institutions. 

Understanding the relationship between the two variables in the wake of geopolitical 

tensions and economic hurdles can help investors make better investment decisions. 

Businesses can utilize this knowledge to efficiently traverse the financial landscape and 

establish capital-raising and risk-management strategies. The study's findings are essential 

in creating investment products that are tailored to the unique dynamics of the Kenyan 

capital market.  
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CHAPTER TWO: LITERATURE REVIEW  

2.1 Introduction 

 

The second chapter of this study reviews the literature to investigate several issues 

connected to the effect of FPFs on Kenya's capital market growth. This chapter begins with 

a theoretical review of the Efficient Market Hypothesis, McKinnon-Shaw Hypothesis, and 

Arbitrage Pricing Theory. The chapter also identifies determinants of Kenya's capital 

market growth, including FPFs, global crises, political and economic stability, market 

capitalization, and technological advancement. In addition, the chapter reviews local and 

international empirical studies to indicate the relationship between the variables.  

 

2.2 Theoretical Review 

 

The Efficient Market Hypothesis, Arbitrage Pricing Theory, and McKinnon-Shaw 

Hypothesis are three important financial theories examined in this review. These theories 

serve as the foundation for investigating the influence of FPFs on capital markets, as well 

as their potential role in improving market efficiency and stability. 

 

2.2.1 Efficient Market Hypothesis  

 

Eugene Fama, a Nobel Prize winner, developed the Efficient Market Hypothesis in 1970. 

The theory posits that all historical trading information, such as stock prices and volume, 

is already replicated in current stock prices. The theory argues that in a capital market, 

investors' decision to trade securities or stocks is based on the belief that the prices of those 

securities already account for all the information available at that time (Fama, 1970). As a 

result, it becomes nearly impossible for investors to consistently outperform the market 

through analysis or prediction (Baldrige, 2022). However, the theory implies that the 

available information influences prices, suggesting that FPFs can improve market 

efficiency by introducing new information into the market. Foreign investors bring 

additional knowledge and trading activity to the capital market because “foreign investors 

trade at an information advantage to domestic investors” (Iwatsubo & Watkins, 2021). This 
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is essential in helping correct mispricing and improves market stability and liquidity by 

affecting security prices because complete information makes the market more efficient 

(Machmuddah, 2020). Conversely, the theory indicates that in the short term, FPFs, based 

on publicly available information, may not significantly impact the capital market because 

the available information is already reflected in asset prices.   

 

Although EMH is one of the most significant theories describing the financial market, it 

faces criticism suggesting the theory is unrealistic. Critics suggest that markets are not 

always efficient, indicating that security prices can deviate from their fundamental values. 

Some markets, such as emerging markets, are less efficient because of limited transparency 

and liquidity, economic and political uncertainty, legal complexities, and inadequate 

investor protections (Baldrige, 2022). In addition, EMH is developed on the assumption 

that investors have rational behavior, an erroneous assumption because investors are 

vulnerable to behavioral heuristics affecting their investment choices (Mushinada & 

Veluri, 2019). Nevertheless, EMH is still relevant to this study because it predicts the 

relationship between FPFs and capital market growth where relevant information is already 

included in market prices.  

 

2.2.2 Arbitrage Pricing Theory  

 

Stephen Ross coined the Arbitrage Pricing Theory in the 1970s as an alternative to the 

CAPM. APT was developed to address the shortcomings of CAPM, which relies on a 

single factor (the market portfolio) to explain an asset’s expected return. Ross argued that 

multiple macroeconomic factors or “systemic risk factors” influence asset prices (Kumar, 

2016). According to the theory, the expected asset return is a linear function of these 

systemic factors, including economic growth, interest rates, inflation, exchange rates, 

market risks, and political risks (Irsan & Diana, 2019). FPFs directly impact these factors, 

indicating that these inflows can reduce systemic risks to influence security returns. Wagas 

et al. (2015) indicate a significant association between less volatile FPFs and 

macroeconomic factors, including gross domestic product growth rate, inflation, foreign 

direct investment, currency depreciation, and interest rate. Therefore, FPFs contribute to 
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the resilience and stability of the capital market by addressing systemic risk factors and 

increasing stock returns, creating a more conducive environment for capital market growth.  

 

APT has received much criticism over the years despite its strengths. One significant 

criticism is that APT necessitates the identification of relevant risk factors, which can be 

difficult in practice. Renn et al. (2020) suggest systemic risks are highly complex, unclear, 

uncertain, and have a transgressive impact on other systems, making them challenging to 

identify and manage. Another criticism indicates that APT suffers from the problem of 

multicollinearity because multiple variables used in the model might be correlated, making 

it challenging to disentangle their individual effects on asset prices (Munshi, 2014). In 

addition, the model is based on mathematic constructs, such as orthogonal factors, which 

may lack clear economic interpretation (Munshi, 2014). Therefore, when using APT to 

examine the connection between FPFs and capital market stability and resilience in the 

face of systemic risk factors, it is essential to exercise caution and be aware of these 

criticisms.  

