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ABSTRACT 

Despite the stock markets’ pivotal role towards economic growth, stock market development in 
Kenya and its contribution to economic growth is still an issue of great concern to policy makers 
and scholars. The Kenyan stock market is characterized by a small number of listing, lack of 
sophisticated infrastructure, narrow range of tradable instruments and very low liquidity. 
Moreover, the market is highly volatile as evidenced by high volatility in key market indicators 
during the period under study. Foreign investors play a significant role towards stock market 
development by enhancing the value of stocks and their liquidity. Hence, the study sought to 
establish the effect of foreign financial inflows on stock market development at the Nairobi 
Securities Exchange, Kenya. The Specific objectives of the study were to assess the effects of 
Foreign Direct Investment, Foreign Equity Portfolio, Foreign Debt Portfolio and Diaspora 
Remittances on stock market development at the Nairobi Securities Exchange, Kenya. The study 
further assessed the mediating effect of foreign investor participation on the relationship between 
foreign financial inflows and stock market development as well as the moderating effect of 
political risk on the relationship between foreign financial inflows and stock market 
development. The study was anchored on the Base Broadening theory, Foreign Direct 
Investment Dependence theory, Neoclassical Theory of Investment, Trade Off theory and the 
Pure Self Interest theory. The study adopted a positivism philosophy as well as causal research 
design methodology. The study adopted a census approach and time series data for the period 
2008-2018 was obtained from Capital Markets Authority quarterly statistical bulletins, Central 
Bank of Kenya monthly reports, Nairobi Securities Exchange annual reports and the United 
Nations Conference on Trade and Development website, using a secondary data collection 
schedule. To ensure non-violation of the assumptions of classical linear regression, the following 
diagnostic tests were conducted; Normality, Heteroskedasticity, Autocorrelation, Stationarity and 
Multicollenearity and Model Stability test. The data was then analysed using correlation analysis, 
Modified Least Square Regression analysis and the Autoregressive Distributed Lag Model. The 
Modified Least Squares regression analysis was used in testing the direct effects of foreign 
financial inflows on stock market development while the autoregressive distributed lag model 
was used to test for existence of long run and short run cointergration with the aid of E- views 
9.5 and SPSS 23 statistical software. The direct effect test indicates that diaspora remittances and 
foreign debt portfolio had positive and significant effect on stock market development whereas 
foreign direct investment had a negative and significant effect on stock market development. 
Foreign equity portfolio inflows however had negative but insignificant effect on stock market 
development at the Nairobi Securities Exchange, Kenya. The mediating effect of foreign investor 
participation on the relationship between foreign financial inflows and stock market development 
was not statistically significant. However, foreign investor participation was positive and 
significant as a predictor of stock market development. Political risk was not significant both as a 
predictor of stock market development and as a moderator in the relationship between foreign 
financial inflows and stock market development at the Nairobi Securities Exchange. The 
autoregressive distributed lag test results support the existence a significant short run positive 
effects of all foreign financial inflows on stock market development as evidenced by the negative 
and significant coefficient of the Error Correction Term (ECT). However, in the long run only 
diaspora remittances and foreign debt portfolio had a significant positive effect on stock market 
development while foreign direct investment had a significant negative effect on stock market 
development. The effect of foreign equity portfolio on stock market development was equally 
negative but insignificant in the long run. In view of the foregoing findings, the study 
recommends that the Kenyan government needs to devise measures that would boost foreign 
investor confidence and thus attract increased diaspora remittances and foreign debt portfolio 
investment. Additionally, the Capital Markets Authority needs to implement policy measures 
that will attract active participation of the local investors to invest at the Nairobi Securities 
Exchange. This will give the bourse more stability, liquidity and subsequently lead to increased 
value of stocks listed at the market.  
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CHAPTER ONE 

INTRODUCTION 

1.1 Background of the Study  

The stock market provides a framework upon which investors can diversify their investments 

and a platform upon which corporate institutions can raise additional funds. The stock market is 

therefore an important component of the capital market that mobilizes surplus liquidity and 

ensures that funds are channeled towards productive corporate users (Rahman & Mustafa, 2017). 

The stock market does not only spur economic growth but also aides in poverty reduction by 

providing a wide range of risk mitigation and investment products at reduced transaction cost 

(Oziengbe & Ovueffyen, 2013). Development of financial markets leads to improved quality and 

quantity of investments thus quicken the pace of economic growth and improves the living 

standards of the citizens (Nera & Eke, 2017). The Kenyan economic blue print of vision 2030 

aims at transforming the country into a newly industrialized middle income country that provides 

high quality life to its citizens. Moreover, the vision 2030 envisions an efficient and transparent 

stock market. This huge milestone is to be achieved through the deepening of the financial 

markets by expanding the bond market, equity market and leveraging on remittances and other 

long term foreign capital inflows (Republic of Kenya, 2007).  

Despite the stock markets’ pivotal role towards economic growth, stock market development in 

Kenya and its contribution to economic growth is still an issue of great concern (Republic of 

Kenya, 2016). Emerging capital markets are typically characterized by a small number of listing, 

lack sophisticated infrastructure and have a narrow range of tradable instruments (Hearn & 

Pearse, 2006). Further, the emerging capital markets are characterized by small capitalization 

and low liquidity levels (Aduda et al., 2012). The Kenyan stock market is not exceptional from 
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the other emerging African capital markets. According to Nyangoro (2013), the Nairobi 

Securities Exchange market is characterized by small size and very low liquidity. Further, the 

stock market demonstrates significant structural and regulatory weaknesses (Ngugi, Amanja & 

Amana, 2013).  

In the period 2008-2018, the number of listed firms at the Nairobi Securities Exchange (NSE) 

increased by twelve firms from 55 listed firms in the January 2008 to 67 listed firms as at 

December 2018 giving an average annual increase of approximately one firm per year (CMA, 

2018). The number of listed firms at the NSE is very low in comparison to other African Markets 

like the Nigeria Stock Market with 170 firms, Johannesburg Stock Exchange with 379 firms and 

the Egyptian Exchange Market with 221 firms as at December, 2018 (World Bank, 2018). The 

stock market is equally characterized by high volatility as evidenced by the frequent erratic 

shocks in key stock market performance indicators for the period 2008-2018. The worst decline 

however is experienced in the year 2018 with a loss in market capitalization of Kshs. 419 Billion. 

During this period, foreign investors’ flight from the Nairobi Securities Exchange, attributed to 

the aftermath of the prolonged 2017-2018 general elections wiped out a significant portion of 

investor wealth pushing the stock market to the lowest point in over a decade (NSE, 2018).  

Globally, the effect of excessive volatility on stock market development is demonstrated by Wall 

Street Crash of 1929, Black Monday of 1987 and the Global Financial Crisis of 2008 (Calson, 

2006; Helleiner, 2011; Frankel & Saravelos, 2012). The Wall Street Crash also known as the 

“Black Tuesday” is regarded as the deepest and longest downtown in the history of financial 

market considering its duration and the aftermath effects (Wang & Huang, 2012). In 29th 

October, 1929 the stock prices collapsed completely with over 16 Million stocks disposed off by 

investors on a single day of trading at the New York Stock Exchange (Economic times, 2019). 
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So bad was the situation to the extent that trading machines could no longer handle huge 

volumes of stocks traded (Klein, 2001). A total of 30 Billion USA dollars was lost and thousands 

of investors completely wiped off. The aftermath of market crash saw the collapse of nearly half 

of all the American financial institutions and by 1932 all the stocks were worth only 20 percent 

of their value before 29th October, 1929 with the unemployment levels declining by 30 percent 

(Salsman & Richard, 2004).  

1.1.1 Foreign Financial Inflows  

Since the onset of financial markets liberalization in the early 1990s, the volume of foreign 

financial inflows to developing capital markets has grown to unprecedented levels (Arcabic et 

al., 2012). However, the connection between foreign financial flows and the development of 

emerging stock markets remains largely unclear. Stock market development in emerging capital 

markets can largely be attributed to globalization that has enhanced better linkage with the 

developed foreign capital markets and ensured greater participation of foreign firms (Claessens 

& Schmukler, 2007). Since multinational companies hail from industrialized countries, where 

stock market financing is a tradition, they are likely to enlist in the domestic stock markets thus 

enhancing growth in market size and liquidity (Soumare & Tchana, 2011).  

Foreign investors’ participation in the stock market is an important source of stock market 

liquidity. This is attributed, but not entirely, to the fact that foreign investors, unlike the domestic 

investors who often buy and hold stocks, are likely to trade in the instruments thus improving the 

market liquidity and hence development of the stock market (Kumar & Devi, 2013). Moreover, 

the significant role of foreign financial inflows towards stock market development is attributed 

the fact that foreign capital inflows increases the depth and breadth of the stock market 

consequently enhancing stock market size and liquidity. Besides, increased foreign financial 
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flows eventually encourage the political elite to review regulations on foreign investors’ 

protection further leading to stock market development. Such improved regulations include 

amendment of exchange control act that allowed foreign investor participation at the Nairobi 

Securities Exchange market (Ngugi, 2005).  

Foreign financial flows from developed countries to the emerging African markets have not only 

grown since the early 1990s but its composition has also changed significantly. The increased 

foreign inflows to the African continent can be attributed to growth in Foreign Direct Investment 

(FDI) and diaspora remittances (Amoudou et. al., 2015). The composition of foreign inflows to 

Sub-Saharan Africa in 1990 was 62% Official Development Assistance and Aid (ODAA), 31% 

FDI and 7% Diaspora remittances. However by 2015 ODAA accounted for only 22% of the 

foreign inflow a share almost similar to the remittances that stood at 24%. The contribution of 

FDI had grown by 23% from 31% in 1990 to 54% by the end of 2015. This an  indication that 

African countries were no longer dependent on foreign aid but were rather shifting towards 

attracting foreign direct investment (UNCTAD, 2016). The increase in foreign financial inflows 

to the emerging African capital markets can be attributed to reduced tariff barriers and non-tariff 

barriers to trade that have significantly reduced cost of doing business. Further, the improved 

licensing and regulatory framework has reduced the bureaucratic cost and inspired foreign 

investor confidence (Yartey, 2008). 

Before the onset of liberalization in the mid-1990s, Kenya was characterized by very low foreign 

inflows due to the closed capital account operated during the period (World Bank, 2016). 

However, following the introduction of liberalization there has been increased foreign inflows 

into the country. The steady increase in foreign financial inflows is however disrupted in the 

years 1997 and 2008. The disruption is partly attributed to the uncertain political environment 
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due to the aftermath effects of the 1997 and 2007 general election and the global financial crisis 

of 2008 (Chui, 2016). However, the increase of foreign financial inflows in 2009 can be partly 

attributed to renewed investor confidence in the country’s political stability. Subsequently, there 

has been increased volatility in foreign financial inflows hence forming the motivation for the 

selection of the period 2008-2018 for the purpose of this study. Worth noting, unlike other 

foreign financial inflows that fluctuate with uncertainty in the political environment, diaspora 

remittances demonstrate a consistent upward trend over the years. Diaspora remittances from 

developed economies have increased rapidly in recent years even exceeding the amount of 

foreign direct investment in most developing countries (Raza & Jawaid, 2012). Diaspora 

remittances have become such an important source of foreign capital inflows to the developing 

countries and its contribution towards stock market development cannot be under estimated. The 

quarterly trends in foreign financial inflows for the period 2008-2018 are exhibited by Fig. 1.1. 
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Figure 1.1: Trend in Foreign Financial Inflows    

Source:  CMA, CBK and UNCTAD Annual Reports (2008-2018) 



6 
 

 
 

Fig. 1.2 indicates that the years 2008, 2011, 2013, 2017 and 2018 are characterized by negative 

foreign equity portfolio flows. This implies foreign sales were higher than the foreign purchases 

during this period. This is an indication of a pull out of foreign investors from the domestic stock 

market. According to Nyangoro (2013) this is attributed to the fact that the foreign investors, 

who had no prior knowledge of the market, were able to get information of the market and 

started pulling out immediately they realized that they could not get the returns they earlier 

expected. The decline in foreign direct investment can be partly attributed to reduced investor 

confidence due to corruption, insecurity, poor infrastructure high utility cost, interest rates and 

poor legal framework (Mwega & Ngugi, 2009). Foreign Debt portfolio inflows demonstrate 

stable gradual increase throughout the period. The stability of foreign debt portfolio flows is 

attributed to the fixed returns associated with foreign debt portfolio (Arnold, 2008). The general 

increase in remittances can be attributed to the increased number of Kenyan population living 

and working in the diaspora, especially in the USA and Canada, investing in the country. About 

3000 Kenyans win the Green card lottery every year thus increasing the number of emigrants 

that remit money annually into the country (Ocharo, 2013).  

Foreign Direct Investment (FDI) is viewed as the value of physical assets such as factories or 

distribution plants that are controlled and managed by the foreign firms or individuals in a host 

country with the intension of a long term operation (UNCAD, 2016). FDI is associated with both 

direct and “spill over” effects on stock market development (Zafar, Quareshi & Abbas, 2013). 

Directly, foreign companies are more often likely to have their shares listed leading to an overall 

increase market size and liquidity (Kumar & Devi, 2013).  Equally, FDI is attributed with a vast 

range of “spill over” benefits such as: employment creation, technological spill over, human 

capital development, quality productivity, creation of competitive business environment and the 
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enhancing of enterprise development (Mwega & Ngugi, 2006). Adams and Tweneboah (2009) 

observed a triangular causal relationship between increase in FDI, economic growth and stock 

market development. First, the increase in FDI will increase the availability of capital and 

therefore stimulate goods and services production leading to increased income in the domestic 

economy. Secondly, the growth in income leads to stock market development which would 

enhance further growth of FDI. 

The difference between FDI and Foreign Equity Portfolio (FEP) is based on the fact that FDI 

deals with investment real or physical assets in foreign countries while FEP deals with financial 

assets of listed firms (UNCTAD, 2016). Consequently, FEP inflows are speculative in nature and 

more volatile as compared to FDI. This is attributable to the fact that FEP investors, unlike 

foreign direct investors, are able to sell off their securities easily with minimum transaction cost 

and pull out of the market immediately whenever they realize that they may not attain the high 

returns initially anticipated (Koskei, 2017). Moreover, FDI involve the control of production and 

operations by the foreign investor. This is not the case with foreign equity investment (Soumare 

& Tchana, 2011). They further contend that foreign portfolio investment into the stock market 

will increase the profitability as well as enhance the attractiveness of the recipient companies. 

This will elicit the active participation of the recipient company in the market resulting into stock 

market development (Oziegbe & Ovueffeyen, 2013). That notwithstanding, foreign capital flows 

such as private equity portfolio appears to be driven by short run speculative objective in a world 

of asymmetric information (Ghose, 2014). Foreign equity portfolio investors are mostly driven 

by the need to diversify their risk portfolio and hence take advantage of the high return in 

developing stock markets (Allen et al., 2010). 
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Foreign Debt Portfolio investment involves the foreign investment in the debt instruments such 

as bonds in the domestic capital markets (IMF, 2003). The effect of foreign debt portfolio on 

stock market development remains elusive and perplexing to most scholars. Some of the scholars 

are of the opinion that external debt represents an additional source of capital inflow that 

engender growth especially in the stock markets, while other scholars endorse the opinion that 

increased external debt may lead to dependence thus negatively affecting stock market 

development (Nwiado & Deekor, 2013). Since interest on debt is a tax allowable expense the 

effective cost of equity is higher than the cost of debt (Arnold, 2008). Consequently, increased 

use of debt would lower firms overall cost of capital and enhance earnings and market value of 

the listed firms. However, debt is associated with increased financial risk of bankruptcy (Fama & 

French, 2002). Therefore increased use of debt may lead to increased risk perception of the firm 

leading to an increase in the cost of equity. Firms therefore achieve an optimum capital structure 

through a delicate balance between the interest tax shield benefits of debt and the increased risk 

of bankruptcy associated with the use of debt.  

Diaspora Remittances include all the monetary transfers that are received by the residents from 

the non-residents and also include the compensation given to resident employees working abroad 

for short periods that are usually less than a year (IMF, 2005). Diaspora remittances are not only 

became important source of revenue to any country but are also a very important source of 

income to its residents and families for consumption (Bayar, 2016). However, not all the 

diaspora remittances are consumed; but rather part of the consumption of remittances is delayed 

through savings and investment. Unlike other sources of external finance, diaspora remittances 

tend to be more stable making remittances a reliable source of financing for developing countries 

(Ratha & Mohapatra, 2007). This is attributed to the fact remittances are directly sent to the 
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recipient from the sender and are therefore not subject to the government bureaucratic 

bottlenecks affecting other foreign financial inflows such as foreign direct investment and 

foreign debt portfolio.  

The amount of diaspora remittances invested in the stock market largely depends on the returns 

generated from other money market instrument (Kalim & Shahbaz, 2013). Whenever the returns 

generated from other money market instrument is low relative to stock market returns, diaspora 

remittances can be directed to the stock market through the purchase of equity instruments in 

listed companies. According to Njoroge (2014), increased awareness by the Kenyans in the 

diaspora on the availability of investment opportunities and the high returns in the stocks market 

has led to increased amount of remittances investment in the Nairobi Securities Exchange 

market. This has the effect of increasing stock market size, liquidity and price stability hence 

leading to development of the market. 

1.1.2 Foreign Investor Participation 

Foreign investor participation measures the proportion of foreign investor activity at the stock 

market. At the NSE, foreign investor participation is measured using value of stock traded by 

foreign investors expressed as a percentage of the total stock traded in the market on a given 

period (CMA, 2017). The repeal of the Exchange Control Act in December 1995 saw complete 

liberalization of the Kenyan capital market. The amendment of the Exchange Control Act 

ensured complete removal of all exchange controls and allowed foreign investment in 

government securities thus effectively allowing for direct foreign investor participation in the 

Nairobi Securities Exchange (Ngugi & Nyangoro, 2005). This has seen tremendous upsurge in 

foreign investor participation at the Nairobi Securities Exchange market from a low value of 

5.5% in the first quarter of 2008 to a maximum value of 75% in the fourth quarter of 2018. 
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According to the NSE (2017) foreign investor participation increased from 44.2% in the year 

2013 to 48.42% in the year 2014, grew to 58% in the year 2015 grew further to 64% in the year 

2016 and registered further growth to a maximum of 75%  by the end of fourth quarter in 2018. 

Figure 1.2 demonstrates the quarterly trend of foreign investor participation for the period 

January 2008- December 2018. 
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Figure 1.2 Quarterly Trend of Foreign Investor Participation  

Source: CMA Quarterly Statistical Bulletins (2008-2018)  

 

Figure 1.2 indicates a general increase in foreign investor participation throughout the period 

from a low of 5.5% in 2008 to a high of 75% in 2018. Yartey (2008) attributes the increased 

foreign investor participation in emerging capital markets to the improved capital markets 

regulatory reforms, fair trading practices, fair disclosure and listing requirements which has 

inspired foreign investor confidence in domestic capital markets. However, foreign investors are 

mostly driven by the need to diversify their risk portfolio and hence take advantage of the high 

return in emerging capital markets (Allen et al., 2010). This may succeed in the short run 
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however; when the markets eventually stabilizes in the long run such investors often realize that 

they may not attain the high returns initially anticipated thus pull out of the market immediately 

leading to shocks. Such spontaneous reversals of foreign portfolio flows intensify developing 

markets susceptibility to global economic meltdown (Koskei, 2017). According to Rao et 

al.,(1999), advanced economies and markets are more resilient than developing markets. This is 

attributed to the fact that less developed markets depend more on global financial inflows as 

compared to the advanced markets. 