 

2.2.3 McKinnon-Shaw Hypothesis 

 

The relationship between repression, economic growth, and capital market development is 

explained by the McKinnon-Shaw Hypothesis, developed in the 1970s by economists 

Edward Shaw and Ronald McKinnon. The theory states that underdeveloped, financially 

repressed economies, characterized by government intervention in financial markets and 

interest rate controls, face growth and capital accumulation constraints (Orji et al., 2015). 

The hypothesis draws a connection between financial market growth, macroeconomic 

stability, and effective resource allocation in developing countries (Hassan et al., 1993). 

As a result, the theory indicates the impact of macroeconomic factors on capital market 

growth and development. Shaw and McKinnon proposed liberalization of the financial 

market by removing repressive measures from financial markets to revamp economic 

growth by mobilizing internal savings, attracting foreign capital, and promoting the 

development of a more efficient capital market (Hassan et al., 1993; Pain, 1993).  

 



13 
 

The concept of financial repression has received criticism on two fronts. Some argue that 

it inadequately explains real-world variables, both as a theory and as a policy. Meanwhile, 

others contend that while it may exist, it is an unwise approach. In the context of this study, 

this hypothesis suggests that FPFs positively impact financial market liberalization, 

especially in countries with a history of restrictive policies and financial repression. The 

theory predicts that an increase in FPFs results in a more dynamic and vibrant capital 

market by attracting foreign capital and promoting market efficiency through liberalization. 

 

2.3 Determinants of Capital Market Growth  

 

The research explores the various determinants of capital market growth in this theoretical 

review, with an emphasis on FPFs, market capitalization, political and economic stability, 

global crises, and technological breakthroughs. The importance of foreign portfolio 

movements in capital market expansion is examined, emphasizing the benefits and 

challenges they present. The identified determinants create the dynamic landscape of 

financial markets and play an important role in economic growth and prosperity. 

 

2.3.1 Foreign Portfolio Flows 

 

FPFs' role in capital market growth is a two-edged sword with both challenges and benefits 

for the market. These flows, which consist of non-resident individuals, institutional 

investors, or foreign corporations investing in a country's financial assets, significantly 

impact the expansion and stability of the capital market. Foreign investors frequently inject 

liquidity and capital into a country's capital market, increasing trading activity, market 

depth, and market capitalization, all of which are critical to capital market growth and 

efficiency (Folkerts-Landau et al., 1995). According to Iwatsubo and Watkins (2021), FPFs 

help foreign investors transfer knowledge, expertise, and best practices to domestic market 

investors, improving market transparency and efficiency. Heightened foreign participation 

lowers the cost of capital for domestic companies by providing them with a more diverse 

and potential source of financing that attracts other investors, including local investors 

(Shabbir & Muhammad, 2019). However, FPFs are associated with some risks, such as 
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exposure to volatile global markets and the possibility of sudden outflows, which can 

destabilize the domestic capital market (Grenville, 2012). Consequently, while FPFs are a 

significant driver of growth, potential risks might adversely affect their ability to influence 

the growth of the capital market positively.  

 

2.3.2 Market Capitalization  

 

Due to its role in signaling the size, depth, and overall attractiveness of a financial market, 

market capitalization is a critical determinant of capital market growth. It represents the 

total value of all listed companies on a stock exchange and is a benchmark for investors 

and businesses (Bloom, 2013). A large market capitalization indicates a large pool of 

investable assets, which can entice domestic and international investors looking for diverse 

opportunities with lower liquidity risk (Zietlow & Seidner, 2007). In addition, a strong 

capital market with significant market capitalization fosters greater liquidity, lower trading 

costs, and increased market stability (Kamara, 2013). As a result, more companies go 

public, raising capital to finance expansion and innovation, fueling economic growth. 

Besides, a high market capitalization boosts a country’s reputation and attractiveness to 

foreign investors by indicating a stable and well-regulated financial ecosystem. Market 

capitalization is a barometer of capital market health and potential, driving investment, 

economic development, and financial market growth.  

 

2.3.3 Political and Economic Stability 

 

Economic stability and development are critical in shaping capital market growth. 

According to Le et al. (2023), a stable and robust economy that boosts trade openness and 

the political environment attracts both domestic and foreign investors, fostering confidence 

and a favorable investment climate. Economic stability, as evidenced by low inflation rates, 

low unemployment, and consistent GDP growth, reduces investment risks and encourages 

long-term capital market investment (Indangasi, 2017). Besides, a developing economy 

and stable political environment provide numerous opportunities for businesses to expand 

and innovate, resulting in increased demand for capital (Zhang et al., 2020). As a result, 
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capital markets can thrive, providing an essential source of funding for businesses and 

projects. In addition, economic development frequently results in the emergence of new 

industries, businesses, and financial instruments, diversifying capital market offerings and 

attracting a wider range of investors (Schumpeter, 2021). As a result, economic stability 

and development foster an environment conducive to capital market growth and expansion, 

underpinning their critical role in fostering economic growth and prosperity. 

 

2.3.4 Global Crises 

 

Global crises have a profound and multifaceted impact on capital market growth and 

stability. Financial, geopolitical, and health-related crises significantly disrupt investor 

confidence, market sentiment, and economic fundamentals. For instance, a report by IMF 

(2023) indicates that geopolitical tensions have contributed to financial fragmentation, 

having “potentially important implications for global financial stability by affecting the 

cross-border allocation of capital, international payment system, and asset prices.” During 

global crises, uncertainty and risk aversion arise, leading to a flight to safety, where fear 

outweighs greed in the financial market, promoting investors to prefer less risky assets for 

capital preservation (Bellafiore et al., 2013). This may result in a decrease in capital market 

activity, lower valuations, and decreased liquidity. In addition, global crises frequently 

result in regulatory and policy responses from governments and central banks, such as 

COVID-19 measures, which impacted capital markets through factors such as interest rate 

changes and stimulus packages (Berger et al., 2023). Disruptions in global supply chains, 

trade, and economic activity also impact corporate earnings, which in turn affects stock 

prices (Bongini et al., 2019). Capital markets are inextricably linked to the global economic 

and geopolitical environment, and global crises can have a substantial and long-term 

impact on their performance, posing both challenges and opportunities for investors and 

financial institutions. 
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2.3.5 Technological Advancement  

 

The capital market landscape has significantly changed as a result of technological 

advancements, particularly in the areas of artificial intelligence (AI), information 

technology, and telecommunications. These developments are facilitated by the rise in 

high-frequency trading and their methods and the application of blockchain technology 

(Kauffman et al., 2014). The technological improvements have increased capital market 

efficiency and accessibility. High-frequency trading algorithms use AI to make split-

second trading choices, whereas electronic trading platforms allow for faster order 

execution and real-time monitoring of financial assets (Kauffman et al., 2014). Blockchain 

technology has boosted transparency and security in financial transactions, minimizing the 

risk of errors and fraud (Barroso & Laborda, 2022). Besides, technological improvements 

have removed geographical boundaries, allowing investors from all over the world to 

participate in global trade conveniently. These innovations have lowered transaction costs 

while also increasing market liquidity, making it easier for both established firms and 

startups to get the money they need for growth and development (Lutsyshyn et al., 2019). 

As technology advances, capital markets are projected to evolve further, bringing new 

opportunities and efficiency for market players. 
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2.4 Empirical Studies 

 

Various international and domestic studies attempt to unravel the complex relationship 

between FPFs and capital market growth in the area of empirical research. Research 

suggests that FPFs can have both good and negative effects on the capital market, with 

varied effects on liquidity, returns, and volatility, emphasizing the complexities of this 

connection. 

 

2.4.1 International Studies 

 

International empirical research provides mixed findings on the association between FPFs 

and capital market growth. In a study by Omorokunwa (2018), the VECM was utilized to 

analyze the relationship between foreign capital inflows and the stock market in Nigeria 

for the period from 1986 to 2016. The research findings indicate that, in the short term, 

foreign capital inflows positively influence capital market liquidity. However, it was 

observed that their continuous influx negatively impacts long-term capital market 

development (Omorokunwa, 2018). Another empirical study conducted in Malaysia using 

Tobin's Q and ROA to measure firm performance suggested a positive association between 

capital inflows and domestic capital market growth (Jusoh et al., 2020). In this case, the 

study indicates that increasing foreign investors enhances firm performance, which is a 

significant determinant of stock prices, hence growth in the capital market (Jusoh et al., 

2020). Through multiple regression, the cointegration analysis, and the VECM, a study 

analyzed data on the impact of foreign financial inflows on the Pakistan stock market 

between 2001 and 2012. The study found that these inflows have a significant, positive 

effect on Pakistan stock market returns using a sample of over 130 observations from the 

dataset (Ali & Javaid, 2014). Consequently, the study implies that FPFs have a substantial 

impact on the host country's capital market.   

 

On the contrary, other empirical studies indicate that FPFs adversely impact capital market 

growth. A study conducted in Indonesia using the GARCH model indicated a negative 

association between FPFs and the growth of the local capital market. According to the 
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study, an increase in foreign investors in the stock market exposes the economy to a shock 

because negative news has a more significant effect on stock return volatility compared to 

good news (Danila et al., 2023). Chhimwal and Bapat (2020) used autoregressive-moving-

average and Threshold GARCH models to investigate the impact of domestic investments 

and FPIs on stock market volatility. The study revealed that although FPIs alleviate capital 

flow in India, increasing FPFs pose a risk to stock prices because these inflows' selling 

pressure has a significant adverse impact on stock prices (Chhimwal & Bapat, 2020). In 

other words, the unexpected selling shock of these inflows causes stock market volatility, 

which may lead to a flight to safety to capital and reduced investor confidence. 