1.1.3 Political Risk 

This is the risk that political decisions or decisions by government agencies, such as change of 

fiscal policies, monetary policies, trade and investment policies, or events related to political 

instability, such as election violence, riots and civil disobedience, will adversely affect the 

performance, profitability or development of a business actor or economic sector. Political risk, 

bureaucratic quality, privatization laws and order are important to market development (Yartey, 

2010). Further, political risk enhances the viability of external finance and therefore resolution of 

political risk can greatly influence the development of the emerging stock markets. According to 

Enrico and Oijen (2001) political risk and successful privatization of state owned firms is an 

important source of stock market development leading to increased returns in emerging markets. 

However, different economies are exposed to different aspects and levels of political risk with 

the developing markets being exposed to more political bothers as compared to the advanced 

economies (Waskiewics, 2017). 

Following the wave of liberalization in capital markets globally, governments and political 

agents in developing countries have in the recent years put in place several measures to attract 

increased foreign capital inflows. Such interventions include reduced barriers on foreign capital 
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flows; strengthen macro-economic environment, privatization of state owned enterprises, capital 

markets reforms, corporate tax incentives and subsidies (Adams & Tweneboah, 2009). The 

Kenyan government through the treasury and the capital markets authority has adopted various 

policy measures aimed at enhancing the efficiency of the stock market and attracting increased 

foreign capital flows. The Capital Markets Authority was constituted in 1990 through the passing 

of the Capital Market Act Cap 495A to act as a regulator in monitoring the activities of the 

capital markets and ensure an efficient orderly capital market in Kenya (Ngugi, 2003).  

The Capital Markets Authority has introduced various policy changes and reforms at the Nairobi 

Securities Exchange. Worth Noting, the Capital Markets Authority introduced the Central 

Depository System (CDS) in the year 2004. The introduction of the CDS has enhanced the 

efficiency of trading since transactions are conducted on an electronic platform (Nyangoro, 

2013). Moreover, new trading regulations introduced in 2002 saw 25% minimum reserve of 

issued share capital being reserved for locals while the remaining 75% being left free for all 

classes in a case of an initial public offer or government privatization. However, the Cap was 

removed in the year 2015 effectively allowing 100% foreign investor participation in case of 

initial public offer and government privatization (Ngugi & Nyangoro, 2005).  

The re-introduction of a 5 percent capital gains tax by the treasury in the 2014 budget statement 

led to massive capital outflow (Gachanja & Kosimbei, 2018). Consequently, the tax was repealed 

in the subsequent years’ budget policy statement and replaced with a one off transaction fee of 

0.3% on the value of the transaction (Republic of Kenya, 2015). Notably, there has an increased 

capital outflow, leading to a decline in key market performance indicators, in the years 2015-

2016 as the market tries to adjust to the effects of the effect of the re- introduction of the capital 

gains tax. Additionally, the year 2016 saw the introduction of maximum interest rate capping 
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through the signing into law of the Banking Amendment Act Cap 488 laws of Kenya. Under the 

Act the maximum interest rate chargeable for any credit facility in Kenya was set at no more 

than four percent above the base set and published by the Central Bank of Kenya while the 

minimum interest rate granted on deposits held in an interest earning account to be at least 70% 

of the base set and published by the Central Bank of Kenya (Republic of Kenya, 2016). As a 

result there is a notable decline in market Capitalization, market turnover and the NSE 20 share 

index as evidenced by Table 1.1. According to Olaka (2017), the capping of interest rates on 

loans had sapped energy from the financial sector hence slowing down growth of business and 

investment in the economy.  

Further, the introduction of the interest rate cap has led to reduced lending to the private sector 

such as the Small and Medium Enterprises (SME) and performance of listed financial 

institutions. According to Bruckner and Gradsteing (2012) increased ethnic polarization leads to 

increased political risk. Increased political risk leads to reduced income and reduced investment 

in different sectors of the economy. The Nairobi Securities Exchange has experienced periodic 

erratic declines like in the years 2008, 2014, and 2018 (Fig 1.1). Notably, these declines are in 

line with the aftermath of the Kenyan election cycle that is often characterized by election 

violence, riots and civil disobedience. According to Chui (2016), the effects of post-election 

chaos and the global economic meltdown led to erosion of investor confidence especially the 

foreign investors. The decline in key market performance indicators at the Nairobi Securities 

Exchange such market capitalization and market turnover are therefore indicators of investors 

pulling out of the market immediately they realize that they may not attain the high returns 

initially anticipated due to the politically risky environment.  
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1.1.4 Stock  Market Development 

Stock market development is the process through which the stock market increases in size, 

liquidity, price stability, linkage with other markets, and variety of instruments, improved 

technology and market concentration (Wassal, 2013). From the foregoing stock market 

development is therefore a multi-faceted, long-term and complex process that is measured by 

several factors. However, recent studies conducted globally and in the emerging markets of Sub-

Saharan Africa indicate that a lot of emphasis has been placed on Market size, liquidity and 

volatility as the most appropriate indicators of stock market development (Oziengbe & 

Ovuefyen, 2013; Soumare & Tchana, 2011; Idenyi et al., 2016; Mohanty, 2016; Raza & Jawaid, 

2014 and Nyangoro,2013). This can be attributed to the fact that foreign financial flows into and 

out of the domestic market leads to increased volatility in the value of stocks and liquidity of the 

market. Market size is measured using the number of listed firms or the value of market 

capitalization (Nwiado & Deekor, 2013). Market capitalization is however preferred due to its 

direct relationship with the firms’ ability to mobilize capital and its future growth prospects 

(Rajan & Zangles, 2003).  

Market capitalization is less arbitrary as compared to other procedures and measures of stock 

market development (Adams & Tweneboah, 2009). Moreover, market capitalization, turnover 

and price volatility are able to capture the high frequency changes in the stock market. Liquidity 

of the market renders financial assets more attractive since it enables the investors to access their 

savings in the period of investment (Soumare & Tchana, 2011). Since investors are able to 

quickly and cheaply sell their stake in listed companies’ larger amounts of savings will be 

channeled through the stock market. In view of the foregoing the study measured stock market 

development using market capitalization as a proxy of market size, market turnover as a proxy of 
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market liquidity and NSE All Share index as a measure of market volatility. This is due to the 

fact that these measures are objective, quantifiable and derived from existing literature.  

The NSE 20 share index and the NSE All Share Index (NASI) are the main indexes quoted on 

daily basis at the Nairobi Securities Exchange. The NSE 20 share index represents a sample of 

the top 20 blue counters while the Nairobi All Share Index is a weighted average index of all the 

companies listed in the main market segment (NSE, 2010). The NSE All Share index is therefore 

preferred over the NSE 20 share index since it is a composite index that represents all the listed 

firms at the stock market. However important to note that the critics of composite indices argue 

that since majority of the counters are very illiquid and inactive their inclusion in the overall 

index will not improve the performance of the index (Brown, 2008). That notwithstanding the 

NSE All Share Index, Unlike NSE 20 Share Index, is able to capture the price changes in the 

entire market including the small counters that may not be included in the NSE 20 Share index. 

1.1.4.1 Global Stock Market Development  

Globally, the development of stock markets is traced to Belgium and Netherlands that hosted the 

first stock markets system in the 15th century. Before the 15th century investors conducted 

business transactions on coffee shops and could yell at each across the trading floors as they 

throw order forms on the air (Hur, 2019). However, it’s the Dutch East India Company that 

officially became the world’s first publicly traded company when it issued shares to the general 

public in 1602 at the Amsterdam Stock Exchange (Beattie & Andrew, 2017). The company 

issued both stocks and bonds with each investor entitled to a fixed percentage of 16 percent of 

the Dutch East India company profits. Today, virtually all countries have a stock market with 

trillions of dollars traded daily through the stock markets across the world. The New York Stock 

Exchange (NYSE) is the world largest stock market with over 2800 listed firms and a market 
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capitalization of over $.30.10 trillion dollars as at December 2018. The merger of the 

Amsterdam, Brussels and the Paris Bourses created the Euronext stock exchange which is the 

largest stock exchange in Europe with 1240 listed firms and a market capitalization of $.4.65 

trillion dollars (Fabozzi & Frank, 2008). The Tokyo Stock Exchange is the leading stock Market 

in Asia and the third largest market globally after NYSE and the NASDAQ. The Tokyo bourse 

has a market capitalization of USD $. 4.5 trillion and 2300 listed firms as at December, 2018 

(World Bank, 2018). 

Regionally, there are 29 stock markets representing 38 countries of the 52 countries in Africa 

(ASEA, 2018). However, it is only 21 stock markets that are registered with the Africa Stock 

Exchange Association (ASEA). The integration of eight francophone west African stock markets 

in 1998 led to the establishment of “Bourse Reginale des Valeurs Mobiliers” (BVRM). The 

BVRM is the single largest unified and regionally integrated bourse globally with a market 

capitalization of 2.9 trillion French Francs. The Johannesburg Stock Exchange, founded in 1887, 

is the oldest and largest bourse with 379 listed firms and a market capitalization of $.987 Billion 

Dollars. The Egyptian Exchange Market is ranked second with 221 listed firms and a market 

capitalization of $. 46 Billion while the Nigeria Stock Market is ranked third with 170 listed 

firms and a market capitalization of $. 44 Billion, as at December, 2018 (World Bank, 2018). 

The Nairobi Securities Exchange (NSE), founded in 1954, is the largest stock market in East and 

Central Africa with 67 out of the 93 listed firms in the region (NSE, 2018). Regionally, the 

Nairobi Securities Exchange is the fourth largest stock market in Africa, by market 

capitalization, after the Johannesburg Stock Exchange in South Africa, Egyptian Exchange 

Market and the Nigerian Stock Markets (NSE, 2016). 
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1.1.4.2 Stock Market Development in Kenya 

Notably, the Nairobi Securities Exchange was characterized by very small size and high 

volatility throughout the period 2008-2018. The growth in the number of listed firms and the 

market liquidity is very low with the market turnover averaging at less than 10 percent of the 

overall market capitalization throughout the period. The annual trend in key equity market 

indicators at the Nairobi Securities Exchange market for the period 2008-2018 are summarized 

in Table. 1.1. 

Table 1.1: Key Equity Market Indicators (2007-2018)  

Market indicators 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 

Market capitalization (Bn) 853.8 834.17 1167 868.2 1272 1920 2316 2054 1931 2521.8 2102 

Equity Turnover (Bn) 97.52 38.16 110.3 78.06 86.79 115.8 215.7 209.4 147.2 171.6 175.6 

NSE 20 Share Index 3521 3247 4432 3205 4133 4927 5113 4041 3186 3732 2834 

NSE All Share Index 73.37 71.64 97.82 68.03 94.86 136.65 162.89 145.70 133.34 171.20 140.43 

Listed Firms 55 55 55 58 61 61 64 64 66 67 67 

Source: CMA quarterly statistical bulletins (2007-2018) 

Table 1.1 indicates that Market capitalization declined from Kshs. 853.1 Billion in 2008 to Kshs. 

834.1 Billion in the year 2009 representing a loss of Kshs. 20 Billion while market turnover 

declines sharply from Kshs. 97.52 Billion to Kshs. 38.16 Billion over the same period. This can 

be attributed to the lagged aftermath effects of the global financial crisis and the post-election 

violence as foreign investors moved away their investments from the domestic market (Kibaara, 

2008). Further, the decline is an indication of shock waves of the global financial crisis biting the 

key drivers of stock market development as tight credit conditions and increased risk evasiveness 

reduced foreign investor appetite for domestic stocks (Massa, 2009). The opening up of the 

capital markets due to financial markets liberalization has exposed the emerging markets to 

instability leading to increased price volatility and transaction cost (Aduda et al., 2012 and 

Abdulla 2016).  
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The market recovered from the effects of the global financial crisis and the post-election violence 

in the year 2010 experiencing a steady bullish run till 2015 when market capitalization 

decelerated from Kshs.2,316 Billion in the year 2014 to Kshs.2,054 Billion in the year 2015 

representing a loss of Kshs. 262 Billion in a single financial year (CMA, 2016).  The decline can 

be attributed to the re-introduction of the capital gains tax by the treasury that led to massive 

capital outflow and the subsequent replacement with a one off transaction fee of 0.3% on the 

value of the transaction (Gachanja & Kosimbei, 2018).  

The market capitalization picked a growth momentum in the year 2016-2017. However the worst 

decline throughout the period is experienced in the year 2018 attributed to the aftermath effects 

of the prolonged election period of 2017-2018. During this period the market capitalization 

dropped by over Kshs.400 Billion from Kshs. 2521 Billion in 2017 to Kshs. 2102 Billion in 2018 

(NSE, 2018). The Market liquidity is very low throughout the period with market turnover 

increasing marginally from Kshs. 97.52 Billion in 2007 to Kshs. 175 Billion in 2018 (CMA, 

2018). Additionally, the stock market is characterized by frequent volatility with the NSE 20 

share index often falling below the psychological mark of 4000. Figure 1.3 demonstrates the 

quarterly trend of the NSE 20 share index for the period January 2008- December 2018.  
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Figure 1.3:  Trend of the NSE 20 Share Index     

Source: CMA Quarterly Statistical Reports (2008-2018) 

Figure 1.3 indicates that the NSE 20 share index moved from 4843 basis points in the first 

quarter of the year 2008 to 3521.18 points by the end of the fourth quarter of 2008 and further 

dropped to 3247.44 points by the end of 2009. This decline is far below the NSE 20 share index 

psychological mark of 4000 basis points. In 2010 the index registered steady increase to 4432.6 

points but further declined to 3224.18 points in the year 2011.The index increased steadily to 

reach 5212.11 basis points in 2014 but further declined to 4040.75 in 2015. The index further 

registered an increase to 3186 points before increasing by 17% to close at 3712 points in 2017 

(NSE, 2017). However the worst decline is registered in the year 2018 when the market index 

declined by 24% to close the year at 2834 points (NSE, 2018) 



20 
 

 
 

1.1.5 Nairobi Securities Exchange, Kenya  

The Nairobi Stock Exchange (NSE) was formally established and registered under the society 

Act in 1954. The vision of the NSE is to “Be a leading securities exchange market in Africa with 

a global reach while its mission is to “provide a world class security trading facility”. Before 

1954 trading was done informally with no formal rules governing trade. At the time of its 

establishment the Nairobi Stock Exchange was largely dominated by European community. This 

is due to the fact that Asians and Africans were not allowed to trade in securities before 

independence. However upon attainment of independence in 1964, foreign dominance declined 

with the introduction of the Kenyanization policy (Nyangoro, 2013). Under this policy majority 

of the businesses formerly owned by foreigners were sold to Africans with government support. 

However, it was not until 1988 that the Nairobi Stock Exchange made the first successful 

privatization with the government sale of 20 percent stake in Kenya commercial Bank (Ngugi & 

Njiru, 2005). Subsequently, the Nairobi Securities Exchange market has seen several successful 

privatization deals including the reduction of Kenyan government stake in Kenya Airways.  

The Capital Markets Authority was introduced in 1990 through the CMA Act (Cap 495A) to 

facilitate the creation of an efficient and orderly capital market in Kenya (NSE, 2010).  

Following the introduction of the Capital Markets Authority the NSE has seen numerous policy 

and operational reforms. Capital controls were relaxed for offshore borrowing in 1994 to 

encourage more foreign investment. Complete liberalization was later achieved in 1995 with the 

Exchange Control Act amendments of December 1995 (Ngugi & Nyangoro, 2005). Removal of 

all exchange controls was later achieved through the repeal of the Exchange Control Act in 

December 1995. The repeal of the Act allowed foreign investors to invest in government 

securities. These policies effectively allowed for direct foreign investor participation in the NSE 
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(Ngugi, 2003). New rules were however established in the year 2002 that saw 25% minimum 

reserve of issued share capital being reserved for locals while the remaining 75% being left free 

for all classes in a case of an initial public offer or government privatization. This policy was 

however reviewed in the year 2015 with the maximum cap on foreign investor holding removed 

effectively allowing for 100 percent foreign investors holding in listed companies. 

The Bourse introduced the Alternative Investment Market Segment (AIMS) and the Fixed 

Income Securities Market Segment (FISMS) in 2001(NSE, 2001). The Alternative Investment 

Market Segment aimed at providing an opportunity to the firms that could not meet the stringent 

requirement of the Main Investment Market Segment (MIMS). The Fixed Income Securities 

Market Segment on the other hand aimed at providing a separate market segment for fixed 

income securities such as the corporate bonds, treasury bonds, preference shares and commercial 

papers. The Growth Enterprise Market Segment (GEMS) was introduced in 2013 to enable the 

Small and Medium Enterprises an opportunity to access growth financing from the capital 

markets with Home Africa Limited being the first company to be listed under this market 

segment (NSE, 2013a).  

The Nairobi Stock Exchange was renamed as the Nairobi Securities Exchange Market in 2011 as 

part of the implementation of the 2010-2014 strategic plan (NSE, 2014). This was aimed at 

making the bourse a full service market that supports trading of equity securities, debt securities, 

derivative instruments and other related securities. The Nairobi Securities Exchange obtained 

Approval from the Capital Markets Authority in 2014 to operate as a fully demutualized entity 

having met all the requirements set out in section 5(3) of the CMA regulation of 2012. As at 

December 2016, the NSE was the largest stock market in East and Central Africa with 67 out of 

the 95 listed firms in the region (NSE, 2017).  
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1.2 Statement of the Problem  

The main objective of the of the capital markets under vision 2030 is to mobilize savings so as to 

realize a savings to Gross Domestic Product (GDP) ratio of between 25-28 percent (Republic of 

Kenya, 2007). However, in the period 2008-2018, the listed firms at the NSE increased 

marginally by 12 firms from 55 firms listed firms as at January 2008 to 67 listed firms as at 

December 2018 giving an average increase of one firm per year (CMA, 2018). This number is 

very low in comparison to other African Markets such as the Nigeria Stock Market with 170 

firms, Johannesburg Stock Exchange with 379 firms and the Egyptian Exchange Market with 

221 firms as at December, 2018 (World Bank, 2018). The Kenyan stock market is equally 

characterized by extreme volatility with the NSE 20 share index often falling below the 

psychological mark of 4000 basis points as shown by Fig.1.3. The NSE 20 share index 

plummeted by almost 1000 points from 3750 points to 2755 while the market capitalization 

declined by over Kshs.400 Billion from Kshs. 2521 Billion in 2017 to Kshs. 2102 Billion in 

2018 (NSE, 2018).   

Such huge decline in a single period intensifies the market risk making the market unpredictable 

and hence unattractive to potential investors (Koskei, 2017). Moreover, the liquidity of the NSE 

was very low throughout the period 2008-2018 with market turnover increasing marginally from 

a minimum value of Kshs. 97.52 Billion in 2008 to a maximum value of Kshs. 175 Billion in 

2018 (CMA, 2018). Despite the substantial returns generated in emerging markets, the cyclical 

nature of the market associated with excessive volatility makes it impossible for the existing and 

potential investors to accurately predict market returns (Barnor, 2014). Despite the wavering 

trends on the development of the NSE, there remains little empirical evidence on the effect of 

foreign financial inflows on stock market development in Kenya.  
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Foreign financial inflows represent additional capital investment in the stock market leading to 

increased market value and liquidity (Kumar & Devi, 2013). Despite the theoretical link between 

foreign financial inflows and development of stock markets, the nature of relationship in the 

context of NSE remains an issue of empirical investigation. Empirical studies conducted globally 

on the effect of foreign financial inflows on stock market development provide varied 

conclusions with some studies indicating significant effect while other studies indicating 

insignificant effect (Arcabic et al., 2012; Adam & Tweneboah, 2009; Soumare & Tchana, 2011, 

Idenyi et al., 2016). Previous studies have therefore failed to provide unambiguous conclusions 

on the question of the effect of the various components of foreign financial inflows on Stock 

Market development. Besides, a significant number of previous studies are conducted in 

developed capital markets (Malik, 2013; Raza and Jawaid, 2014; Kaleem & Shahbaz, 2008; 

Arcabic et., al,2012). Understandably, the context in these markets is different from the stock 

market context in the emerging African markets.  