  

2.4.2 Local Studies  

 

In Kenya, empirical studies show that while FPFs significantly impact the growth of the 

capital market, not all flows have a positive impact. Research conducted in Kenya uses 

vector autoregression to analyze monthly foreign gross inflows' impact on the stock market 

liquidity. According to the study, these flows significantly impact the market liquidity 

positively rather than impeding it, supporting the efforts to encourage foreign investors in 

the Kenyan capital market (Ochenge et al., 2020). Oyucho et al. (2023), through panel 

regression, analyzed the impact of foreign equity portfolios on Kenyan market returns from 

2013 to 2022. The research found a strong and positive connection between foreign equity 

portfolios of exchange-traded funds and Treasury Bills with the market returns of the 

NSE20 share index (Oyucho et al., 2023). However, the research also concluded that 

foreign bond portfolios are significantly and negatively related to market returns, indicating 

that investments in foreign bonds have an adverse impact on the capital market (Oyucho et 

al., 2023). This suggests that FPFs have both positive and negative impacts on the Kenyan 

capital market.  

 

Other empirical studies in Kenya find that FPFs have an insignificant effect on the growth 

of Kenya's capital market. For instance, research was conducted to explore the connection 

between foreign equity flows on the Kenyan stock market using normality, 

multicollinearity, linearity, and homoscedasticity text. According to the research, foreign 
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equity outflows and inflow volumes, foreign equity gross sales, and foreign equity gross 

purchases "had no statistical significance in predicting the current volatility in the stock 

market" (Ochieng et al., 2019). Another study utilizing the Ordinary Least Square approach 

found similar results after examining 21 financial firms listed at the NSE (Koskei, 2017). 

The study indicates that foreign portfolio outflows do not affect stock returns on the 

Kenyan capital market (Koskei, 2017). Consequently, these studies indicate that both the 

foreign capital outflows and inflows do not impact the growth of the Kenyan capital 

market.  

 

2.5 Conceptual Framework  

 

The conceptual model below illustrates the predicted relationship between FPFs and the 

capital market expansion in Kenya. The independent variables in this study are FPIs, while 

the dependent variable is capital market growth. Interest rate and foreign exchange are 

control variables, isolating the effect of the independent variable on the dependent variable.  

Figure 1: Conceptual framework showing the relationship between FPFs and capital 

market growth 
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2.6 Literature Review Summary  

 

The literature review offers an in-depth examination of major concepts and theories about 

the impact of FPFs on capital market growth. The chapter begins by discussing the EMH, 

which posits that stock prices incorporate all available information. This implies that FPFs 

can have a lasting impact on capital market growth. The literature also accepts EMH 

concerns, particularly in less efficient markets and due to behavioral biases. The MSH, 

stressing the relationship between financial repression, economic growth, and capital 

market development, is then discussed. It implies that financial market liberalization, such 

as through encouraging FPFs, can boost economic growth. The APT, offered as an 

alternative to the CAPM, emphasizes the relevance of systemic risk variables and how 

FPFs affect these factors to impact security returns. FPFs, market capitalization, political 

and economic stability, global crises, and technological advancements are explored as 

factors influencing capital market growth. The study of empirical research, both domestic 

and international, provides varying results on the relationship between FPFs and capital 

market expansion. The conceptual framework provides a graphical explanation of the 

relationship between FPFs and capital market growth, considering control variables.  
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CHAPTER THREE: RESEARCH METHODOLOGY  

3.1 Introduction  

 

The chapter offers an overview of the methodologies employed in this research. The 

chapter provides a methodological approach to data collection, analysis, and interpretation. 

Besides, the chapter describes various study aspects, such as the research design, data 

collection methods, diagnostic tests, analytical models, and significance tests employed. 

 

3.2 Research Design  

 

This study has utilized descriptive research. The use of a descriptive design is based on its 

ability to allow for a methodical assessment of the link between the variables (FPFs and 

Kenya’s capital market growth). This design is deemed acceptable since it promotes the 

collection and examination of both qualitative and quantitative data, resulting in a thorough 

understanding of the variables explored. In addition, as highlighted in the previous chapter, 

the study design permits the investigation of several variables that influence the expansion 

of the capital market. 

 

3.3 Data Collection  

 

The research was conducted using secondary data from secondary sources: financial 

records, market data, scholarly papers, and government publications. These sources 

provide comprehensive historical data on FPFs capital market performance, along with 

other relevant variables from 2013 to 2022. The data was collected monthly to guarantee 

enough data points (and degree of freedom) to execute the statistical analysis adequately. 

The main secondary data source was existing data and reports issued by relevant agencies: 

CMA, the NSE, and the World Bank. 
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3.4 Data Analysis 

 

To make conclusion on data collected, the study employed data analysis on the impact of 

FPFs on the growth of the capital market in Kenya. The analysis encompasses diagnostics 

tests, analytical modelling and significance test. 

 

3.4.1 Diagnostic Tests 

 

A series of diagnostic tests, including the ADF test, were conducted to ascertain the 

appropriateness of the gathered data for analysis. ADF test involves a statistical approach 

commonly employed to evaluate the stationarity of time series data. The stationarity notion 

has significant importance in the analysis of the time series analysis because of its role in 

mitigating the risk of obtaining misleading outcomes from non-stationary data. The null 

hypothesis posited in this test asserts that the data under consideration exhibits non-

stationarity, while the alternative hypothesis contends that stationarity characterizes the 

data. The null hypothesis is rejected if the P-value of the ADF test is below a predetermined 

significance level, such as P-value ≤ 0.05. This rejection implies that the data exhibits 

stationarity and is, therefore, appropriate for investigation using time analysis methods.  

 

3.4.2 Analytical Model 

 

The primary focus of the analytical plan is the utilization of a regression model specifically 

designed to assess the correlation between FPFs and the Kenyan capital market growth. 

The model is formulated in the following manner: 

𝑌 = 𝛽0 + 𝛽1ln⁡(𝐹𝑃𝐹𝑠) + 𝛽2𝑋2 + 𝛽3𝑋3 + 𝜀 

Where:  

The variable of interest being investigated is denoted as 𝑌, which indicates the growth of 

the Kenyan capital market. It was measured using market capitalization data, which reflects 

the overall market value of Kenya's publicly traded stocks. 
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The symbol 𝛽0 represents the intercept term in a regression model, which represents the 

baseline level of market growth, considering that all independent variables are set to zero. 

 

The symbol⁡𝛽1 denotes the coefficient that is linked to FPFs and quantifies the influence 

of FPFs on the growth of the capital market. This was measured from the data from NSE 

tracking the net foreign inflows. The variables 𝑋2, 𝑋3, and additional variables are denoted 

as possible control variables, encompassing factors such as foreign exchange rate (Kenya 

Shillings against U.S. dollar) and interest rate (CBR).  

 

The symbol 𝜀 represents the error term, which accounts for the unexplained variability in 

the model. 

 

The coefficient 𝛽1 was a primary area of emphasis since it measures the extent and strength 

of the association between FPFs and capital market growth. FPFs were collected in their 

natural logarithmic form, which reducee the enormous numerical numbers to a more 

reasonable scale. 

  

3.4.3 Significance Test 

 

The study employed the coefficient of determination (R2) as a fundamental statistical 

metric to evaluate the importance of the associations and the ability of the model to explain 

the phenomenon. The coefficient of determination (R-squared value) measures the 

percentage of the variability in the dependent variable (growth of the Kenyan capital 

market) that can be accounted for by the independent variables, which consist of FPFs and 

control factors. A high R-squared value indicates a robust model's capacity to account for 

the fluctuations in the dependent variable, implying that FPFs and other factors contribute 

considerably to capital market growth. On the contrary, a low R-squared value indicates a 

restricted capacity of the model to explain the phenomenon under investigation, implying 

the existence of additional unconsidered variables that influence the expansion of the 

capital market. 
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CHAPTER FOUR: DATA ANALYSIS, RESULTS AND DISCUSSION 

4.1 Introduction  

 

This chapter analyzes the data gathered using the secondary sources as indicated in Chapter 

Three above. The study aims to explore the connection between FPFs and Kenya's capital 

market growth. The analysis contains descriptive statistics, diagnostic tests, regression 

analysis, and significance tests to evaluate the importance of the association observed.  

 

4.2 Descriptive Statistics  

 

Table 1 below presents the descriptive statistic results for the dataset’s primary variables. 

The descriptive results below outline four different variables, each measured on 120 

observations. The average value for FPFs is 6.916, ranging from 0.000 to 9.194. FPFs' 

standard deviation of 1.354 suggests a moderate level of variability. The skewness is -

1.786, indicating a negatively skewed distribution and a kurtosis is 5.726, revealing a 

leptokurtic skewed distribution with heavy tails and a shaper peak than a normal 

distribution. Regarding CBR, the mean is 8.823 percent, with a range from 7.00 percent to 

11.5 percent. The standard deviation is 1.324, reflecting a relatively narrow spread of data. 

The skewness of 0.276 suggests a slightly positively skewed distribution, while kurtosis is 

-0.569, indicating a platykurtic distribution with lighter tails and a flatter peak than a 

normal distribution. For exchange rates, the mean is 101.472, ranging from 84.146 to 

122.935, with a standard deviation of 9.210, indicating moderate variability. The skewness 

is -0.253, implying a platykurtic distribution. Lastly, the mean for market capitalization is 

Ksh.2,195.664 billion, ranging from Ksh.1,388.0 to Ksh.2,841.40 billion. The standard 

deviation is Ksh.306.423 billion, indicating a considerable spread in the data, while 

skewness of -0.171 and kurtosis of -0.123 suggest a slightly negatively skewed distribution 

and a platykurtic distribution. These statistics provide insightful information on the central 

tendency, variability, and distribution shape of the variables examined in this study.  
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Table 1: Descriptive Statistics Results 
 

N Mean  Max Min  Std. Dev. Skewness  Kurtosis  

FPFS 

(LN) 

120 6.916     9.194       -    1.354 -1.786 5.726 

CBR 120 8.823    11.500     7.000  1.324 0.276 -0.569 

Exchange 

Rates 

120 101.472  122.935  84.146  9.210 -0.098 -0.253 

Market 

Cap. 