In Kenya, a few scholars’ have attempted to study the effect of selected foreign financial flows 

on stock market development (Koskei et al., 2016; Njoroge, 2014; Gachanja & Kosimbei, 2018; 

Githaiga & Kabiru, 2014; Nyangoro, 2013). Notably, previous studies have ignored the fact that 

stock market development is a multi-faceted, long-term process measured by several factors. 

Equally, previous empirical studies tend to emphasize the direct effect of foreign financial 

inflows on stock market development hence disregarding the moderating effect of political risk 

and the mediating effect of foreign investor participation on the relationship between foreign 

financial inflows and stock market development. This study therefore sought to fill the foregoing 

Knowledge gaps by establishing the effect of foreign financial inflows on stock market 

development at the Nairobi Securities Exchange, Kenya.  
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1.3  Objectives of the Study 

The study was guided by both the general and specific objectives. The general and specific 

objectives that informed the study are highlighted below. 

1.3.1  General Objective 

The general objective of the study was to investigate the effect foreign financial inflows on stock 

market development at the Nairobi Securities Exchange, Kenya. 

1.3.2 Specific Objectives 

The specific objectives of the study were: 

i. To establish the effect of foreign direct investment on stock market development at the 

Nairobi Securities Exchange, Kenya. 

ii. To determine the effect foreign equity portfolio on stock market development at the 

Nairobi Securities Exchange, Kenya. 

iii. To assess the effect of foreign debt portfolio on stock market development at the Nairobi 

Securities Exchange, Kenya. 

iv. To establish the effect of diaspora remittance on stock market development at the Nairobi 

Securities Exchange, Kenya. 

v. To determine the mediating effect of foreign investor participation on the relationship 

between foreign financial inflows and stock market development at the Nairobi Securities 

Exchange, Kenya. 

vi. To establish the moderating effect of political risk on the relationship between foreign 

financial inflows and stock market development at the Nairobi Securities Exchange, 

Kenya. 
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1.4 Research Hypotheses 

The study was guided by the following null hypotheses: 

H01: Foreign direct investment has no significant effect on stock market development at the 

Nairobi Securities Exchange, Kenya. 

H02: Foreign equity portfolio has no significant effect on stock market development at the 

Nairobi Securities Exchange, Kenya. 

H03: Foreign debt portfolio has no significant effect on stock market development at the Nairobi 

Securities Exchange, Kenya. 

H04: Diaspora remittances have no significant effect on stock market development at the Nairobi 

Securities Exchange, Kenya. 

H05: Foreign investor participation has no significant mediating effect on the relationship 

between foreign financial inflows and stock market development at the Nairobi Securities 

Exchange, Kenya. 

H06: Political risk has no significant moderating effect on the relationship between foreign 

financial inflows and stock market development at the Nairobi Securities Exchange, Kenya. 

1.5 Significance of the Study 

The outcome of the study is bound to be of great significance to the academic researchers, 

regulators, policy makers and market analysts. There has been a huge knowledge gap on the 

contribution made by foreign inflows to stock market development. The study makes significant 

contribution to the existing empirical literature on the long run and short run effect of foreign 

financial inflows on stock market development. Equally the study aids in filling the existing 

knowledge gap on the moderating effect of political risk and the mediating effect of foreign 

investor participation on the relationship between foreign financial inflow and stock market 
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development in Kenya. This forms the basis upon which further research would be conducted in 

related areas.  

The findings of this study and the policy recommendations forms the basis upon which policy 

makers at the treasury and the national assembly to identify foreign financial inflows that will 

engender long term stock market development. Besides, the study findings will enable the 

treasury, the national assembly and other policy makers to enact policies that will attract 

productive foreign investments likely to enhance stock market development. Given the high 

volatility of foreign portfolio flows this study findings will aid in the formulation of structural 

policies that are likely to reduce the adverse effects of foreign financial inflow fluctuation on 

stock market development. Such policies should boost foreign investor confidence and enhance 

foreign investor participation in the Nairobi Stock exchange Market as well as hedge the stock 

market against the effects of adverse fluctuations. Further this study will form the basis upon 

which the Capital Markets Authority (CMA) will establish laws and regulations that match 

international best practices. Courtesy of this study finding, the CMA will enhance the value and 

liquidity of the stock market through the issuance of highly innovative market products that meet 

international standards.  

The findings of this study also provide information to the investors, market analysts and fund 

managers on ways of growing the investment portfolio. Hence, the findings of this study are 

significant to the practice of fund portfolio management. Specifically, the findings of this study 

will aid the investors and the portfolio managers in the identification of the sectors likely to 

experience growth in the near future. Portfolio managers will therefore channel more resources 

towards high potential growth industries in order to grow their investment portfolios. 
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1.6  Scope of the Study 

The study sought to evaluate the effect of foreign financial inflows on stock market development 

at the Nairobi Securities Exchange, Kenya. The study examined the effect of Foreign Direct 

Investment (FDI), Foreign Equity Portfolio (FEP), Foreign Debt Portfolio (FDP) and Diaspora 

Remittances on stock market development. These variables were selected on the basis of existing 

empirical literature that demonstrates their significant relationship with stock market 

development. This study was limited to the development of the Stock Markets in Kenya for the 

eleven years period of 2008-2018. This period was selected based on data availability on all 

study variables from the official sources at the CMA, NSE, CBK, World Bank and the United 

Nations Conference on trade and Development (UNCTAD).  Secondly, this period was also 

appropriate due to increased volatility of the stock market during the period. This period 

represents the aftermath of the global financial crisis characterized by increased volatility in 

foreign financial inflows.  

1.7 Organization of the Study 

The thesis is organized into five chapters. The first chapter introduces the study. The chapter 

provides for the background of the study, problem statement, and objectives of the study, 

hypothesis, scope and limitations of the study. The second chapter provides a review of relevant 

literature. Both the theoretical and empirical literature is reviewed. Chapter three focuses on the 

research methodology. This includes the research design, targeted population, sampling data 

type, sources and analysis procedures. Chapter four is a presentation of the study findings and 

provides an interpretation of the research findings. Finally, chapter five provides a brief 

summary of study, conclusions made from the study findings and the recommendations of the 

study. 
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CHAPTER TWO 

LITERATURE REVIEW 

2.1 Introduction 

The chapter focused on three sections. First, the chapter gives an overview of theories that link 

the independent variables to the dependent variable. Secondly, the chapter explored the empirical 

studies conducted on the relationship between foreign financial inflows and stock markets 

development. The findings from the empirical studies are subsequently analyzed to identify the 

research gaps. Lastly, the conceptual framework demonstrates the relationship between foreign 

financial inflows and stock markets development at the Nairobi Securities Exchange, Kenya.  

2.2 Theoretical Literature Review 

These sections provide a review of relevant theories that support the relationship between foreign 

financial inflow and development of stock markets. Hence, the following theories were applied 

to explain the study relationship: Base Broadening Theory, FDI Dependency Theory, 

Neoclassical Theory of Portfolio flow, Trade off Theory and the Pure Self- Interest Theory. 

These theories are discussed in detail in this section. The Base Broadening theory is used to 

explain the development of stock markets and is the main theory upon which the study is 

anchored. The Monopolistic advantage theory, Neo classical theory of portfolio flow and Trade 

off theory have been applied to explain the effect of foreign direct investment, foreign equity 

portfolio and foreign debt portfolio on stock market development. Finally, the Pure Self Interest 

theory aids in explaining the effect of Diaspora remittances on stock market development. 

2.2.1 Base Broadening Theory 

The Base Broadening theory was proposed by Merton (1987). The theory contends that 

expanding the number of investors, through the liberalization of the financial markets, to include 
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investors from foreign countries would lead to increased diversification. Increased diversification 

leads to lower risk and consequently lowering the required risk premium. This has the effect of 

increasing capital availability in the stock market, liquidity and price stability hence leading to 

development of the stock market (Galindo et al., 2007). The liberalization of the financial 

markets, leads to increased market efficiency and better allocation of resources to the most 

optimum users in the domestic capital markets (Yartey & Adjasi, 2008). According to the theory, 

the assumed factors barring foreigners' investments from holding fully diversified portfolios are 

informational in that; investors will fail to invest in stocks if they are not fully informed about 

the returns available in the capital markets.  

Therefore according to Base Broadening theory, if both the domestic and foreign investors from 

the diaspora share the same information sets they will invest equivalently (Merton, 1987). The 

Kenyan government through the Kenya Foreign Policy and the Vision 2030 economic blue print 

recognizes the important role of played by foreign capital flows towards stock market 

development and the general economic growth. Harnessing of foreign capital flows, diverse 

skills and expertise from foreign development partners is one of the objectives of the economic 

pillar in the vision 2030 (Republic of Kenya, 2007). Moreover, increasing capital inflows 

through robust economic engagement with partner states is the main objective in the economic 

pillar of the Kenyan foreign investment policy. Further the policy aims at promoting the country 

as a favorable investment destination for foreign investors (Republic of Kenya, 2014). 

According to Torre and Schmukler (2007), foreign financial inflows influence the stock market 

development in two ways; first it enhances availability of capital from the international financial 

markets. Since most developing markets suffer from severe scarcity of capital, this problem can 

be diverted through increased foreign investment (Kumar & Devi, 2012). Secondly, the 
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developing countries will try to emulate the developed stock markets by implementing several 

reforms and adopting better technology. This has seen the introduction of the central depository 

system to ease trading and derivatives market to increase the variety of instruments available for 

trade at the Nairobi Securities Exchange (NSE). According to Ghose (2014), the economic crisis 

of the 1990s highlighted the character of certain types of foreign capital flows such as private 

equity which appear to be driven by short run speculative objective in a world of asymmetric 

information. Therefore private equity flows intensify the recipient countries susceptibility to 

global shocks especially during periods of spontaneous reversal of portfolio flows.  

Through well developed and regulated financial markets, businesses in low income developing 

countries can attract private capital flows directly from the developed and industrialized 

countries (UNCTAD, 2016). Thus businesses no longer have to depend on capital negotiated by 

government through political process that is often characterized by corruption and inefficiency of 

government structures (World Bank, 2000). Rather than rely on the slow domestic capital 

accumulation process, businesses can directly engage in foreign investment hence leading to 

capital market development. Notably, there had been increased foreign capital flows into 

developing markets attributed to the liberalization of capital markets, financial openness and 

favorable unrestricted trade policies adopted by most developing countries (Zafar, Quareshi & 

Abbas, 2013). The Base Broadening theory will be used to explain the overall relationship 

between foreign financial inflows and the development of the stock market in Kenya. Thus the 

theory is used to anchor the dependent variable (stock market development) of the study.  

2.2.2 FDI Dependency Theory 

The theory, formulated by Todaro & Smith (2003), contends that excessive reliance on foreign 

direct investment leads to FDI dependency. The theory is premised on the fact that foreign firms, 
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often from advanced markets, possess superior advantage over the domestic firms in developing 

markets. Multi-National Companies (MNCs) have a greater competitive advantage due to greater 

technological Knowledge, managerial skills, industrial organization and product knowledge. 

Equally, MNCs will enjoy greater economies of scale as compared to local firms (Idenyi et al., 

2016). Economies of scale enhance the reduction in the cost per unit of services such as financial 

services, marketing, and cost of technological research. Foreign plants often produce similar 

products to the domestic market. Thus multi-national companies can even out the effects of 

economic cycles in various markets by reorganizing the sales across the various destinations in 

foreign countries (Shenkar, 2007). Therefore foreign firms are able to operate more profitably 

than the domestic firms and hence have the ability to drive the out the small and medium local 

enterprises characterized with inferior technology. 

FDI dependency makes the developing capital markets entirely depend on multinational 

enterprises from developed capital markets to meet their capital and liquidity needs. Hence, FDI 

dependency has negative spillover effects on the development of the recipient capital markets 

characterized by weak absorptive capacity. According to Narula and Potelli (2006) absorptive 

capacity is the ability of the host country to utilize and benefit from the superior knowledge and 

technology that is associated with FDI. Technologically advanced Multinational companies enter 

the developing markets with superior skills and technology. However, developing capital 

markets lack the absorptive capacity to utilize such technology. Moreover, the multinational 

Companies are characterized by labour saving technology. Such technology creates 

unemployment since developing countries lack the technological skills leading to reduced 

savings and investment by domestic investors and subsequently, leading to further dependence 

on foreign investment (Idenyi et al., 2016).  
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The critics of FDI dependency theory however argue in favour the monopolistic advantage 

theory coined by Hymer (1979). Monopolistic advantage theory is based on the premise that 

there exist market imperfections in the developing markets. Such imperfections provide the 

MNCs with a competitive edge over the domestic firms. The benefits enjoyed by the MNC such 

greater technological Knowledge, managerial skills, industrial organization and product 

knowledge should be easily to transferable internationally at minimal cost to the domestic capital 

markets subsequently leading to stock market development. However, for the theory to hold the 

foreign firm must satisfy the condition of relatively easy international transferability of 

technology (Barney, 1991). The theory of FDI dependency is applied by the study to explain the 

relationship between foreign direct investment and stock market development.  

2.2.3 Neo Classical Theory of Investment  

The Neo classical theory of investment, also referred to as the Post Keynesian theory of 

investment, was originally introduced by Gordon (1992). The theory contends that portfolio flow 

in response to the rate of return differential between regions. Multi-national companies are thus 

arbitrageurs who take advantage of the locational differences in interest rates in various countries 

to move capital from low return to high return countries. This theory therefore contends that if 

the return on equity investment in the stock market is high, such a market is likely to attract more 

foreign investment as compared to a market with low return on investment. Foreign investors, 

who are mostly driven by the need to diversify their risk portfolio, take advantage of the high 

short run return in emerging markets (Allen et al., 2010). However, market stability in the long 

run leads to spontaneous reversals of foreign portfolio flows. Such spontaneous reversal 

intensifies markets volatility susceptibility of the market to global economic crisis (Koskei, 

2017).  
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Foreign equity portfolio investment is dependent on the internal rate of return (Soumare & 

Tchana, 2011). The internal rate of return refers to the rate that equates the initial amount 

invested with the present value of the periodic returns from investment also referred to as the 

Marginal Efficiency of Investment (MEI). The comparison between the Marginal Efficiency of 

Investment and the market rate of return on investment or the cost of capital provides a decision 

criterion on investment (Idenyi et al., 2016). Such that if the MEI is greater than the cost of 

capital (k) then the investment is accepted but if the MEI is less than the cost of capital then the 

investment is rejected. Since investments are undertaken in the order return, starting with the 

highest return, as the quantity of investments increases the rate of return on investment declines. 

Hence, each additional investment comes with relatively lower return. However, additional 

investments will still be undertaken as long as the Marginal Efficiency of Investment is greater 

than the market rate of return or cost of capital. 

Markets characterized by high marginal efficiency of capital are likely to attract foreign investors 

seeking high returns on investment while markets that are characterized by a low marginal 

efficiency of capital are not likely to attract foreign investment (Allen et al., 2010). In the 

Kenyan contest, the Neo Classical theory is supported by Nyangoro (2013) who observed that 

increased foreign investment in the stock market drives up returns hence increasing stock market 

performance. Foreign equity portfolio flows lead to increased stock prices when they come in 

hence leading to increased value of stocks. The Neo Classical theory of Investment is therefore 

applied in explaining the effect of foreign equity portfolio on stock market development in 

Kenya. 



34 
 

 
 

2.2.4 Trade Off Theory   

The classical version of the trade theory can be traced back to the works of Kraus and 

Litzenberger (1973) who considered the balance between the bankruptcy cost of debt and the tax 

saving benefit of debt. The benefit of debt is attributed to the tax shield benefit accrued from the 

use of debt while the cost of debt is the risk of financial distress or even bankruptcy due to 

failure to meet the fixed charges associated with debt. According to Bradley et al.,(1984) the 

bankruptcy cost include the legal and administrative costs and other indirect costs such as: loss 

of customers, staff and suppliers confidence due to uncertainty. Firms would therefore attain an 

optimum capital structure by balancing the tax shield benefits and the cost of financial distress 

(Fama and French, 2002). According to Arnold (2008), increased debt leads to decrease in 

weighted average cost of capital (WACC) and increase in the firms’ value up to an optimum debt 

level. Beyond the optimum debt level the cost of debt is greater than the benefit of debt hence 

leading to an increase in WACC and decline in the value of the firm.    

Myers (1977) contends that foreign debt and repayment of debt would affect capital markets 

growth by discouraging investment or altering the composition of public spending. The debt 

overhang occurs when the existing debt is so huge that an organization cannot borrow to finance 

additional projects even though such projects are profitable enough as to enable it reduce its debt 

over time. Thus projects with positive NPV cannot be undertaken due to the existing debt 

position. Equally the debt holders are reluctant to invest additional debt since the firm is unable 

to convince investors on the ability of the firm to pay its debt. According to Clement et al., 

(2005) debt is only good up to a certain limit beyond which it may lead to an organization 

experiencing a “debt overhang” condition. The “debt overhang” is a condition where a high level 

of debt discourages investment and thus curtailing the growth of firms. The tradeoff theory is 
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therefore used in explaining the effect of foreign debt portfolio on stock market development in 

Kenya. 

2.2.5 Pure Self-Interest Theory 

The theory was triggered by Lukas and Stark (1985). According to the Pure Self Interest Theory 

an emigrant sends remittances with the aspiration to inherit or makes investments for the future 

with the intention to return home in future and derive benefits from such investments. Emigrants 

send money home because they expect to return home and can expect to receive family gratitude 

for having sent remittance (Vargas & Huang, 2006). The main goal of remitting income from the 

foreign country to the domestic country is for investments that are expected to earn returns in 

future when the remitter eventually come back at home. Thus remittances act as a strategy of 

investment for future returns (Docquier & Rappoport, 2005). Such investments are placed under 

the care of family members who serve as care takers or agents acting on behalf of the diaspora 

emigrant. The Kenyan government through the foreign investment policy takes note of the 

immense contribution and untapped potential of the Kenyan living in the diaspora (Republic of 

Kenya, 2014).  

The diaspora diplomacy pillar aims at tapping into the skills, knowledge, expertise and resources 

of the Kenyans in the diaspora to facilitate their integration into the national development agenda 

(Republic of Kenya, 2014). However, contrary to the theory of Pure Self Interest other scholars 

are of the opinion that diaspora remittances are linked to the harsh economic times facing family 

members in the domestic country. Thus increased remittances are motivated by the daily needs 

of family members and relatives back at home and not for investment purpose (Chami et al., 

2003). This is the theory of Altruism. Altruism further contends that since diaspora remittances 

are aimed at supporting family members during harsh times, remittances are counter cyclical. 
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Thus remittances would increase during periods of recession in the domestic county and reduce 

during periods of a boom when the economy of the home country is performing well (Ratha & 

Monapta, 2007). 

The theory of Pure Self Interest, unlike the theory of Altruism, argues that emigrants use 

remittances to acquire investments that are placed under the care of family members and 

relatives. Further, diaspora investors will shy away from making investment at home during 

periods of economic down turn or recession (Docquier & Rappoport, 2005). Hence there is a 

significant reduction in diaspora remittances during periods poor economic times leading to 

further reduction of market performance. The stock market provides a framework upon which 

investors can increase their wealth through investment. There is a direct link between increased 

diaspora remittances and stock market development (Njoroge, 2015). Thus if the remittances are 

invested in the securities market then there would be increased market capitalization leading to 

the development of the market. The theory of Pure Self Interest aids in explaining the effect of 

Diaspora remittances on stock market development in Kenya. Table 2.1 displayed below is a 

summary of the theoretical literature indicating the relevance of each of the theories highlighted 

to the current study. 
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Table 2.1: Summary of Theoretical Literature 

Theory Relevant 

Variable 

Relevance of theory to the study 

Base Broadening Theory Stock market 

Development 

-Expansion of the investor base leads to increased 

diversification. 

-Hence increased stock market size, liquidity and 

increased market development. 

FDI Dependency  Theory Foreign Direct 

Investment 

-MNCs have greater technological Knowledge, 

managerial skills, industrial organization and product 

knowledge. 

-Thus foreign firms are able to operate more profitably 

than the domestic firms and subsequently drive out the 

domestic firms from the market. 

Neo Classical Theory of 

Investment 

Foreign Equity 

Portfolio 

Investment 

-MNCs are arbitrageurs who take advantage of the 

interest rate differentials. 

-Market with high return is likely to attract more foreign 

investment as compared to a market with low return on 

investment 

Trade off theory Foreign debt 

Portfolio 

Investment 

Optimal capital structure is achieved when the marginal 

benefit of debt is equal to the marginal cost of debt. 

Beyond the optimum debt level the cost of debt is greater 

than the benefit of debt hence leading to decline in the 

value of the firm.   

Pure Self Interest theory Diaspora 

Remittances 

-Emigrant sends remittances with the aspiration to inherit 

or makes investments for the future. 

-Remittances are invested in the securities market then 

there would be increased market capitalization leading to 

the development of the market 

Source: Theoretical Literature Reviewed (2018) 

2.3 Empirical Review 

This section entails a review, critique and identification of research gaps from existing empirical 

literature. It involves review of empirical literature on foreign direct investment, foreign equity 

portfolio investment, foreign debt portfolio investment personal remittances, political risk and 

foreign investor participation.  
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2.3.1 Foreign Direct Investment and Stock Market Development 

Idenyi et al.,(2016) examined the impact of foreign direct investment on the growth of the 

Nigeria stock market. The study covered the period of 1984 to 2015. The study used Vector 

Error Correction Model (VECM) and granger causality in determining the relationship between 

variables specified in the regression model. The regression results indicated the existence a 

significant relationship between the FDI and growth of the Nigeria Stock market in the long run 

as supported by the existence of four (4) co integration vectors. The findings of the study 

therefore concluded that foreign direct investment had significant effect on the Nigeria stock 

market growth in the period of this study. The study however laid emphasis on the short run 

relationship and fall short of addressing the long run linkage between the study variables. Hence 

creates the need to consider the relationship between foreign financial inflows and stock market 

development using more variables in a different market context. 

Arcabic, Globan and Raguz (2012) used the two variable co integration approaches to determine 

the long-term relationship between FDI and stock market development. The findings of the study 

indicated the absence of a long-term relationship among observed variables. Hence, lack of 

connection between FDI and stock market development in Croatia. To determine the short-run 

relationship between variables the study used the VAR model. The findings indicated 

consistency with theoretical assumptions, since FDI proved to be an important short-term 

determinant of stock market development in Croatia. The study employed cointergration and 

Vector Auto Regressive (VAR) model and therefore there is need to test the same relationship in 

a different market context using ARDL bound testing for long run relationship between foreign 

financial inflows and stock market development. 
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Adam and Tweneboah (2009) used the multivariate cointegration and innovative accounting 

methods to study the impact of FDI on stock market development in Ghana. Impulse responses 

and variance decomposition in VECM were applied in the study. Their findings indicated a 

significant relationship between the FDI and stock market development in Ghana. This study 

only considered the impact of FDI thus creating the need to consider more variables that may 

influence stock market development. Equally, the study only considered the short term 

relationship thus creating the need to consider the long term relationship between foreign 

financial inflows and stock market development in the using the autoregressive distributed lag 

model. 

Notably, the three studies are conducted beyond the Kenyan market context. The foreign 

investment regulations, financial markets regulations and the other factors influencing foreign 

financial inflows in this markets is obviously different from the Kenyan market context. 

Secondly the three studies have either focused on either long term or short term effects of FDI on 

stock market development in isolation. This creates the need to test both the long run and short 

run dynamics simultaneous using an appropriate model such as the autoregressive distributed lag 

model. Thirdly the three studies have taken a narrow view that stock market development is 

measured using a single indicator. However, it is important to consider stock market 

development holistically as a multi-faceted complex process that is measured using various 

indicators. Finally, the studies have assumed a direct relationship between FDI and stock market 

development therefore failed to address the moderating effect of political risk and the mediating 

effect of foreign investor participation on the relationship between foreign financial inflows and 

stock market development.  
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2.3.2 Foreign Equity Portfolio and Stock Market Development 

Gachanja and Kosimbei (2018) sought to investigate the dynamic linkage between foreign net 

equity portfolio flows and stock market returns at the Nairobi Securities Exchange. The study 

used monthly time series data for the period 2007-2015 collected form the capital markets 

authority quarterly statistical bulletins to examine the strength and direction of the relationship 

foreign equity portfolio flows and stock market returns. The data was analysed for both long 

term and short term relationship using the VAR model, Granger causality, vector decomposition 

and impulse response function. The findings from the study supported the existence of both short 

term and long term relationship between foreign portfolio flows and stock market returns. This 

study however assumes a direct relationship and falls short of addressing the effect of other 

foreign investment inflows such as foreign direct investment, foreign debt investment and 

diaspora remittances. Equally, the study only covers the period 2007-2015. The period was 

characterized by the existence of maximum Cap of 75% on foreign investor participation. 

However, the Cap was removed in the year 2015 effectively allowing 100% foreign investor 

participation. This effectively increased foreign investor participation at the Nairobi Securities 

Exchange. Therefore, there is need to examine the effect of foreign equity portfolio flows on 

stock market development at The Nairobi Securities Exchange following the removal of the Cap. 

 

Adebisi, Adesola and Arikpo (2017) examined the relationship between foreign portfolio 

investment and financial market performance in Nigeria. The study specifically assessed whether 

there is long run and short run causal relationship running from financial market performance to 

foreign portfolio investment in Nigeria. Financial market performance was measured using stock 

market performance, stock market liquidity and total new issues. Findings from the analyses 

showed that financial market performance has no long run causal relationship with foreign 
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portfolio investment in Nigeria. Equally, stock market performance and stock market liquidity 

had no short run causal relationship with foreign portfolio investment in Nigeria. Lastly, total 

new issue had a short run causal relationship with foreign portfolio investment in Nigeria. 

Current study applied the ARDL model to test long run relationship and will consider effect of 

other variables like Foreign Direct Investment, Foreign Debt Portfolio and personal remittances. 

 

Boboye, Oluwakemi and Alamu (2017) examined the impact of foreign private investment on 

the Nigerian capital market using time series data from 1986 to 2014. Johansen co integration 

test and Error Correction Mechanism (ECM) were used for the purpose of analyses. ECM results 

showed that, both types of private investment have positive impact on market capitalization but 

only the foreign direct investment was significant (0.0015<0.05) in determining market 

capitalization. While the study used ECM to test the short run relationship, the current study 

applies the use ARDL model to test long run relationship and takes into consideration the effect 

of other variables like FDP and diaspora remittances. 

 

Worth noting, the studies have equally taken a narrow view point that stock market development 

is a simplistic process only measured using either market returns or market capitalization in 

isolation of other factors. However, there is need to consider stock market development 

holistically as a multi-faceted complex process that is measured using various indicators. 

Moreover, the studies have equally assumed a direct cause effect relationship between foreign 

equity portfolio inflows and stock market development. The studies therefore failed to address 

the moderating effect of political risk and the mediating effect of foreign investor participation 

on the relationship between foreign financial inflows and stock market development at the 

Nairobi Securities Exchange.  
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2.3.3 Foreign Debt Portfolio and Stock Market Development 

Nwiado and Deekor (2013) investigated the relationship between foreign investments in the 

domestic bond market and development of the Nigerian capital market. Annual time series data 

for the period 1981-2007 was analyzed using multiple linear regressions. The findings from the 

study indicated that foreign participation in the domestic bond market contributes nothing to 

liquidity of the market and therefore contradicting existing theoretical assertion that foreign 

participation increases market liquidity. This study equally employed multiple linear regressions. 

However financial relationships are dynamic in nature. Therefore, creating the need to test the 

same relation in a different context using ARDL bound testing to explore both the long run 

dynamic linkage between foreign financial inflows and stock market development at the Nairobi 

Securities Exchange. 

 

Oziegbe and Ovueffeyen (2013) used time series data for the period of between 1988- 2011 for 

Nigeria, and the period of 1991-2011 for Ghana to assess the effects foreign financial resources 

inflow into Nigeria’s and Ghana’s security exchanges markets. The study adopted market 

capitalization, as a proxy for security market development, and employed multiple linear 

regression technique. Study findings indicated that with the exception of foreign debt portfolio, 

the inflows of other foreign financial resources were positively related to market capitalization. 

The study employed multiple linear regressions to test for simple linear relationship between 

foreign financial flows and stock market development. The study therefore fails to take 

cognizance of the fact that financial relations are often not contemporaneous but are rather 

lagged over time. Therefore there is need to test the same relation in a different context using 

ARDL bound testing. 
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Mandaci et. al.,(2013) sought to analyze the factors that determine stock market development the 

period 1960-2007 in the long span with evidence drawn from both the emerging and developed 

capital markets. The explanatory variables were foreign Bank credits to private sector and 

remittance. The study finding indicated that all variables had significant effect on market 

capitalization. Therefore there is need to test the same relationship in a different context using 

ARDL bound testing for long run relationship among variables and  equally consider other 

variables likely to influence stock market development. The study mainly focused on the period 

before the global financial crisis of 2008. Evidently, there has been increased volatility of both 

foreign financial flows and performance of financial markets following the aftermath of the 

global financial crisis. Hence, this creates the need to explore the effect of foreign debt on stock 

market development especially following the shock waves of the global financial crisis. 

 

Notably, the above studies have employed multiple linear regressions to test for simple linear 

relationship between foreign debt portfolio and stock market development. The studies therefore 

fail to take cognizance of the fact that financial relations are often not contemporaneous but are 

rather lagged over time. Therefore there is need to test the same relation in a different context 

using ARDL bound testing. Secondly, three studies above focus on the period before the 2008 

global financial crisis. The period post global financial crisis is characterized with increased 

volatility of both foreign capital flows and performance of financial markets. Hence, this creates 

the need to explore the effect of foreign debt on stock market development especially following 

the 2008 global financial crisis using a lagged model such as the autoregressive distributed lag 

model. 
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2.3.4 Diaspora Remittance and Stock Market Development 

Njoroge (2014), sought to determine the effect of Diaspora remittances on stock market 

performance using evidence from the Nairobi Securities Exchange. Stock market performance 

was measured by The Nairobi Securities Exchange All Share Price Index (NASI). Inflation, 

interest rates and exchange rates were used as control variables. Time series monthly data for 

seven years from February 2008-May 2015 was obtained from the Nairobi Securities Exchange 

and the Kenya Central Bank was used for the purpose of meeting the study objectives. 

Descriptive analysis and multiple regression analysis were applied by the study. The study 

findings indicate that Diaspora remittance had strong and significant positive effect on stock 

market performance. The current study analyses the relationship between foreign financial 

inflows and stock market development using autoregressive distributed lag model.  

 

Raza and Jawaid (2014) studied the effect of FDI, remittances and stock market development in 

18 Asian countries. The study covered the period 2000-2010 and time series data was analyzed 

using ARDL cointergration and Toda and Yamamota causality tests. The findings indicated 

remittances had significant effect on stock market development. Toda Yamamoto causality test 

indicated a bi-directional causal relationship. The study is conducted beyond the context of the 

emerging African stock markets. Therefore the markets regulations and the other factors 

influencing foreign financial inflows in these markets are obviously different from the Kenyan 

market context. This creates the need to test the relationship in the context of the emerging 

African markets such as Kenyan stock market. 

Githaiga and Kabiru (2014) sought to examine the impact of remittances on financial sector 

development. The study covered 31 countries in the period 1980 - 2012. The data was analyzed 

using the General Moment Method (GMM).  The findings from the study indicated that 
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remittances had a negative adverse effect on domestic private sector credit while remittances 

effect on bank deposit was statistically insignificant. The study considered effect of remittance 

on the stock market development. Equally data was analyzed using GMM therefore there is need 

to consider both the long term and short term effects of remittances on the stock market using a 

lagged model such as the ARDL model. 

The three studies discussed above have either focused on either long term or short term effects of 

remittances on stock market development in isolation. This creates the need to test both the long 

run and short run dynamics simultaneous using an appropriate model such as the autoregressive 

distributed lag model. Secondly, the studies have equally taken a restricted view that stock 

market development is measured using a single indicator. However of important to note stock 

market development is a multi-faceted complex process that is measured using various 

indicators. Moreover, the studies have assumed a direct relationship between diaspora 

remittances and stock market development therefore failed to address the moderating effect of 

political risk and the mediating effect of foreign investor participation on the relationship 

between diaspora remittances and stock market development.  

2.3.5 Foreign Investor Participation and Stock Market Development 

Using a multifactor pricing model, Nyangoro (2013) sought to establish the effect of foreign 

investor participation on the performance of the NSE. The study covered the period between 

April 1996 - December 2011 and applied the ARIMA model framework. The study findings 

confirmed stock market returns were affected not by its contemporaneous value but by lagged 

unexpected flows. The study was a based on a short run relationship between the variables using 

quarterly data for the period 1996-2011 with the aid of the ARIMA model framework. Equally 

the study measures the stock market performance using the stock market index. Thus creating the 
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need to investigate long term relationship using ARDL bound testing to test for both long run 

and short run dynamics among the study variables 

Koskei (2017) sought to establish the relationship between foreign portfolio equity purchases and 

sale and stock returns of listed financial institutions in Kenya. The study used a sample of 

fourteen financial institutions for the purpose of the study. Panel data was analyzed using the 

Ordinary Least Squares (OLS) method. The Panel estimation findings indicated that foreign 

portfolio equity outflows had insignificant effect on stock returns of listed firms at the NSE in 

Kenya. However most financial relationships have a lagged relationships and therefore simple 

OLS may not be an appropriate measure. Thus, the current study will use ARDL to test long run 

relationship and will consider effect of other variables like FDI, FDP and diaspora remittances. 

Equally, the study investigated the effect of foreign portfolio flows on stock market using simple 

linear regression and a purposive sample of only 14 listed financial institutions. Thus, 

disregarding effect of portfolio flows to other sectors of the economy. However, financial 

relationships often lag over several periods and require the use the Lagged model such us the 

Auto Regressive Distributed Lag model (ARDL). 

The two studies are conducted in the Kenyan market context and focus on direct effects and short 

term effects of foreign investor participation on stock market development in isolation. This 

creates the need to test both the long run dynamics using an appropriate model such as the 

autoregressive distributed lag model. Secondly, the studies have equally taken a restricted view 

that stock market development is measured using a stock market returns. However of important 

to note stock market development is a multi-faceted complex process that is measured using 

various indicators. Further, the studies have assumed a direct relationship between foreign 

investor remittances and stock market development therefore failed to address the moderating 
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effect of political on the relationship between foreign investor participation and stock market 

development. 

2.3.6 Political Risk and Stock Market Development 

Enrico and Oijen (2001) investigated the effect of political risk on stock market development in 

emerging economies. The findings of the study provided evidence that increased political risk 

and privatization of public companies had a strong effect on domestic stock markets 

development. Thus resolving of political risk was an important source of development in 

emerging stock markets. However, it should be noted that political risk is not the main factor that 

affects stock market development but rather it moderates the effect of other factors on stock 

market development. The current study therefore takes into consideration the effect of other 

variables such as FDI, FDP and diaspora remittances with political risk as a moderating variable. 

Yartey (2008) sought to examine the effect of institutional and macro-economic factors on the 

development of stock markets in emerging economies. The study covered the period between 

1990-2004. The findings of the study indicated that political risk , bureaucratic quality, law, 

order and are important factors that determine stock market development in emerging markets 

since they enhance they enhance the viability of the foreign financial flows. Thus political risk 

resolution of is an important determinant in the stock markets development of emerging markets. 

However, political risk is not the main factor that affects stock market development but rather 

moderates the effect of other factors on stock market development. The current study therefore 

takes into consideration the effect of other variables such as FDI, FDP and diaspora remittances 

with political risk as a moderating variable. 
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The two studies above have focused on the period before the 2008 post-election violence and 

global financial crisis. However, important to note, the post global financial crisis period is 

characterized with increased volatility of both foreign capital flows and performance of financial 

markets. Hence, this creates the need to explore the effect of political risk on stock market 

development especially following the 2008 global financial crisis and post-election violence. 

Further, the studies are conducted beyond the Kenyan market context. The foreign investment 

regulations, financial markets regulations and the other factors influencing political risk in these 

markets are obviously different from the Kenyan market context. 

2.4  Summary of Literature and Research Gaps 

The foregoing empirical studies indicate that the relationship between foreign financial inflows 

and stock market development has elicited the attention of several authors globally. Notably, 

most authors have placed emphasis on market capitalization as the only indicator of stock market 

development. Previous studies have therefore ignored the fact that stock market development is a 

multi-faceted, long-term process measured using a wide variety of market indicators. This study 

therefore measured stock market development using market capitalization as a proxy of market 

size, equity turnover as a proxy of market liquidity and NSE All Share Index as a measure of 

market volatility. 

The above empirical studies tend to provide varied conclusions on the effect of foreign financial 

flows on stock markets development. While most studies indicate that foreign financial inflows 

have a significant positive effect on stock market development, some indicate a negative or 

insignificant relationship. Thus previous studies have failed to provide unambiguous conclusions 

on the question of the effect of the various components of foreign financial inflows on the 

development of the Stock Market. It should be equally noted that the context of the foreign stock 
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markets and financial flows is different from the Kenyan stock market thus creating a contextual 

gap. However, there is little evidence to confirm this relationship in the context of the Nairobi 

Securities Exchange. Due the unique characteristics of the Kenyan market, there is need to 

conduct similar studies in the Kenya stock market. 

The foregoing empirical literature indicates scarcity of documented studies on the effect of 

foreign financial inflows on the development of the Nairobi Securities Exchange. The few 

studies conducted locally tend to focus on the direct effect of foreign financial inflows on stock 

market development ignoring the mechanism through the effect occurs. Hence the available 

empirical studies have sidelined the moderating effect of political risk and mediating effect 

foreign investor participation on the relationship between foreign financial inflows and stock 

market development. Therefore, in view of the above studies there exists a huge conceptual gap 

in the available empirical literature on stock market development especially in context of the 

Nairobi Securities Exchange Market. To fill the existing gaps there is need to incorporate more 

factors that may have influence on the development of the stock market. Equally, since financial 

relations are often not contemporaneous but are rather dynamic in nature there is need to 

investigate long term and short run effect of foreign financial inflows and stock market 

development at the Nairobi Securities Exchange, Kenya using a lagged model such as the 

Autoregressive Distributed lag Model. Table 2.2 below is a summary of the empirical literature 

highlighting the study objectives, findings, research gaps and the focus of the current study. 
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Table 2.2: Summary of empirical literature 

Author and Year 

of Study 

Objective Findings Research Gaps Focus of current study 

Adam and 

Tweneboah (2009) 

 

To determine 

Impact of FDI 

on stock 

market 

development 

in Ghana. 