120 2,195.664  2,841.40 1,388.0 306.423 -0.171 -0.123 

 

4.2.1 Analysis of Foreign Portfolio Flows and Market Capitalization 

 

The line chart below reveals the trend for two main variables in this study from 2013 to 

2022: market capitalization growth and the natural logarithm of FPFs. The chart depicts 

these two variables' relative movements and fluctuations throughout time. Notably, the 

chart illustrates a sharp decline in market cap growth in March 2016, followed by a sharp 

increase in the next month, reaching a peak of 43.13 percent growth. During this time, the 

FPFs had no significant fluctuations, suggesting a lack of relationship between these two 

variables. In 2020, the market responded to the COVID-19 pandemic by declining in March 

while FPFs increased. In August of the same year, FPFs declined while market cap growth 

increased, showing that the two variables have periods of divergence. In general, the 

pattern of market cap growth varies significantly, with noticeable peaks and troughs 

signifying intervals of positive and negative values. On the contrary, FPFs have a smoother 

trajectory with higher and lower values. 
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Figure 2: Trend Analysis of Net Foreign Portfolio Flows and Market Capitalization 

 

4.3 Diagnostic Tests 

 

This section provides an overview of the diagnostic test conducted to ensure the 

appropriateness of the data for analysis. A diagnostic test is essential to guarantee the 

dependability and robustness of the data analysis and help locate possible problems that 

can affect the validity of the findings, such as non-stationarity. ADF test was used to 

investigate the data's suitability for the selected analytical techniques, specifically 

regression analysis.  

 

4.3.1 Stationarity Test 

 

A diagnostic test, the ADF test, was done to ascertain the appropriateness of the gathered 

data for analysis. According to the results in Table 4.2, the ADF statistics for ln⁡(𝐹𝑃𝐹𝑠) is 

-6.0735, significantly more negative than the critical value of -1.942 at the 95 percent level. 

The very low p-value (0.0000) indicates a strong rejection of the null hypothesis, indicating 

that the ln⁡(𝐹𝑃𝐹𝑠) data exhibits stationarity. Similarly, the ADF statistics for Market Cap 

(%) is strongly negative (-7.9137), and the p-value is below the predetermined significance 

level of 0.0000<p ≤ 0.05. This implies that the Market Cap time series data is stationary. 
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Therefore, the data for these two important variables is appropriate for investigation using 

time analysis methods.  

 

Initially, the ADF statistics for CBR and foreign exchange rate were less than the critical 

value in absolute value. In addition, their p-values were greater than the predetermined 

significance level of 0.05, implying that the null hypothesis was not rejected. This implies 

that data for CBR and foreign exchange rates exhibited non-stationarity, hence 

inappropriate for investigation using time analysis methods. In this case, differencing was 

used to transform stationarity by subtracting the previous value from the current one. 

Adjusted CBR and foreign exchange rate (FX) were computed as follows: 

𝐶𝐵𝑅𝐴𝑑𝑗 = 𝐶𝐵𝑅𝑡 − 𝐶𝐵𝑅𝑡−1 

𝐹𝑋𝐴𝑑𝑗 = 𝐹𝑋𝑡 − 𝐹𝑋𝑡−1 

As a result, the data series for all variables achieved stationarity after adjustment, implying 

that they are all appropriate for investigation using analysis methods. 𝐶𝐵𝑅𝐴𝑑𝑗 and 𝐹𝑋𝐴𝑑𝑗 

had ADF statistics of -6.6985 and -6.7359, respectively, below the critical values. They 

also have lower p-values, indicating that the null hypothesis for the non-stationarity of their 

time series was rejected. In other words, this provides strong evidence to reject the null 

hypothesis of a unit root, suggesting that these time series are stationary.  

 

Table 2: Stationarity Test (ADF Result) 

  Critical value 

at 95% 

ADF Statistic 

(t-Stat) 

P-value  

Ln (FPFs)  -1.942 -6.0735 0.0000 

Market Cap %  -1.942 -7.9137 0.0000 

Diff-CBR  -1.942 -6.6985 0.0000 

Diff-FX  -1.942 -6.7359 0.0000 

 

4.4 Data Analysis 

 

The section offers an overview of the data analysis process, highlighting the analytical tools 

used to investigate the relationship between FPFs and capital market growth in Kenya. The 
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study’s core analytical model is a regression model developed to analyze the relationship 

between FPFs, market cap growth (Market Cap %), adjusted foreign exchange rate 

(𝐹𝑋𝐴𝑑𝑗), and adjusted interest rate (𝐶𝐵𝑅𝐴𝑑𝑗). The regression seeks to measure the influence 

of FPFs on capital market growth.  

 

4.4.1 Regression Analysis 

 

The regression analysis results below shed light on the relationship between FPFs and the 

expansion of Kenya's capital market, considering other control variables, such as 𝐹𝑋𝐴𝑑𝑗 

and 𝐶𝐵𝑅𝐴𝑑𝑗. The total model's Multiple R of 0.3017 indicates a weak positive correlation, 

suggesting that the variables explain approximately 30 percent of Kenya's capital market 

growth variability. The coefficient of determination (R Square) of 0.0910 indicates that the 

independent variables in the model account for only 9.1 percent of the variance in the 

dependent variable.  