Significant 

short term 

relationship. 

Research only 

measured short 

run relationship 

using VECM. 

Study did not 

consider 

Mediating and 

Moderating 

Effects 

This study considered both 

long term and short 

relationship using ARDL. 

This study included the 

mediating and moderating 

effect. 

Boboye et 

al.,.(2017) 

 

To establish 

Impact of FEP 

on the 

Nigerian 

capital market. 

Positive 

significant 

effect on 

market 

capitalization 

Research only 

considered FEP 

and did not 

consider 

Mediating and 

Moderating 

Effects 

This study included 

foreign equity portfolio, 

foreign debt portfolio and 

diaspora remittances 

This study included the 

mediating effect and 

moderating effect 

Chauhan(2013) 

 

To determine 

Impact of 

Foreign 

Capital flows 

on stock 

market 

development 

in Bombay. 

FDI had 

greatest effect 

FEP had low 

impact on 

stock market 

development. 

Research is 

based on a 

different 

context. 

Research used 

the OLS and 

Karl Peterson 

correlation 

This study was based on 

the Kenyan stock market 

context.  

This study used ARDL 

Idenyi et 

al.,.(2016) 

 

To establish 

Impact of FDI 

on 

Development 

of the Nigeria 

Stock Market 

Significant 

positive effect 

in the longrun 

and shortrun 

Research based 

on FDI and did 

not consider 

Mediating and 

Moderating 

Effects 

This study considered 

Foreign Equity portfolio, 

Foreign Debt portfolio and 

Diaspora remittances 

This study included 

mediating effect and 

moderating effects. 

Koskei et al., 

(2016) 

 

To Compare 

the effect of 

FPE flows on 

the stock 

returns of 

Portfolio 

investment has 

significant 

effect on stock 

returns. 

Research 

considered a 

sample of only 

14 listed 

financial firms. 

This study considered all 

the listed firms in the 

market. 
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listed banking 

and non-

banking 

institution in 

Kenya 

No Mediating 

and Moderating 

Effects. 

Research used 

simple OLS 

This study included the  

mediating effect and 

moderating effect 

This study used ARDL 

Malik (2013) 

 

To determine 

the Role of 

FDI, FPI and 

remittance on 

stock market 

development 

in three major 

south Asian 

countries of 

India, Pakistan 

and 

Bangladesh. 

Except for 

Bangladesh 

where FPI was 

insignificant, 

all other 

variables were 

significant. 

Research 

ignored effect 

of foreign debt 

and used 

Granger 

Causality 

Study based on 

a different 

context. 

This study considered the 

effect of foreign debt 

portfolio and will Use 

ARDL. 

 

This study is based on the 

Kenyan stock market 

context. 

Raza and 

Jawaid(2014) 

 

To study the 

Impact of FDI, 

remittances, 

stock market 

development  

FDI had 

negative 

impact on 

market 

development. 

Remittances 

had positive 

effect 

Research based 

on short run 

relationship 

using the Toda 

and Yamamota 

causality test. 

 

This study examined both 

the long run and short run 

relationship using ARDL. 

 

Nyangoro (2013) 

 

To investigate 

the effect of 

Foreign 

portfolio flows 

and stock 

market 

performance. 

Positive and 

significant 

relationship 

Research is 

based on the 

effects of FEP 

ignoring other 

foreign 

financial flows. 

Study used the 

ARIMA model 

This study included FDI, 

foreign debt portfolio and 

diaspora remittances. 

This study used ARDL. 

 

Oziegbe and 

Ovueffeyen (2013) 

 

To establish 

the effect of 

foreign 

financial 

resource 

inflow and 

development 

of securities 

All the 

variables 

except Foreign 

debt have a 

significant 

effect in 

Nigeria. All 

variables 

Research did 

not consider 

Mediating and 

Moderating 

Effects. 

Research used 

simple OLS. 

This study applied the use 

of ARDL.  

This study included the 

mediating effect and 

moderating effect. 

This study used ARDL 
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market in 

Nigeria and 

Ghana. 

except ODA 

were 

insignificant in 

Ghana. 

Njoroge (2014), 

 

To determine 

effect of 

Diaspora 

remittances on 

stock market 

performance: 

Evidence from 

the NSE. 

Remittances 

had positive 

and significant 

relations with 

stock market 

development. 

Research only 

focused 

Remittances 

did not 

consider 

Mediating and 

Moderating 

Effects 

This study included 

mediating effects and 

moderating effects. 

 

Mandaci et al. 

,(2014). 

 

To establish 

the 

determinants 

of stock 

market 

development. 

Foreign debt 

had significant 

Long 

relationship 

with stock 

market 

development. 

Research based 

on a different 

context. 

Study 

considered only 

the long run 

relationship 

This study was based on 

the Kenyan stock market 

context. 

This study equally tested 

both the long term and 

short term relationship. 

Source: Empirical Literature Reviewed (2018) 

2.5 Conceptual Framework 

The conceptual framework enables the researcher explain the nature of the relationship between 

the independent and the dependent variable. The conceptual framework is thus a representation 

of the researchers’ conceptualization of the relationship between the independent and the 

dependent variable. Fig 2.1 shows the researchers’’ conceptualization of the effect of foreign 

financial inflows on stock market development.  
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Independent Variables        Dependent variable 

      Moderating variable 

Figure 2.1: Conceptual framework 

Source: Researcher (2018)    
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Fig. 2.1 indicates that foreign financial inflows were measured using four independent variables: 

Foreign Direct Investment, Foreign Portfolio Equity Investment, Foreign Debt Portfolio 

Investment and Diaspora Remittances. Foreign Investor Participation and Political Risk are the 

mediating and moderating variables respectively. These variables were selected on the basis of 

existing empirical literature review that demonstrated their significant relationship with stock 

market development. The dependent variable was measured using market capitalization as a 

proxy of market size, market turnover as a proxy of market liquidity and the NSE All Share 

Index as a proxy of market volatility. Unlike other measures of market development, market 

capitalization, market turnover and the NSE All Share index are able to capture the high 

frequency changes in the Nairobi Securities Exchange market.  

Further, market capitalization has a direct relationship with the firms’ ability to mobilize capital 

and its future growth prospects (Rajan & Zangles, 2003). Market liquidity is equally important 

since it enables the investors to access their savings in the period of investment thus making 

financial assets more attractive (Wassal, 2013). The choice of the NSE All Share index (NASI) 

as a proxy of market volatility is informed by the fact that, unlike the NSE 20 Share index that 

measures market performance on the basis of a sample of 20 blue chip counters, the NASI is a 

composite index composed of all firms listed at the bourse. The NASI is therefore able to capture 

even the small changes in small counters that would otherwise been over looked by the NSE All 

Share index. 
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CHAPTER THREE 

RESEARCH METHODOLOGY 

3.1 Introduction 

This chapter presents the research methodology that includes the research design, data collection 

tools and method that are used by the researcher to analyze the data collected.  The chapter starts 

with a brief discussion of the research philosophy and the research design that was adopted by 

the study. The chapter equally provides a justification for the philosophy and design adopted by 

the study. The chapter then explores the empirical model adopted by the study. The chapter 

further considered the methods used in data collection and analysis of the data collected. The 

chapter winds up with a consideration of the ethical issues affecting the research and the method 

adopted by the study to deal with the ethical issues. 

3.2 Research Philosophy 

Research philosophy is the generally accepted belief on the way of gathering and analyzing a 

phenomenon (Saunders, Lewis, & Thornhill, 2009). The study adopted the positivism research 

philosophy. Positivism philosophy is a structured scientific approach where findings are 

independent of the researchers view point (Carson et al., 2001). According to Kothari (2004) the 

approach is more objective and deals with the use of quantitative tools and techniques that deal 

with measuring and counting. This approach assumes that reality is fixed and directly measurable 

using standard instruments and procedures. The positivist philosophy is therefore a controlled 

and structural approach of  conducting research that involve identification of a clear research 

topic, construction of hypotheses and adoption of an appropriate research methodology (Carson 

et al., 2001).   
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The adoption of Positivism philosophy was appropriate since this study sought to test the 

hypothesis that foreign inflows have a significant effect on stock market development at the 

Nairobi Securities Exchange. Positivism philosophy adopts a structured scientific approach that 

involves identification of a researchable area of study, construction of hypothesis and testing of 

the hypothesis using suitable methodology. Moreover the positivism philosophy leaves very little 

room for subjectivity as the findings of the study are independent of the researchers’ personal 

opinion (Brymanes & Bell, 2011). 

3.3 Research Design 

The study adopted an explanatory design to identify the nature and extent of the causality 

relationship between foreign financial inflows and stock market development in Kenya. 

Specifically the research adopted a Causal research approach. Causal research is conducted in 

order to assess the effect of specific changes on existing processes and norms (Trochim, 2006). 

The causal research design assumes the existence of a statistically significant cause effect 

relationship between the independent variables and the dependent variable (Saunders, Lewis, & 

Thornhill, 2009). This design was appropriate for this study since the study assumes the 

existence of a statistically significant causal relationship between foreign financial inflows and 

stock market development at The Nairobi Securities Exchange, Kenya.  

3.4 Empirical Model 

The general empirical relationship between foreign financial inflows and stock market 

development is expressed in the form of a time series as linear model as indicated by model 3.1 

below.  

Yt=β0+β1Xt+µt…...…………………………………..………………………..………………………….3.1 

Where 

Yt =Stock Market Development at time t 
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Xt : =The vector of independent variables (Foreign Financial Inflows) at time t 

β1 = coefficients 

β0 = intercept 

µt = error term in time t 

 

The models were then estimated using the hierarchical regression analysis procedure (Mogaka, 

2016). According to the hierarchical regression analysis procedure, the direct effects were first 

estimated using the Modified least Squares model (Newey & West, 1987). This is then followed 

by the estimation of the mediation effects using Barron and Kenny (1986) regression model. 

Subsequently, the study adopted the Whisman and McClelland (2005) regression model in 

estimating the moderation effects. Finally, the short run and long run cointergation effects are 

estimated using the autoregressive distributed lag model (Pesaran & Shin, 1995; Pesaran et al.,. 

2001). 

3.4.1 Direct Effect Model 

The direct effect of foreign financial inflows on stock market development was estimated using 

the Modified Least Squares model in line with Newey & West (1987). The choice of the 

Modified Least Squares Model was informed by the fact that the study data exhibited serial 

correlation. The Newey and West Modified Least Squares presents Heteroscedasticity and 

Autocorrelation Consistent (HAC) estimates that correct for the existence of both 

heteroscedasticity and autocorrelation simultaneously (Donald, 1991). Subsequently, Hence, the 

econometric model in equation 3.1 was expanded and transformed into log-linear form as 

indicated by equations 3.2a, 3.2b and 3.2c respectively.  

lnMCAPt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt+µt ……………….…………………………….…….……3.2a 

lnMTNRt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt+µt …………………………………………….……..……3.2b 

lnNASIt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt+µt …………………….………………..……………………3.2c 
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Where 

β0       =  The intercept 

β1-4       =  Coefficients of the Explanatory Variables.  

lnMCAPt   = Natural Log of Market Capitalization at time t 

lnMTNRt   = Natural Log of Market Turnover at time t 

lnNASIt     = Natural Log of NSE All Share Index at time t 

lnFDIt         = Natural log of Foreign Direct Investment at time t 

lnFEPt        = Natural Log of Foreign Equity Portfolio at time t 

lnFDPt       = Natural Log of Foreign Debt Portfolio at time t 

lnREMt      = Natural Log of Diaspora Remittances at time t 

µt        = Error term.  

 

Log- transformation reduces sharpness in the data; provide elasticity and more reliable results 

(Shahbaz et al., 2015). Moreover, it makes interpretation of results easier since the findings are 

interpreted as elasticity. According to Mukras (1986), elasticity measures the responsiveness of 

the dependent variable to a change in the independent variable. Transformed data gives better 

results compared Non-transformed data series (Shahbaz et al., 2013). Equally, log transformation 

ensures normality in data distribution and eliminates heteroskedasticity (Koskei et al., 2016).  

 

3.4.2 Mediation Effect Model  

The study applied the Barron and Kenny (1986) regression model criteria in testing the 

mediating effect of foreign investor participation on the relationship between foreign financial 

flows and the Stock Market development. According to Munene (2016) the model is appropriate 

for both large and small sample sizes. The test involves four steps: first, regress the dependent 

variable on the independent variables (Nkuru, 2017). Thus market capitalization, turnover ratio 

and the NSE All Share Index are regressed on the foreign financial inflows while controlling the 

effects of political risk as shown in equation 3.2a, 3.2b and 3.2c respectively. This is to test 
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whether indeed the foreign financial flows are significant predictors of the stock market 

development. Secondly, the mediator variable is regressed on the independent variable. Hence, 

foreign investor participation was regressed on foreign financial inflows to determine whether 

the foreign financial flows are significant predictors of foreign investor participation as indicated 

in Model 3.3. 

LnFIPt= β0+β1lnFDIt+ β2lnFEPt+β3lnFDPt+ β4lnREMt+ µt……………………………......3.3 

Where: 

β0        =  The intercept 

β1-4        =  Coefficients of the Explanatory Variables.  

lnFIPt         = Natural Log of Foreign Investor participation at time t 

lnFDIt         = Natural log of Foreign Direct Investment at time t 

lnFEPt        = Natural Log of Foreign Equity Portfolio at time t 

lnFDPt        = Natural Log of Foreign Debt Portfolio at time t 

lnREMt       = Natural Log of Diaspora Remittances at time t 

µt        = Error term.  

 

Thirdly, dependent variables were regressed on the mediator variable. Hence, market 

capitalization, market turnover and NSE all share index were regressed on foreign investor 

participation to determine if indeed foreign investor participation is a significant predictor of 

stock market development as indicated in Model 3.4a, Model 3.4b and Model 3.4c. 

lnMCAPt=β0+β1lnFIPt + µt …...……………………………….………....……………………………3.4a 

lnMTNRt=β0+β1lnFIPt + µt ..…...………………..………………….…...………………………..…..3.4b 

lnNASIt=β0+β1lnFIPt + µt .…………………………………………..…...………………………...…..3.4c 

Where 

β0       =  The intercept 

β1-4       =  Coefficients of the Explanatory Variables.  

lnMCAPt   = Natural Log of Market Capitalization at time t 
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lnMTNRt = Natural Log of Market Turnover at time t 

lnNASIt     = Natural Log of NSE All Share Index at time t 

lnFIPt        =  Natural log of Foreign Investor Participation at time t 

µt           =  Error term.  

 

The fourth step, involved estimating the effect of the independent variables (Foreign financial 

inflows) including the mediating variable (foreign investor participation) as one of the 

explanatory variables on the dependent variable (stock market development). This is was to 

determine whether foreign investor participation had complete, partial or no mediation on stock 

market development as demonstrated by Model 3.5a, Model 3.5b and 3.5c 

lnMCAPt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt +β5lnFIPt….……………...………..…3.5a 

lnMTNRt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt +β5lnFIPt…..……..……………...…..3.5b 

lnNASIt=β0+β1lnFDIt+β2lnFEPt+β3lnFDPt+β4lnREMt +β5lnFIPt…….……………..……...…..3.5c 

Where 

β0       =  The intercept 

β1-4       =  Coefficients of the Explanatory Variables.  

lnMCAPt   = Natural Log of Market Capitalization at time t 

lnMTNRt   = Natural Log of Market Turnover at time t 

lnNASIt     = Natural Log of NSE All Share Index at time t 

lnFDIt         = Natural log of Foreign Direct Investment at time t 

lnFEPt        = Natural Log of Foreign Equity Portfolio at time t 

lnFDPt        = Natural Log of Foreign Debt Portfolio at time t 

lnREMt       = Natural Log of Diaspora Remittances at time t 

lnFIPt         =  Natural log of Foreign Investor Participation at time t 

µt                     =   Error term.  

 

Finally, a decision is made on whether Foreign Investor Participation has a complete, partial or 

no mediation effect on the relationship between foreign financial inflows and stock market 

development as measured using market capitalization, market turnover and NSE all share index. 
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Table 3.1 demonstrates the decision making criteria applied in addressing the hypothesis on 

whether foreign investor participation has a significant mediating effect on the relationship 

between foreign financial inflows and stock market development in Kenya. 

Table 3.1: Mediation Decision Making Criteria 

Analysis  Outcome Decision 

1. 

 

If  coefficients β1 – β4 are significant in models 3.2a,3.2b 

and 3.2c    

Complete 

Mediation 

If coefficients β1 – β4 are significant in the model 3.3 

If coefficients β1 – β4  are not significant and β5 is 

significant in the models 3.5a, 3.5b and 3.5c 

2. 

 

If coefficients β1 – β4 are significant in the models 

3.2a,3.2b and 3.2c 

Partial Mediation 

If coefficients β1 – β4 are significant in the model 3.3 

If coefficients β1 – β4 in 3.2a, 3.2b and 3.2c are significant 

but more significant than β1 – β4 in the model 3.5a, 3.5b 

and 3.4c and β5 is significant in models 3.5a,3.5b and 3.5c. 

3.  

 

If coefficients β1 – β4 are not significant in the models 

3.2a,3.2b and 3.2c 

No Mediation 

If coefficients β1 – β4 are not significant in the model 3.3 

If coefficients β1 – β4 are significant in the models 

3.2a,3.2b and 3.2c  are equal  β1 – β4 in 3.5a,3.5b and 3.5c 

and β5 is not significant in model 3.5a,3.5b and 3.5c   

Source: Barron and Kenny (1986)  

 

3.4.3  Moderating Effect Model 

The study sought to assess the moderation effect of political risk on the relationship between the 

foreign financial inflows and the stock market development in Kenya by adopting the Whisman 

and McClelland (2005) two step moderation tests. According to Kraemer et al., (2001) this test is 

applicable when establishing the moderating effect of a variable on the relationship between the 
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independent variables and dependent variable. To determine the moderation effect of political 

risk on the relationship between foreign financial inflows and stock market development at the 

Nairobi Securities Exchange: first, political risk is introduced as an explanatory variable as 

shown in Models 3.6a, 3.6b and 3.6c. Secondly, political risk is introduced as a moderating 

variable as shown in Models 3.7a, 3.7b and 3.7c. 

 

STEP 1: 

MCAP  = α + β1 Foreign financial inflows + β2 Political risk+ εt …….………….….....3.6a 

MTNR = α + β1 Foreign financial inflows + β2 Political risk+ εt ……...............…....................3.6b 

NASI  = α + β1 Foreign financial inflows + β2 Political risk+ εt …… …......................3.6c 

 

STEP 2 :   

MCAP   = α + β1 Foreign financial inflows + β2 Foreign financial inflows * Political risk + εt  

………..………………….………………………...…………………….…..………………....3.7a 

MTNR = α + β1 Foreign financial inflows + β2 Foreign financial inflows * Political risk + 

εt………………...……………………………...……...……………………...…..…………....3.7b 

NASI  = α + β1 Foreign financial inflows + β2 Foreign financial inflows * Political risk + 

εt………………...……………………………...……...……………………...…..…………....3.7c 

 

Where:  

Foreign financial inflows = FDI, FEP, FDP and DR 

Stock Market development=MCAP and MTNR and NASI 

Table 3.2 provides a summary of the criteria applied in making a decision on whether political 

risk moderates the relationship between foreign financial inflows and stock markets development 

in Kenya. 
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Table 3.2: Moderation Decision Making Criteria 

Analysis  Outcome  Decision 

Step one: Equation 

3.5a, 3.5b and 3.5c 

Political risk as an 

independent variable 

Significant F Statistics Model is significant 

Insignificant F Statistics Model not Significant 

Significant coefficient of 

political risk 

Political risk is an explanatory variable 

Insignificant coefficient of 

political risk. 