Table 3: Regression Analysis Summary Output 

Regression Statistics      

Multiple R 0.301735      

R Square 0.091044      

Adjusted R Square 0.067537      

Standard Error 6.458033      

Observations 120      

       

ANOVA       

  df SS MS F Significance F 
 

Regression 3 484.583 161.5277 3.87299 0.011092  

Residual 116 4837.918 41.70619    

Total 119 5322.501        

       

  Coefficients 

Standard 

Error t-Stat P-value Lower 95% 

Upper 

95% 

Intercept 8.763275 3.086778 2.838972 0.005345 2.649523 14.87703 

ln (FPFs) -1.15778 0.4399 -2.63192 0.009645 -2.02906 -0.28651 

Adj_CBR -2.95488 1.902987 -1.55276 0.123205 -6.72398 0.814229 

Adj_FX -0.73419 0.580304 -1.26518 0.208342 -1.88355 0.415176 
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The model indicates that the intercept is statistically significant (p-value = 0.0053) when 

the individual coefficients are examined. This indicates that the projected market increase 

is roughly 8.76 percent when all other factors are held constant. The coefficient for 

ln(𝐹𝑃𝐹𝑠) is -1.1578 with a p-value of 0.0096, showing that the natural logarithm for FPFs 

has a statistically significant negative association with Kenya's capital market growth. This 

implies that, on average, as FPFs increase, capital market growth falls, assuming all 

variables remain constant. The control variables' coefficients, 𝐹𝑋𝐴𝑑𝑗 and 𝐶𝐵𝑅𝐴𝑑𝑗, are -

0.7342 and -2.9549, respectively. However, neither of these coefficients is statistically 

significant at the standard 0.05 significance level, implying that these variables may not be 

important in explaining variation in the growth of the capital market in the context of the 

model. The regression model, derived from this regression output is as indicated below:  

𝑌 = 8.7633 − 1.1578 ln(𝐹𝑃𝐹𝑠) − 2.9549⁡𝐶𝐵𝑅𝐴𝑑𝑗 − 0.73419⁡𝐹𝑋𝐴𝑑𝑗 + 𝜀 

 

4.5 Significance Test  

 

As the ANOVA results indicate, the significance test assesses the overall impact of the 

independent variables, including theln(𝐹𝑃𝐹𝑠), 𝐶𝐵𝑅𝐴𝑑𝑗, and 𝐹𝑋𝐴𝑑𝑗, on Kenya's capital 

market growth. The F-statistic of 3.84 with a corresponding p-value of 0.0111 suggests 

that, collectively, the independent variables have a statistically significant impact on the 

dependent variable. This signifies that the model, as a whole, provides meaningful 

information to predict the relationship between these variables and the growth of Kenya's 

capital market. However, it is essential to note that the explained variability in the model 

remains relatively low, accounting for only around 9.1% of the total variance. While the 

model demonstrates statistical significance, it emphasizes the need for cautious 

interpretation. It underscores the potential influence of unconsidered factors on the capital 

market dynamics beyond the scope of this model. However, it is crucial to note that the 

model's explained variability remains relatively low, accounting for only 9.1 percent of the 

overall variance. Although the model is statistically significant, it highlights the possible 

influence of unconsidered factors on capital market dynamics beyond the scope of this 

model.  
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4.6 Findings Interpretation  

 

The findings indicate a negative association between FPFs and Kenya's capital market 

growth. Descriptive statistics shed light on the key variables, revealing FPFs' average 

value, standard deviation, skewness, and kurtosis. The analysis of FPFs and market 

capitalization trends from 2013 and 2022 indicates periods of divergence, challenging the 

assumption of a straightforward relationship. The regression model analysis, which 

introduces adjusted FX and CBR to enhance the stationarity of their data series, 

demonstrates a slight positive correlation. The findings show that an increase in FPFs is 

related to a decline in Kenya's capital market growth when adjusted for their natural 

logarithm. The significance test suggests that independent variables collectively impact 

capital market growth. However, the model's low R-squared value highlights its weak 

explanatory power, warning against relying too heavily on the model's predictions. The 

study notes that while the connection between FPFs and capital market growth is 

statistically significant, the coefficient alone does not prove causation. In other words, 

while the findings are statistically significant, they highlight the possibility of other 

unexplored factors influencing capital market dynamics.  

  



31 
 

CHAPTER 5: SUMMARY, CONCLUSION AND RECOMMENDATIONS 

5.1 Introduction  

 

In this final chapter, the study provides a comprehensive summary of the study's key 

findings, draws conclusions based on the analysis results, discusses the implication of these 

findings in the broader context of the relationship between key variables, and recommends 

direction for future research.  

 

5.2 Summary 

 

The study investigated the connection between Kenya's capital market expansion and FPFs. 

Descriptive statistics, diagnostic tests, and regression analysis were conducted to reveal a 

significant negative correlation between FPFs and the expansion of Kenya's capital market. 