Political risk can moderate relationship 

between foreign financial flows and stock 

market development in Kenya 

Step two: Equation  

3.6a, 3.6b and 3.6c 

Political risk as a 

moderator variable 

Significant F Statistics Model is significant 

Insignificant F Statistics Model not Significant 

Significant coefficient of 

political risk 

Political risk variables moderates the 

relationship between foreign financial 

inflows and stock market development in 

Kenya 

Insignificant coefficient of 

Political risk 

Political risk variables does not moderate 

the relationship between foreign financial 

inflows and stock market development in 

Kenya 

Source: Whisman and McClelland (2005) 

 

3.4.4  Cointergration Effect Model 

Study variables are said to be cointergrated when they move in the same direction or demonstrate 

some linear relationship in the long run. Thus variable may trend upwards or downwards in the 

short run but have a long run equilibrium relationship. For variables to be cointegrated the value 

of the F-statistics must exceed the upper critical bound (Pesaran & Shin, 1995). Financial 

relations are often not contemporaneous but are rather dynamic in nature. The stock market 

returns for instance are affected not by the contemporaneous value but rather by the lagged 

unexpected flows and (Nyangoro, 2013). This is due to the fact that financial agents do not 

immediately comprehend the effect of an announcement or may not believe the news and even if 

this was not the case technological and institutional factors may influence response (Brooks, 

2008). Besides, financial markets often over react to new information whether bad or good news. 
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For instance, the issuance of a profit warning by a firm will initially make its stock prices decline 

beyond the appropriate level before subsequently stabilizing at a new level. 

From the foregoing, a change in the independent variables will not have an immediate effect on 

the dependent variable but rather lag over several periods. The ARDL bound testing developed 

by (Pesaran and Shin, 1995; Pesaran et al.,2001) was used to establish the long run and short run 

effect of foreign financial flows on stock market development (Raza & Jawaid, 2013). The 

ARDL is appropriate since its applied irrespective of the underlying variables being integrated of 

order I(0), I(1) but  not I(2). ARDL is more robust and performs better in small samples and 

large than other cointergration techniques (Kalim & Shahbaz, 2008). Further, ARDL adjusted 

with an Error Correction Model (ECM) is applied in testing for both long run and short run 

dynamics simultaneously (Abubakar & Danladi, 2018). The ARDL model for the study is given 

in model 3.8a, 3.8b and 3.8c.  

∆lnMCAPt=β0+∆lnMCAPt-p+β1∑
n

t=1 ∆lnFDI t-p+ β2∑
 n

t=1 ∆lnFEPt-p+β3∑
 n

t=1 ∆lnFDP t-p+ β4∑
 

n
t=1 ∆lnREM t-p + µt…………………………………………………………………………………………………………..…………………….3.8a 

∆lnMTNRt=β0+∆lnMTNRt-p+β1∑
n

t=1 ∆lnFDI t-p+ β2∑
 n

t=1 ∆lnFEPt-p+β3∑
 n

t=1 ∆lnFDP t-p+ β4∑
 n

t=1 

∆lnREM t-p + µt……...………………………………..…………………………………………….…………….....…………..…………………….3.8b 

∆lnNASIt=β0+∆lnNASIt-p+β1∑
n

t=1 ∆lnFDI t-p+ β2∑
 n

t=1 ∆lnFEPt-p+β3∑
 n

t=1 ∆lnFDP t-p+ β4∑
 n

t=1 

∆lnREM t-p + µt…...……………………………………………….…………….....…………………………………………..…………………….3.8c 

Where: 

p= The maximum lag period 

∆ is the difference operator.  

lnMCAPt   = Natural Log of Market Capitalization at time t 

lnMTNRt   = Natural Log of Market Turnover at time t 

lnNASIt     = Natural Log of NSE All Share Index at time t 

lnFDIt         = Natural log of Foreign Direct Investment at time t 

lnFEPt        = Natural Log of Foreign Equity Portfolio at time t 

lnFDPt        = Natural Log of Foreign Debt Portfolio at time t 
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lnREMt       = Natural Log of Diaspora Remittances at time t 

µt         = Error term.  

 

However, to test for short run effect of foreign financial inflows on stock market development 

the Autoregressive Distributed Lag (ARDL) model is adjusted with an Error Correction Model 

(ECM) as demonstrated in models 3.9a, 3.9b and 3.9c. 

 ∆MCAPt=β0+∆MCAPt-p+β1∑
n

t=1 ∆FDI t-p+ β2∑
 n

t=1 ∆FEPt-p+β3∑
 n

t=1 ∆FDP t-p+ β4∑
 n

t=1 ∆REM t-

pt-p+α1∆FDIt-p+α2∆FEPt-p+α3∆FDPt-p+α4∆REMt-p + µit…..…………….…………………………………………………3.9a 

∆MTNRt=β0+∆TRt-p+β1∑
n

t=1 ∆FDI t-p+ β2∑
 n

t=1 ∆FEPt-p+β3∑
 n

t=1 ∆FDP t-p+ β4∑
 n

t=1 ∆REM t-

p+α1∆FDIt-p+α2∆FEPt-p+α3∆FDPt-p+α4∆REMt-p + µit…………………………………….…………………………..……3.9b 

∆NASIt=β0+∆TRt-p+β1∑
n
t=1 ∆FDI t-p+ β2∑

 n
t=1 ∆FEPt-p+β3∑

 n
t=1 ∆FDP t-p+ β4∑

 n
t=1 ∆REM t-

p+α1∆FDIt-p+α2∆FEPt-p+α3∆FDPt-p+α4∆REMt-p + µit……………………………..………………….….…………………3.9c 

Where: 

∆ is the difference operator.  

β1…… β5 are the long run coefficients.  

α1……..α4 are the short run coefficients.  

lnMCAPt   = Natural Log of Market Capitalization at time t 

lnMTNRt   = Natural Log of Market Turnover at time t 

lnNASIt     = Natural Log of NSE All Share Index at time t 

lnFDIt         = Natural log of Foreign Direct Investment at time t 

lnFEPt        = Natural Log of Foreign Equity Portfolio at time t 

lnFDPt        = Natural Log of Foreign Debt Portfolio at time t 

lnREMt       = Natural Log of Diaspora Remittances at time t 

µt        = Error term.  

 

ARDL model is thus divided into two parts; the first part of the equation with β0 to β4 denotes 

the long run coefficients of the model, while the coefficients α1 to α4 signifies the short run 
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coefficients of the model. Before conducting any conducting any cointergration test on the data 

collected the researcher determined the optimal number of lags. This is performed whenever the 

ARDL bound testing is used (Kalim and Shahbaz, 2008). Subsequently, the study conducted 

diagnostic tests before testing for the existence of long run and short run relationship between the 

study variables. The study adopted the Wald F- statistic to interpret the relationship between the 

foreign financial flows and stock market development. The null hypothesis of no cointergration  

is rejected if the F statistic exceeds the upper critical value of the F statistic. If F statics fall 

within the upper and lower critical limit then the research will be inconclusive.  However if the F 

statistic falls below the lower limit the researcher will fail to reject the null hypothesis. 

3.5 Operationalization and Measurement of Variables 

Table 3.3 contains a list of the independent variables, mediating variable, moderating variable, 

and the dependent variable of the study. The table also provides the operational definition of the 

variables and measurements applied in estimating the variables. The measurements applied to 

estimate the various variables were validated using similar studies from literature. 
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Table 3.3: Operationalization and Measurement of Variables 

Category Variable Operationalization Measurement Scale 

Independent 

Variables 

Foreign Direct 

Investment 

Foreign investment in 

physical assets and 

distribution plants of 

domestic firms. 

% change in 

quarterly FDI 

inflow 

Ratio scale 

Foreign Equity 

Portfolio 

Foreign  investment in 

equity securities of the 

domestic market.  

% change in 

quarterly Portfolio 

equity inflow  

Ratio scale 

Foreign Debt 

Portfolio 

Foreign investment in 

debt instruments of the 

domestic market. 

% change in 

Quarterly debt 

portfolio inflow  

Ratio scale 

Diaspora 

Remittances 

Sum of all personal cash 

transfers made to 

residents by Non-

residents. 

% change 

quarterly Diaspora 

remittances 

received 

Ratio Scale 

Mediating 

variable 

Foreign investor 

participation 

Foreign investor activity 

expressed as a 

percentage of overall 

market activity. 

% change in 

foreign investor 

participation. 

Ratio scale 

Moderating 

Variable 

Political Risk Risk of political 

decisions or events 

negatively affecting the 

stock market. 

Political Risk 

index 

Ratio scale 

Dependent 

Variable 

Market 

Capitalization  

Overall value of stocks 

listed at the domestic 

market. 

% change in 

quarterly market 

capitalization 

Ratio scale 

 

 

Market 

Turnover 

Value of securities 

traded in the market over 

a given period. 

% change in 

quarterly market 

turnover 

Ratio scale 

Nairobi All 

Share Index 

Average quarterly value 

of the NSE All Share 

index. 

% change in 

quarterly NSE 20 

share index. 

Ratio scale 

Source: Researcher, 2018 
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3.6 Target Population 

A targeted population is the group of objects or items which a researcher is interested in when 

conducting a particular study (Saunders, Lewis, & Thornhill, 2009). The target population of the 

study was The Nairobi Securities Exchange market. As at December 2018 sixty seven firms were 

listed at the Nairobi Securities Exchange (NSE, 2018).  The choice of targeting the Nairobi 

Securities Exchange was informed by two reasons: first, the easy availability and access of 

information since market information is open to the general public. Secondly, given the high 

standards and regulations set by the capital markets on the accuracy of information disseminated 

to the public by all the listed firms, the data was assumed to be accurate and reliable (Mogaka, 

2017). Moreover, the competitive nature of the Nairobi Securities Exchange market implies that 

firms have to display accurate information consistently over time in order to win the confidence 

of potential investors.  

3.7 Sampling Design 

In view of the foregoing discussion the study adopted a census design including all firms listed in 

the Nairobi securities exchange and involved in the computation of the overall market 

capitalization, market turnover and NSE All Share index.  A census design involves a complete 

enumeration all the units in a given population during data collection (Saunders et al., 2009). A 

census design helps to enhance data quality and minimize sampling error since every unit is 

studied before drawing conclusions (Nkuru, 2017). Therefore the census approach ensures more 

accurate and complete information. The choice of the census approach was further informed by 

the heterogeneous nature of firms listed at the Nairobi Securities Exchange market. The firms are 

drawn from different sectors and are characterized by differences in size, market value and 

liquidity. Therefore a sample obtained from a population that is characterized by heterogeneous 
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units such as the stock market may not be a fair representative of the population or may 

exaggerate some particular finding from the study (Sharma, 2017). 

3.8 Data Type and Data Sources 

Secondary time series data for the period of January 2008 – December 2018 was used for the 

purpose of meeting the objectives of this study. Time series data is associated with a sequence of 

observations collected at regular frequency of time intervals (Brooks, 2008). Most financial 

models generally require that data observations in all the study variables should have the same 

frequency. The choice of time series data was therefore informed by the following reasons: first 

time series data enables the analysis of past trends as well as forecasting of the future trends 

based on historical trends and patterns (Mills, 1999). Secondly, time series data aids in dealing 

with temporal effects between two data series and the dependency of one series on another 

(Tsay, 2000). Temporal effects are associated with the passage of time from one period to 

another. Finally, the choice of time series was informed by the availability of time series market 

data for the entire duration of the study from the Nairobi Securities Exchange and the Capital 

Markets Authority. 

Quarterly time series data relating to foreign direct investment, equity portfolio investment, 

foreign debt portfolio and Diaspora remittances, foreign investor participation and political risk 

were obtained from the United Nations Conference on Trade and Development (UNCTAD) 

website on the African development indicators, Nairobi Securities Exchange, Capital Markets 

Authority, Kenyan Central Bank and the political risk international website. Market 

capitalization, market turnover and NSE All Share Index are used as proxies of the stock market 

development. Quarterly data on market capitalization, market turnover and the NSE All Share 
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Index was obtained from the Capital Markets Authority quarterly statistical Bulletins and the 

Nairobi Securities Exchange quarterly market reports. 

3.9 Data Collection Instrument 

The research should examine critically the data extraction tool to confirm whether it is likely to 

yield expected results (Godfred, 2016). The study used a secondary data collection schedule to 

collect and compile the data required for analysis. The secondary data collection schedule is 

shown in Appendix III. As indicated by the data collection schedule quarterly data on market 

capitalization, market turnover and NSE All Share index for the period January 2008- December 

2018 was obtained from the CMA quarterly statistical Bulletins and the Nairobi Securities 

Exchange Market quarterly reports. Equally, quarterly data for the same period relating to 

foreign direct investment, equity portfolio investment, foreign debt portfolio and diaspora 

remittances was obtained from the United Nations Conference on Trade and Development 

(UNCTAD website) Nairobi Securities Exchange, Capital Markets Authority, Central Bank of 

Kenya respectively.  

3.10 Validity Test 

Validity implies that a research instrument measures what it is intended to measure with 

accuracy. Thus a measure may be reliable but not valid but for a measure to be valid it must be 

reliable (Shofer et, al., 2005). Thus to ensure validity the researcher the study used similar 

significant variables from several past studies that have applied similar measures being applied 

by the current study (Munene, 2016). Equally, only those variables derived from a thorough 

review of literature were included in the data review guide. 
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3.11 Data Collection Procedure 

The researcher first requested and obtained a research authorization letter from Kenyatta 

University Graduate School. This letter was then forwarded to the National commission for 

science, technology and innovation (NACOSTI) to authorize the researcher to collect data from 

the Quarterly published reports of the Central Bank of Kenya (CBK), Capital market Authority 

(CMA), Nairobi Securities Exchange (NSE), United Nations Conference on Trade and 

development (UNCTAD), World Bank and the Political Risk Service International websites for 

the period 2008-2018. Data on one variable was sourced from a single source. However, more 

than one source was used where data from one source was not complete. 

The data on market capitalization, market turnover, NSE All Share Index and foreign investor 

participation was sourced from the CMA quarterly statistical bulletins. FDI data was sourced 

from the UNCTAD was only available on annual basis and therefore the study assumed that FDI 

is made evenly throughout the period. Equally the FDI data was available in USA dollars (USD) 

and was therefore translated into Kenyan shillings using the prevailing quarterly exchange rates 

obtained from the CBK website. The data on Foreign Equity Portfolio (FEP) and Foreign Debt 

Portfolio (FDP) was obtained from the NSE daily price lists. The data was therefore averaged to 

obtain the three month average data. The data on diaspora remittances was sourced from the 

CBK quarterly reports while the data on political risk was obtained from the political risk service 

international group website and the World Bank website.   

3.12 Data Analysis 

The data collected was analyzed using both descriptive and inferential statistics. The study used 

correlation analysis, time series multiple regression analysis and Auto regressive Distributed Lag 
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(ARDL) cointergration analysis with the aid of E-views version 9.5 statistical software using the 

following procedure. The secondary data was first summarized and relevant changes made using 

Excel software. The data was then exported to E-views version 9.5 where by various diagnostic 

tests were run to ensure that the assumptions of linear regression are not violated. The Karl 

Pearson correlation matrix was used in testing the correlation between the independent variables 

and the dependent variables of the study. The Autoregressive Distributed Lag Model was run to 

establish the relationship between foreign financial inflows and stock market development in 

Kenya in the long run. The Autoregressive Distributed Lag Model was appropriate since its 

applicable irrespective of the underlying variables being integrated of order I(0) and I(1) but not 

mutually cointergrated (Pesaran et al., 2001).  Autoregressive Distributed Lag model is more 

robust and performs better in small samples than other cointergration techniques (Kalim & 

Shahbaz, 2008).  

Equally, Autoregressive Distributed Lag model was used to estimate the Error Correction Model 

(ECM) and thus test for both long term relationship and short term relationship simultaneously. 

There is need to estimate the effect of one time shocks to each of the independent variable and 

the market capitalization (Ocharo et.al, 2014). Thus in addition to the use of the Autoregressive 

Distributed Lag Model estimation for long run relationship, the study used the Error Correction 

Model estimated from the Autoregressive Distributed Lag model to analyze short run  dynamic 

relationship between foreign financial inflows and the development of the stock market (Adams 

and Tweneboah, 2008). The data analyzed was then presented in form of Figures, graphs and 

tables.  
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3.13 Diagnostic Tests 

Violation of the assumptions of Classical Linear Regression Model (CLRM) will not only 

produce parameter estimates that are not Best Linear and Unbiased Estimates (BLUE) but also 

inefficient and inconsistent parameter estimates. The study conducted the following tests to 

ensure non-violation of the assumption of the Classical Linear Regression Model: normality test, 

stationarity test, heteroscedasticity test, multicollinearity test and autocorrelation test.   

3.13.1 Normality Test 

The study applied the Jarque Bera test statistic to test for normality. Unlike other normality tests, 

the Jarque –Bera test also incorporates the skewness and kurtosis in determining the normality of 

the study variables. The test involves testing the null hypothesis that the population is not 

different from a normally distributed population. If the P-value is less than 0.05, then reject the 

null hypothesis and the population is considered non-normal. However, if the P-value is greater 

than 0.05, then fail to reject the null hypothesis and the population considered normal (Field, 

2009). In the case of non-normal population a method that effectively removes observations or 

outliers causing the non- normality is adopted (Brooks, 2008).  

3.13.2 Stationarity Test 

Time series data is said to be stationary if the mean, variance and the covariance remain the same 

no matter the time of measurement. This implies that the data is not affected by time factor. 

Using non- stationery data may yield spurious results that look good under standard measure 

with significant estimates and with a high R2 but valueless (Gujarati,2003). The augmented Dick 

Fuller (ADF) test and the Phillip Peron (PP) unit root tests are commonly used to conduct 

stationary tests. In both cases of ADF and PP tests the null hypothesis of non-stationary (unit 

root) is tested against the alternative hypothesis of stationary data. (Paramati & Gupta, 2013). If 
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the P-value is greater than 0.05, then fail to reject the null hypothesis (Dickey & Fuller, 1979). 

However, if P-value is less than 0.05, the study rejects the null hypothesis and concludes that the 

data is stationary. The PP test incorporates automatic correction and allows for correlated 

residuals. Hence, unlike ADF, the PP test corrects the statistic for auto correlation and existence 

of heteroscedasticity. The study therefore applied the PP test to check for the existence of 

stationarity.  

3.13.3 Heteroscedasticity Test 

Heteroscedasticity implies that the error terms do not have a constant variance or are not 

homoscedastic. According to Cooper and Schindler (2008), heteroscedasiticity makes the 

Ordinary Least Squares (OLS) to give unbiased coefficient estimates that are not Best Linear 

Unbiased Estimate (BLUE). Since the standard errors are wrong, the inferences made may be 

misleading. The existence of heteroscedasticity was tested using the white test of 

heteroscedasticity (White, 1980). The White test is preferred over the Breusch Pagan Godfrey 

test since it is a more general test with the ability to test non-linear forms of heteroscedasticity 

(Greene, 2000). Besides, the white test is applicable even when the error terms are not normally 

distributed. The test involved testing the null hypothesis that the error terms have a constant 

variance or the error terms are homoscedastic against the alternative hypothesis that the error 

terms are heteroscedastic. If the P-value is greater than 0.05, fail to reject the null hypothesis. 

However if P-value is less than 0.05, reject the null hypothesis and conclude that the error terms 

are heteroscedastic. In case of existence of heteroscedasticity, the study transforms the variables 

into logs and the regression is then run upon natural logarithm or the already transformed data.  
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3.13.4 Multicollinearity Test 

The existence Multicollinerity among the explanatory variables makes the regression estimates 

to have large variances and covariance. Therefore the coefficients cannot be estimated with great 

precision. Equally, the t-ratios tend to be statistically insignificant even though the R2 is very 

high (William et al., 2013). The study tested for multicollinearity using the variance inflation 

factors (VIF) and the pearsons correlation matrix. According to Field (2009), VIF values in 

excess of 10 or a tolerance statistic less than 0.1 are indicators of the presence of 

multicollinearity. Equally a pearsons correlation coefficient greater than 0.8 is an indication of 

severe multicollinearity. Since the existence of multicollinearity may not influence the BLUE 

properties of the model, the researcher may ignore insignificant multicolleniarity. According to 

Gujarati (2003) it’s the severity and not presence of multicollinearity that will cause a dilemma 

to the researcher. Under such circumstances of severe multicollinearity researchers often drop 

one of the collinear variables or transform the variables into ratios to avoid the use of absolute 

values. 

3.13.5 Autocorrelation Test 

Linear Regression assumes a zero covariance between the error terms (Brooks, 2008). Thus error 

terms are not serially correlated or are auto correlated. In situations where data entails both cross-

section and time-series, there is existence of a likelihood of serial correlation (Anderson et al., 

2007). Auto correlation makes the regression coefficients unbiased but not BLUE. In case of 

positive serial correlation standard errors have a downwards biased relative to their true standard 

errors thus leading to type one error. The R2 is also likely to be inflated. To test for auto 

correlation the researcher used the Breusch-Godfrey LM test. According to Brooks (2008) unlike 

the Breusch-Godfrey test, the Durbin Watson Test that requires several assumptions to be 
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fulfilled before it can be applied. Equally the Durbin Watson test is not able to test for different 

forms of auto correlation and is not applicable if their exist lags in the dependent variable. The 

Breusch Godfrey test is a general of serial correlation that involves testing the null hypothesis 

that the data has no serial correlation. The alternative hypothesis is the existence of serial 

correlation. If the P-value is greater than 0.05, fail to reject the null hypothesis. However, if P-

value is less than 0.05, then reject the null hypothesis and conclude that the residuals are serially 

correlated. Consequently, the existence of serial correlation in the study was dealt with using the 

modified standard error estimates (Newey & West, 1987) 

3.13.6 CUSUM Model Stability Test 

The Classical Linear Regression Models (CLRM) are assumed to have stability of coefficients 

(β) over time. Therefore to assess the stability of model coefficients the study used Cumulative 

Sum of Recursive Residuals (CUSUM) model stability test. The CUSUM test involves testing 

the null hypothesis that all the model coefficients are significant. Thus if the plot of CUSUM 

statistic is within the critical bounds at the level of significance then fail to reject the null 

hypothesis and study finds that model coefficients are stable (Adjasi & Biekle, 2005). However, 

if the plot of the CUSUM statistic lies outside the critical bounds at the level of significance then 

reject the null hypothesis. 

3.14 Ethical Consideration 

Ethics involves the determination ways of being ideal or the ideal human behavior (Rich, 2006). 

Ethical considerations in research involve evaluating the right and wrong research practices. It is 

the responsibility of the researchers to adhere to high standards to ensure that information 

obtained in the research process is not brought to disrepute (Saunders et al., 2008). Thus a 
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researcher should adhere to ethical practices at every stage when conducting research. To ensure 

that ethical standards are met the researcher obtained the required permits and approvals from 

Kenyatta University and National Commission of Science on Technology and Innovation 

(NACOSTI). Additionally, the researcher ensured that all relevant sources and referred to in the 

study are acknowledged. 
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CHAPTER FOUR 

RESEARCH FINDINGS AND DISCUSSION 

4.1 Introduction 

This chapter provides a detailed discussion of the research findings and subsequently gives a 

detailed interpretation of the findings in line with the study objectives. Both descriptive and 

inferential statistics have been applied in analyzing the data and the findings are presented using 

tables and figures. The findings from preliminary diagnostic tests such as normality, stationarity, 

heteroskedasiticity, muilticollinearity and model stability tests are also presented. The chapter 

equally provides a detailed presentation of the findings from correlation analysis, direct effect 

test and cointergration test. The findings are subsequently interpreted in line with the objectives 

and interacted with the relevant theoretical and empirical literature. 

 

4.2 Descriptive Statistics 

The findings of a study depend on the nature of the data and the methods applied in analyzing 

such data. Measure of central tendency such as the mean, maximum, minimum and standard 

deviation are used to describe the nature of the data used in the study. The use of the mean and 

standard deviation in the description of the study data was informed by the fact that in 

comparison to other statistical measures the mean is the most robust statistic while the standard 

deviation is the most stable statistical measure of dispersion (Mungami, 2013). The study 

obtained quarterly data for the period January 2008- December 2018 for all the variables except 

for Foreign Direct Investment (FDI) where the data available from official sources was on an 

annual basis. The study therefore assumed that FDI was made evenly on quarterly basis 

throughout the year. Table 4.1 presents results from the analysis of the description statistics of 

the study data. 
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Table 4.1: Descriptive Statistics Results 

Variable N Minimum Maximum Mean 

Std. 

Deviation 

Market Capitalization (MCAP) 44 689.05 2817.36 1612.002 624.25575 

Market Turnover (MTNR) 44 6.68 65.00 33.6141 15.48421 

NSE All Share Index (NASI) 44 59.49 175.11 118.4795 35.69024 

Foreign Direct Investment (FDI) 44 7.64 34.04 20.6792 7.52942 

Foreign Equity Portfolio (FEP) 44 -11.12 13.53 1.2017 4.89884 

Foreign Debt Portfolio (FDP) 44 .15 3.25 1.5054 .70601 

Diaspora Remittances (REM) 44 9.36 74.26 30.8351 17.63124 

Foreign investor Participation(FIP) 44 5.50 77.21 49.2255 17.50099 

Political Risk Index (PRI) 44 0.25 0.77 0.5459 0.14550 

Source: Study Data 2019 

 

Table 4.1 indicates that the mean quarterly market capitalization (MCAP) for the period under 

the study was Ksh.1612.002 Billion with a standard deviation of Ksh. 624.256 Billion. The 

standard deviation indicates a high variation of market capitalization in the period under review 

as evidenced by a maximum market capitalization of Ksh. 2817.36 Billion and minimum value 

of Ksh. 689.05 Billion. The market liquidity as measured using the quarterly market turnover 

(MTNR) had a mean of Kshs. 33.614 Billion with a standard deviation of Kshs. 15.484 Billion. 

The average market turnover was less than 3% of the average market capitalization during the 

period. This is an indication of very low liquidity at the NSE supporting the findings of 

Nyangoro (2013) that the Kenyan stock market is characterized by small size and extreme 

volatility. Further, the stock market is narrow, shallow and thin with the equity market and 

private bond market raising less than 1% of growth financing (Ngugi, Amanja & Maana, 2013). 

The extreme volatility of the stock market is further evidenced by the NSE 20 All Share index 

(NASI). During the period the NASI had a minimum of 59.49 points and maximum of 175.11 
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points with a standard deviation of 35.69. The high standard deviation is an indication of the high 

volatility of stock market returns at the Nairobi Securities Exchange market. 

Foreign Direct Investment (FDI) inflow during the period had a mean Kshs. 20.68 Billion with a 

standard deviation of Kshs.7.529 Billion. The maximum FDI during the period was Kshs. 34.04 

Billion and minimum FDI during the period was Kshs. 7.64 Billion. The huge difference 

between the maximum and minimum FDI is an indication of the increased fluctuation of FDI 

during the period under study. The net Foreign Equity Portfolio (FEP) inflows into the NSE had 

a mean of Kshs. 1.202 Billion with a standard deviation of Kshs. 4.899 Billion. The high 

standard deviation, greater than the mean, is indication of a very high volatility of the foreign 

equity inflows as evidenced by the maximum value of Kshs. 13.53 Billion and a minimum of 

Kshs. (11.12) Billion. The negative value is an indication of periods when the foreign equity 

outflows where greater than foreign equity inflows implying that foreign sales were greater than 

foreign purchases (Koskei et al., 2016). Foreign Debt Portfolio (FDP) inflows measured using 

foreign bond portfolio inflows had a mean a Kshs. 1.505 Billion with a maximum of Kshs. 3.25 

Billion and minimum of Kshs. 0.15 Billion respectively. The relatively low standard deviation of 

Kshs. 0.706 Billion is an indication of stability of foreign debt portfolio inflows. Foreign debt 

portfolio inflows, unlike foreign equity inflows and foreign direct investment, are associated with 

fixed returns on investment. This makes foreign debt portfolio inflows relatively stable in 

comparison to other foreign inflows. 

Diaspora remittances had a mean of Kshs. 30.835 Billion with a standard deviation of kshs. 

17.631   Billion. During the period under study, the maximum remittance of Kshs. 74.26 Billion 

is received in the second quarter of 2018 while minimum remittance of Kshs. 9.36 Billion is 

received in the third quarter of the year 2008. Diaspora remittances show a consistent increase 
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from one period to another throughout the study period. Foreign investor participation had a 

mean of 46.226% with a maximum of 77.21%, minimum of 5.5% and standard deviation of 

17.5%. This is an indicator of increased growth in foreign investor participation throughout the 

period under study. According to Nyangoro (2013), since the inception of the liberalization of 

the capital markets foreign investor participation at the Nairobi Securities Exchange (NSE) 

market has seen tremendous growth. The political risk index had a mean of 0.55 with a 

maximum index 0.77 and a minimum index of 0.25. The high difference between the maximum 

and minimum political risk index is an indication of a highly volatile political environment 

throughout the study period. 

 

4.3 Inferential Analysis 

This section presents the findings from the analysis of inferential statistics. The findings include 

results from both bivariate and multivariate analysis. The bivariate analysis results includes the 

findings from the correlation analysis while the findings from multivariate analysis includes the 

findings from direct effect test, mediation effect test , moderation effect test and test of 

cointergration effects.  

 

4.3.1 Correlation Analysis 

The Karl Pearson correlation matrix is applied to test the relationship between the independent 

variables and the dependent variables of the study. Table 4.2 below is a presentation of the 

findings from correlation analysis. 
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Table 4.2: Karl Pearson Correlation Analysis Results 

 lnMCAP lnMTNR lnNASI lnFDI lnFEP lnFDP lnREM lnFIP lnPRI 

lnMCAP  1         

          

          

lnMTNR  0.875* 1        

 (0.000)         

          

lnNASI  0.974* 0.886* 1       

 (0.000) (0.000)        

          

lnFDI  -0.455* -0.465* -0.550* 1      

 (0.002) (0.001) (0.000)       

          

lnFEP  -0.412* -0.204 -0.378* 0.160 1     

 (0.005) (0.183) (0.011) (0.301)      

          

lnFDP  0.380* 0.305* 0.319* 0.225 -0.129 1    

 (0.011) (0.044) (0.035) (0.142) (0.404)     

          

lnREM  0.851* 0.593* 0.774* -0.277 -0.529* 0.385* 1   

 (0.000) (0.000) (0.000) (0.068) (0.000) (0.010)    

          

lnFIP  0.674* 0.484* 0.608* -0.094 -.0085 0.359* 0.733* 1  

 (0.000) (0.001) (0.000) (0.544) (0.582) (0.017) (0.000)   

          

lnPRI  -0.099 -0.120 -0.049 0.047 -0.174 -0.098 0.004 -0.074 1 

 (0.523) (0.436) (0.750) (0.761) (0.259) (0.527) (0.982) (0.635)  

          

*. Correlation is significant at the 0.05 level (2-tailed). 

Source: Study Data (2019) 

 

From the findings illustrated in Table 4.2 Foreign Direct Investment (FDI) has a negative 

significant correlation stock market development as measured using market capitalization, 

market turnover and the NSE All Share Index (NASI). Equally, Foreign Direct Investment has 

the highest negative significant correlation with market capitalization, market turnover and 

NASI. This can be attributed to the fact that foreign investors are often driven by the need to 

diversify their risk portfolio and hence take advantage of the high short run returns in emerging 

markets (Allen et al., 2010). Consequently, as the markets eventually stabilize in the long run 

such investors often realize that they may not attain the high returns initially anticipated thus pull 
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out of the market immediately leading to shocks (Koskei, 2017). Further, Foreign Equity 

Portfolio (FEP) has a negative but significant relationship with market capitalization and the 

NSE All Share index. However, the relationship with market turnover is negative but 

insignificant. The negative relationship between foreign equity portfolio and market 

capitalization can be attributed to the high volatility associate with foreign equity portfolio flows. 

Such increased volatility affects the market operations and hence reduced market returns 

(Barnor, 2014).   

 

Table 4.2 further indicates that Foreign Debt Portfolio (FDP) has a positive significant 

relationship with market capitalization, market turnover and the NASI. Notably, foreign debt 

portfolio is associated with fixed return on investment (Arnold, 2008). These makes foreign debt 

portfolio relatively more stable in comparison to foreign equity inflows. The highest positive 

significant correlation however, is between Diaspora Remittances (REM) and stock market 

development as measured using market capitalization, market turnover and the NSE All Share 

index. According to Njoroge (2014), the increased awareness about the returns in the market, has 

led to increased amounts of remittances investment in the stock market. Unlike other sources of 

external finance, diaspora remittances are directly sent to the recipient from the sender. Thus 

tend to be more stable making them a reliable source of financing for developing countries 

(Ratha & Mohapatra, 2007). 

The findings further reveal that foreign Investor Participation (FIP) has a positive significant 

relationship with market capitalization, market turnover and the NSE All Share index.. The 

significant positive relationship between foreign investor participation and stock market 

development indicators can be explained by the fact that increased foreign investors’ 
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participation leads to enhanced market liquidity and value of stocks (Kumar & Devi, 2013). 

Political risk index had negative but insignificant correlation with stock market development as 

measured using market capitalization, market turnover and the NSE All Share index. This 

implies that despite the negative effects associated with increased political risk its relationship 

with stock market development is insignificant. 

 

4.3.2 Diagnostic Test Results 

Diagnostic tests are conducted to ensure that the assumptions of the classical linear regression 

model are not violated and to ensure that the appropriate model is selected in case the 

assumptions are violated. Contravention of the classical linear regression model postulates will 

produce estimates that are not Best Linear and Unbiased Estimates (BLUE). Hence, before 

determining the appropriate model the study conducted both the pre-estimation (non-residual 

tests) and post estimation tests (residual tests). The pre-estimation diagnostic tests conducted by 

the study are: stationarity test and multicollinearity test while the post estimation tests conducted 

by the study are: normality test, autocorrelation tests and heteroskedasticity test. 

 

4.3.2.1 Stationarity Test Results 

Stationarity of the study data is tested using the Phillip Peron (PP) test of stationarity. Data is 

said to be stationary if the mean, variance and the covariance remain the same no matter the time 

of measurement. The use of non- stationery data may yield spurious results that look good under 

standard measure with significant estimates and with a high R2 but valueless (Gujarati, 2003). 

The PP test is preferred over other tests of stationarity due to the automatic adjustment of the test 

statistic for auto correlation and heteroskedasticity (Munene, 2016).  The Philip Peron tests the 
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null hypothesis of non-stationary (unit root) against the alternative hypothesis of stationary data. 

Table 4.3 presents the Philip Peron stationarity test results. 

Table 4.3: Philip Peron Stationarity Test Results 

Variable At Level I(0) At 1st Difference I(1) 

T-Statistic Probability T-Statistic Probability 

lnFDI   -6.362237  0.0010 

lnFEP -4.022790  0.0029   

lnFDP -3.399612  0.0159   

lnREM   -7.431897  0.0000 

lnPRI  -10.16626  0.0000   

lnFIP -9.213952  0.0000   

lnMCAP   -5.708079  0.0000 

lnMTNR   -9.355529  0.0000 

lnNASI   -5.929513  0.0000 

Test critical values: 1% level  -3.581152 

 5% level  -2.926622 

 10% level  -2.601424 

Source: Study data (2019) 

From the findings demonstrated on table 4.3 five variables: Foreign Equity Portfolio (FEP), 

Foreign Debt Portfolio (FDP), Political Risk Index (PRI) and Foreign Investor Participation 

(FIP) are integrated of order I(0) because they are stationary at their levels and did not require 

further differencing to became stationary. The variables Foreign Direct Investment (FDI), 

Diaspora Remittances (REM), Market Capitalization (MCAP), Market Turnover (MTNR) and 

NSE All Share index (NASI) are integrated of order I(1) because they are not stationary at level 

and need to be differenced once to become stationary. The findings further indicate that each of 

the test statistics is greater than critical value of (2.926622) at 0.05 level of significance.  Since 

the test statistics are greater than the critical value, the null hypotheses are rejected and the study 

finds that the all the variables have no unit root and are therefore stationary at level I(0) and at 1st 
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difference I(1).  All the test statistics have a probability value less than 0.05 and therefore 

significant at 0.05 level of significance.  

4.3.2.2 Multicollinearity Test Results 

The study used the variance inflation factors (VIF) and the correlation matrix to test for the 

existence of multicollinearity among the explanatory variables. The study adopted the following 

explanatory variables: Foreign Direct Investment (FDI), Foreign Equity Portfolio (FEP), Foreign 

Debt Portfolio (FDP), Diaspora Remittances (REM), Political Risk Index (PRI) and Foreign 

Investor participation (FIP). Table 4.4 presents the tolerance and variance inflation factors from 

the explanatory variables. 

Table 4.4: Multicollenearity Test Results 

Variable Collinearity Statistics 

Tolerance VIF 

lnFDI 0.592 1.690 

lnFEP 0.847 1.181 

lnFDP 0.437 2.291 

lnREM 0.237 4.226 

lnPRI 0.300 3.328 

lnFIP 0.952 1.050 

Mean 0.5608 2.2943 

Source: Study Data (2019) 

Table 4.4 indicates that all the explanatory variables have a VIF statistic less than 10 and 

tolerance statistic greater than 0.1. According to Field (2009), a VIF statistic greater than 10 and 

tolerance statistic of less than 0.1 is an indication of severe multicollinearity. Equally, the mean 

VIF of 2.41 is less than 10 while the mean tolerance thus the study finds that there is no evidence 

of severe multicollinearity among the study explanatory variables. This is further demonstrated 

by the Correlation Matrix on Table A1 on appendix IV. Explanatory variables with coefficients 

greater than 0.8 is an indication of the existence of severe multicollinearity that should be dealt 
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with by the researcher before conducting any regression test (Cooper & Schindler, 2008). 

Further, the findings in Table A1 Indicate that all the variables have coefficients less than 0.8 

thus no evidence of severe multicollinearity. 

  

4.3.2.3 Normality Test Results 

The study has applied the Bera-Jarque test in estimating the normality of the research data. 