The analysis of the simple relationship between FPFs and capital market growth was called 

into question when descriptive statistics indicated intervals of divergence in the trends 

spanning from 2013 to 2022. The regression model showed a weak positive connection, 

suggesting that FPFs, CBR, and foreign exchange rates can collectively influence capital 

market growth. This aligns with the APT farmwork, suggesting that various 

macroeconomic factors, including interest rates, economic growth, exchange rates, market 

rates, and political rates, influence asset returns and capital market growth (Wagas et al., 

2015). In addition, this is consistent with the idea that FPFs influence capital market growth 

by impacting systemic risks. This might indicate that interaction between CBR, FPFs, and 

foreign exchange rates may lead to positive interactions or synergies contributing to capital 

market growth.  

 

The regression model indicated an isolated negative influence of FPFs, interest rates, and 

foreign exchange rates without accounting for other factors. The findings indicated a 

negative and significant association between FPFs and capital market growth (market 

capitalization growth) when FPFs are considered in isolation, ceteris paribus. This 

suggests that other factors in the collective scenario mitigate the negative impact of FPFs 

on the growth of the capital market, which is consistent with the APT framework. This 
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aligns with the idea that FPFs influence capital market growth by bringing additional 

trading activity and knowledge to the capital market, indicating that FPFs require another 

factor to influence the growth. In addition, the McKinnon-Shaw Hypothesis suggests that 

macroeconomic stability and effective resource allocation influence financial market 

growth in developing countries (Hassan et al., 1993). This study's findings support this 

assertion by indicating that when FPFs are considered alongside macroeconomic factors, 

such as foreign exchange rates and CBR, they may positively influence capital market 

growth.  

 

The study's findings indicate an adverse and substantial relationship between FPFs and 

capital market growth, as measured by market capitalization growth. The study findings 

align with the empirical studies indicating that FPFs negatively affect the growth of the 

local capital market because foreign investors expose the economy to shocks, and the 

volatility of stock returns is more significantly impacted by negative news than favorable 

news (Danila et al., 2023). In addition, the negative impact of the FPFs on capital market 

growth can be explained by the argument that growing FPFs risks the stock price because 

of their selling pressure, which has a significant adverse impact (Chhimwal & Bapat, 

2020). Therefore, the stock market volatility might be caused by FPFs' sudden selling of 

stocks, which can trigger a flight to safety and reduce investor confidence (Bellafiore et al., 

2013). The study findings add to the growing body of evidence highlighting the 

complicated and frequently adverse impact on the dynamics of the capital markets.  

 

5.3 Limitations of the Study  

 

The study has several significant limitations, the most significant of which are related to 

how the data on FPF were treated. The study treats FPF data as absolute values to facilitate 

the computation of their natural logarithm. Recognizing both inflows (positive values of 

FPFs) and outflows (negative values) as positive contributes to a possible constraint, even 

though this methodology is favorable for analysis. The study may need to be more accurate 

in order to justify market dynamics by treating outflows as inflows, neglecting the 

multifaceted effects associated with each. Future studies could improve accuracy by taking 
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a more sophisticated technique that distinguishes the varied effects of inflows and outflows. 

Apart from the methodological aspect, the utilization of secondary data introduces inherent 

limits and the possibility of biases emanating from the secondary sources. Although the 

study's purpose enhances clarity, it may inadvertently leave out important factors affecting 

capital market dynamics. In addition, the chosen timeframe, though necessary for the 

study's scope, may fail to capture abrupt shifts or long-term patterns in the relationship 

between FPFs and capital market growth, urging a cautious interpretation of the findings 

in a broader temporal context. The financial markets are dynamic and vulnerable to various 

external factors, economic conditions, and global events.  

 

5.4 Conclusion and Recommendations  

 

The study contributes to the existing literature indicating the association between Kenya's 

capital market growth and FPFs. The results cast doubt on a simple association between 

FPFs and capital market growth by showing a statistically significant negative correlation 

between these variables. Descriptive data and regression model analysis indicate that 

increasing FPFs decreases Kenya's capital market growth after controlling for variables 

such as foreign exchange rates and the CBR. According to the study, while negatively 

associated with capital market growth alone, microeconomic factors, such as the CBR and 

foreign exchange rates, may mitigate the negative impact and help FPFs improve capital 

market growth positively. Besides, the study recognizes the existence of unidentified 

determinants influencing the dynamics of the capital market, underlining the need for a 

thorough understanding that goes beyond the variables taken into account in this study. 

 

The study's detailed findings lead to recommendations for Kenya's capital market. The 

negative and significant correlation between FPFs and capital market growth must be 

acknowledged by policymakers and market players, particularly when considering market 

capitalization growth. The study emphasizes how crucial it is to combine macroeconomic 

stability factors with FPFs—like foreign exchange rates and CBR—to potentially lessen 

their adverse effects and promote favorable interactions that promote capital market 

expansion. Although CBR and foreign exchange rates do not significantly influence capital 
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market growth, policymakers should recognize that these factors play a significant role in 

mediating the negative impact of FPFs. Subsequent studies in this field ought to take into 

account a better treatment of FPF data, differentiating between inflows and outflows and 

expanding the study to encompass longer-term trends and sudden changes in the dynamic 

characteristics of financial markets. In Kenya's financial landscape, making educated 

decisions would require a thorough awareness of the various elements impacting the 

expansion of the capital market.  
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