Unlike other normality tests, the Bera-Jarque test also incorporates the skewness and kurtosis in 

determining the normality of the study variables (Munene, 2016). Skewness estimates the tilt of 

the distribution while Kurtosis measures the degree of peakedness of the data. The Bera-Jarque 

test involves testing the null hypothesis that the residuals have an approximately normal 

distribution. For normally distributed residuals, the skewness should be within –2 and +2 while 

the kurtosis should be between -3 and +3 (Brooks, 2008). Moreover, the probability Bera-Jarque 

statistic should be insignificant and the normality histogram should be bell shaped. The Bera-

Jarque test results, Skewness and Kurtosis of all the study are presented on Table 4.5. 

Table 4.5: Normality Test Results 

Variable Skewness Kurtosis  Jarque-Bera      Probability 

lnMCAP  0.072345 1.577074 3.750365 0.153327 

lnMTNR  0.128937 2.148333 1.451700 0.483913 

lnNASI -0.058915 1.595428 3.642294 0.161840 

lnFDI -0.094121 1.989820 1.935815 0.379877 

lnFEP -0.387492 2.636372 1.843543 0.397814 

lnFDP -0.032535 2.781813 0.095040 0.953592 

lnREM 0.739510 2.753617 4.121709 0.127345 

lnFIP -0.681694 2.083529 3.420640 0.180808 

lnPRI -0.390982 2.389643 1.804007 0.405756 

Source: Study Data (2019) 

Table 4.5 indicates that the probabilities of the Bera-Jarque test statistic in all the study variables 

had a P-value greater than 0.05. Hence, the test statistic was statistically insignificant at 0.05 
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level of significance. Therefore, the study fails to reject the null hypothesis and finds that the 

data is approximately normally distributed. Equally, all the values of skewness and kurtosis lie 

within normal bounds. This is further confirmed by the bell shaped normality distribution 

histogram displayed on Figure. A1, Figure. A2 and Figure. A3 in Appendix VI. 

4.3.2.4 Heteroscedasticity Test Results 

The existence of heteroscedasticity is tested using White (1980) test of heteroscedasticity. The 

choice of the white test over the Breusch Pagan Godfrey test is informed by the fact that the 

White test is a more general test with the ability to test non-linear forms of heteroscedasticity 

(Green, 2000). Moreover, the white test is applicable even when the error terms are not normally 

distributed. The test involves testing the null hypothesis that the error terms have a constant 

variance or the error terms are homoscedastic against the alternative hypothesis that the error 

terms are heteroscedastic. Table 4.6 exhibits the White heteroscedasticity test results. 

Table 4.6: White Heteroscedasticity Test Results 

Dependent Variable: Market Capitalization (Residuals) 

F-statistic 1.838954     Prob. F(14,33) 0.0745 

Obs*R-squared 21.03617     Prob. Chi-Square(14) 0.1007 

Dependent Variable: Market Turnover (Residuals) 

F-statistic 1.092819     Prob. F(14,33) 0.3986 

Obs*R-squared 15.20460     Prob. Chi-Square(14) 0.3643 

Dependent Variable: Market Index (Residuals) 

F-statistic 1.487804     Prob. F(14,33) 0.1703 

Obs*R-squared 18.57363     Prob. Chi-Square(14) 0.1819 

     
Source: Study data (2019) 

 

From the findings captured in Table 4.6 above, the Prob. Chi-Square has values greater than the 

significance level of 0.05. Hence the Chi-square P-value was insignificant at 0.05 level of 

significance. The study therefore fails to reject null hypothesis and finds that the error terms are 

homoscedastic or simply the error terms have a constant variance.  
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4.3.2.4 Autocorrelation Test Results 

The existence of serial correlation is tested using Breusch-Godfrey serial correlation LM test. 

Unlike the Durbin Watson Test that requires several assumptions to be fulfilled before it can be 

applied, the Breusch-Godfrey LM test is able to test several forms of auto correlation and is 

applicable even with lags in the dependent variable (Brooks, 2008). Further, the Breusch 

Godfrey LM test is applicable with autoregressive distributed lag models which are not the case 

with Durbin Watson test. The test involves testing the null hypothesis that there is no auto 

correlation or the residuals are not serially correlated. Table 4.7 below presents the Breusch-

Godfrey serial correlation LM test results. 

 

Table 4.7: Breusch-Godfrey Serial Correlation LM Test Results  

Dependent Variable: Market Capitalization (Residuals) 

F-statistic 10.47410     Prob. F(2,41) 0.0002 

Obs*R-squared 16.23152     Prob. Chi-Square(14) 0.0003 

Dependent Variable: Market Turnover (Residuals) 

F-statistic 20.36336     Prob. F(2,41) 0.0000 

Obs*R-squared 15.20460     Prob. Chi-Square(14) 0.0000 

Dependent Variable: Market Index (Residuals) 

F-statistic 48.68439     Prob. F(2,41) 0.0000 

Obs*R-squared 33.77714     Prob. Chi-Square(14) 0.0000 

     
Source: Study data (2019) 

  

Table 4.7 above indicates that the P-value of the F-statistic, with two and fourty one degrees of 

freedom, is greater than the significance level of 0.05. Hence, the P-value is significant at 0.05 

level of significance. The study therefore rejects the null hypothesis and finds that the residuals 

exhibited serial correlation. Consequently, the study subsequently adopted the modified standard 

error estimates to deal with serial correlation (Newey & West, 1987). The Newey- West 

procedure presents Heteroscedasticity and Autocorrelation Consistent (HAC) estimates that 

correct for the existence of both heteroscedasticity and autocorrelation simultaneously.   
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4.3.2.5 CUSUM Model Stability Test Results 

The CUSUM Model Stability Test has been used by the study to assess the stability of the model 

coefficients. The CUSUM test involves testing the null hypothesis that all the model coefficients 

are significant. Therefore if the plot of CUSUM statistic is within the critical bounds at the level 

of significance then the study fails to reject the null hypothesis and the study finds that model 

coefficients are stable (Adjasi & Biekle, 2005). However, if the plot of the CUSUM statistic lies 

outside the critical bounds at the level of significance then reject the null hypothesis. Figure 4.1 

presents the CUSUM test results with Market capitalization as the dependent variable (Model 

3.2a). 
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Figure 4.1: CUSUM Test Results with Market Capitalization as the Dependent Variable 

Source: Study Data (2019) 

 

Figure 4.1 indicates that the plot of CUSUM statistic is within the critical bounds at 0.05 level of 

significance. Hence the study fails to reject the null hypothesis and study finds that Model 3.2a 

coefficients are stable at 0.05 level of significance. Fig 4.2 Presents the CUSUM test results with 

Market Turnover as the dependent variable (Model 3.2b). 
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Figure 4.2: CUSUM test results with Market Turnover as the dependent variable 

Source: Study Data (2019) 

 

Figure 4.2 indicates that the plot of CUSUM statistic is within the critical bounds at 0.05 level of 

significance. Hence the study fails to reject the null hypothesis and study finds that Model 3.2b 

coefficients are stable at 0.05 level of significance. Fig 4.3 is a presentation of the CUSUM test 

results with Market Index as the dependent variable (Model 3.2c). 
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Figure 4.3: CUSUM test results with NSE All Share Index as the dependent variable 

 

Figure 4.3 indicates that the plot of CUSUM statistic is within the critical bounds at 0.05 level of 

significance. Hence the study fails to reject the null hypothesis and study finds that Model 3.2c 

coefficients are stable at 0.05 level of significance. 

 

4.3.4 Modified Least Square Regression Results 

The study is based on the assumption that foreign financial inflows have no significant effect on 

stock market development at the NSE, Kenya. The study tested and interpreted the null 

hypothesis at 0.05 level of significance. The first four objectives involve testing the direct effect 

of foreign direct investment, foreign equity portfolio investment, foreign debt portfolio 

investment and diaspora remittances on stock market development at the Nairobi Securities 

Exchange market. The dependent variable (stock market development) is measured using three 

indicators: Market capitalization (Model 3.2a), Market turnover (Model 3.2b) and Market Index 

(Model 3.2c). Hence the study findings are based on the effect of foreign financial inflows on 
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each of the three indicators of stock market development (Nwiado & Deekor, 2013; Mogaka, 

2017; Mwangi, 2014).  In view of the foregoing findings the study exhibited serial correlation 

and consequently the study adopts the Newey-West Modified Least Square regression model for 

estimation of parameters. Table 4.8 is a summary of the regression results with market 

capitalization as the dependent variable (Model 3.2a). 

 

Table 4.8: Foreign Financial inflows and  Market Capitalization 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.296437 0.113890 -2.602836 0.0130 

lnFEP -0.005886 0.010249 -0.574299 0.5691 

lnFDP 0.112379 0.053818 2.088142 0.0434 

lnREM 0.507893 0.055682 9.121334 0.0000 

C 2.826830 0.178169 15.86603 0.0000 

R-squared 0.825119    

Prob(F-statistic) 46.00234   0.0000 

Source: Study Data (2019) 

 

Table 4.8 above indicates an overall P-value of 0.000 with an R-squared of 0.85. The P-value of 

0.000 which is less than 0.05 implies that the model is significant at 0.05 level of significance 

and the study finds that foreign financial inflows have a significant effect on market 

capitalization as a measure of stock market development. Further, the variables in the model 

accounts for up to 82.5 percentage of the changes in market capitalization with the remaining 

17.5 percentage being accounted for by other factors outside the model. Foreign Direct 

Investment (FDI) has a coefficient of -0.296437. This implies that all other factors held constant 

a one percent increase in Foreign Direct Investment leads to 29.64 percent decline in market 

capitalization. While one percent increase in Foreign Debt Portfolio (FDP) leads to 11.24 percent 

increase in Market capitalization all factors held constant. Finally, a one percent increase in 

diaspora remittances leads to 50.79 percent increase in market capitalization with all other 
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factors held constant.  The effect of foreign equity portfolio inflows on market capitalization is 

however statistically insignificant at 0.05 level of significance. Table 4.9 presents a summary of 

the Newey-West Modified Least Square regression results with market turnover as the dependent 

variable (Model 3.2b). 

 

Table 4.9:  Foreign Financial Inflows and Market Turnover 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.619638 0.223767 -2.769118 0.0086 

lnFEP -0.012108 0.025954 -0.466528 0.6434 

lnFDP 0.320907 0.158493 2.024740 0.0498 

lnREM 0.359319 0.127728 2.813155 0.0076 

C 1.732881 0.357889 4.841948 0.0000 

R-squared 0.605041    

F-statistic 14.93611   0.0000 

Source: Study Data (2019) 

 

The findings on Table 4.9 above equally indicates a P-value of 0.000 which is less than 0.05 with 

an R-squared of 0.605041. Hence, the model is significant at 0.05 level of significance. The 

study therefore finds that foreign financial inflows have a significant effect on market turnover as 

a measure of stock market development. Further, the model explains up to 60.50 percent of the 

changes in market turnover with the remaining 39.50 percent being accounted for by other 

factors outside the model.  The specific coefficients indicate that Foreign Direct Investment 

(FDI) had a coefficient of -0.619638. This implies that all other factors held constant one percent 

increase in Foreign Direct Investment leads to 61.96 percent decline in market turnover.  

While one percent increase in Foreign Debt Portfolio (FDP) leads to 32.09 percent increase in 

Market turnover all factors held constant. Finally, a one percent increase in diaspora remittances 

leads to 35.93 percent increase in market turnover with all other factors held constant. The effect 
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of foreign equity portfolio inflows on market turnover was however insignificant at 0.05 level of 

significance. Table 4.10 presents a summary of the Newey-West Modified Least Square 

regression results with the market index (NASI) as the dependent variable (Model 3.2c). 

 

Table 4.10: Foreign Financial Inflows and the NSE All Share Index 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -2.051018 0.617232 -3.322931 0.0019 

lnFEP 0.226139 0.511635 0.441992 0.6609 

lnFDP 9.634737 5.631297 1.710927 0.0450 

lnREM 1.208843 0.236352 5.114581 0.0000 

C 108.8426 17.78743 6.119075 0.0000 

R-squared 0.749482    

F-statistic 29.16933   0.0000 

Source: Study Data (2019) 

 

The findings on Table 4.10 indicate a P-value of 0.000 which is less than 0.05 with an R-squared 

of 0.749482. Hence, the model 3.2c is significant at 0.05 level of significance. The study 

therefore finds that foreign financial inflows have a significant effect on the NSE All Share 

Index (NASI) as a measure of stock market development. Further, the model explains up to 

74.95 percent of the changes in market turnover with the remaining 25.05 percent being 

accounted for by other factors outside the model.  The specific coefficients indicate that Foreign 

Direct Investment (FDI) had a coefficient of -2.051018. This implies that all other factors held 

constant one unit increase in Foreign Direct Investment leads to 2.05 units decline in the NASI. 

Equally, Foreign Debt Portfolio (FDP) had a coefficient of 9.634737 therefore a unit increase in 

FDP leads to a 9.63 units increase in the NASI all factors held constant. Finally, a one unit 

increase in diaspora remittances leads to a 1.2 units increase in the NASI with all other factors 

held constant. The effect of foreign equity portfolio inflows on the NSE All Share Index was 
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however insignificant at 0.05 level of significance. Below is a detailed discussion of the study 

findings and a detailed interpretation of the findings in line with the study objectives. 

 

4.3.4.1 Effect of Foreign Direct Investment on Stock Market Development 

The study first sought to establish the direct effect of foreign direct investment inflow and stock 

market development at the Nairobi Securities Exchange, Kenya. The hypothesis seeks to 

determine whether foreign direct investment has a statistically significant effect on stock market 

development at the Nairobi Securities Exchange. The Null hypothesis is given as:  

H01: Foreign direct investment has no significant effect on stock market development at the 

Nairobi Securities Exchange, Kenya 

The findings on Table 4.8 demonstrate the effect of foreign direct investment on market 

capitalization as an indicator of stock market development at the Nairobi Securities Exchange. 

Table 4.08 indicates that foreign direct investment a P-value of 0.0130. Since the P-value of 

0.0130 is less than 0.05, the effect of foreign direct investment on market capitalization is 

statistically significant at 0.05 level of significance. The null hypothesis is hereby rejected and 

the study finds that foreign direct investment has a statistically significant effect on stock market 

development at the Nairobi Securities Exchange as indicated by market capitalization. The 

findings on Table 4.9 demonstrate the effect of foreign direct investment on market turnover as 

an indicator of stock market development at the Nairobi Securities Exchange.  

The findings on Table 4.9 further indicate that foreign direct investment had a P-value of 0.0086. 

Since the P-value of 0.0086 is less than 0.05, the effect of foreign direct investment on market 

turnover is statistically significant at 0.05 level of significance. This further provides evidence to 

reject the null hypothesis and therefore the study finds that foreign direct investment has a 

significant effect on stock market development as measured using market turnover. Table 4.10 
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indicates the effect of foreign direct investment on the NSE All Share index as a measure of 

stock market development at the Nairobi Securities Exchange. Foreign direct investment has a P-

value of 0.0019 which is less than 0.05. Hence, the effect of foreign direct investment on the 

NSE All Share index is statistically significant at 0.05 level of significance. The study therefore 

rejects the null hypothesis and finds that foreign direct investment has a significant effect on 

Stock Market development as measured using the NSE All Share Index.  

These findings imply that increased foreign direct investment in Kenya leads to a significant 

decline in stock market development at the Nairobi Securities Exchange. The findings therefore 

support the assertion made by Shahbaz et al., (2015) and Munene (2016) who found a significant 

negative effect of FDI on stock market development in Pakistan and Kenya respectively. The 

Kenyan Vision 2030 aims at increasing foreign direct investment in order to attain and sustain a  

private sector investment to GDP ratio of 24 percent by 2030 (Republic of Kenya, 2007). 

However, increased foreign direct investment leads to exposure of domestic markets to global 

volatility and therefore destabilize stock market development in emerging capital markets (Ang, 

2008; Law,2008).  

In view of these finding therefore the Kenyan government, the national assembly and other 

policy maker need to reconsider the negative effects of foreign direct investment especially on 

stock market development. However, the findings are a contradiction to the findings made by 

Adams  & Tweneboah (2009) and Idenyi et al.,(2016) who found the existence of significant 

relationship between FDI and stock market development in Ghana and Nigeria respectively. 

They assert that increased foreign direct investment leads to increased capital availability leading 

to increased investment in the capital markets and consequently leading to stock market 

development.  
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This finding further supports the theory of FDI dependence (Todaro & Smith, 2003). However, 

the findings are a contradiction to the theory of monopolistic advantage (Hymer,1979). The 

proponents of the FDI dependence theory however contend that since the MNC from developed 

economies are endowed with superior and sophisticated technology they are often likely to out 

compete the domestic micro businesses through application of sophisticated production 

technology (Idenyi et al, 2016). This eventually leads to destruction of the domestic industries 

and capital markets. The earnings and dividends from this multinationals are repatriated back to 

their home countries with very little being reinvested in the host countries.  

Further, the superior labour saving equipment applied by the MNC has led to low demand for 

labour leading to increased unemployment, low income, reduced savings and investment in 

capital markets. However, according to the monopolistic advantage theory foreign firms, often 

from advanced markets, possess monopolistic advantage over the domestic firms in developing 

markets. Multi-National Companies (MNCs) have a greater competitive advantage due to greater 

technological Knowledge, managerial skills, industrial organization and product knowledge 

(Shenkar, 2007). Thus foreign firms are able to operate more profitably than the domestic firms 

and hence leading to stock market development.  

4.3.4.2 Effect of Foreign Equity Portfolio on Stock Market Development 

Secondly, the study sought to determine the effect of foreign equity portfolio investment on 

stock market development. The hypothesis seeks to establish the effect foreign equity portfolio 

on stock market development at the Nairobi Securities Exchange. The Null hypothesis is given 

below: 

H02: Foreign Equity Portfolio Investment has no significant effect on Stock Market 

Development at The Nairobi Securities Exchange, Kenya 
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The findings on Table 4.08 demonstrate the effect of foreign equity portfolio inflows on market 

capitalization as an indicator of stock market development at the Nairobi Securities Exchange. 

Table 4.08 indicate that foreign equity portfolio has a P-value of 0.5691. The P-value of 0.5691 

is greater than 0.05 and therefore the effect of foreign equity portfolio investment on stock 

market development is not statistically significant at 0.05 level of significance. The study 

therefore fails to reject the null hypothesis and finds that foreign equity portfolio has no 

significant effect on stock market development at the Nairobi Securities Exchange as measured 

using market capitalization. The findings on table 4.09 equally demonstrate the effect of foreign 

equity portfolio on market turnover as a measure of stock market development. The findings 

indicate that foreign equity portfolio has a P-value of 0.6434. The P-value of 0.6434 is greater 

than 0.05 and therefore the study finds that foreign equity portfolio has no significant effect on 

market turnover as a measure of stock market development at the Nairobi securities exchange.. 

Table 4.10 further indicates the effect of foreign equity portfolio on market turnover as an 

indicator of stock market development at the Nairobi Securities Exchange. The findings indicate 

that foreign equity portfolio has a P-value of 0.6609 which is greater than 0.05 and therefore the 

study finds that foreign equity portfolio has no significant effect on stock market development at 

the Nairobi Securities Exchange as measured by the NSE All Share Index.  

This findings are in tandem with the findings of Adebebisi et al.,(2017) and Boboye et al.,(2017) 

who found that foreign equity portfolio flows had no significant effect on development of the 

Nigerian Capital Market. However, these findings are not in line with the findings of Gachanja 

and Kosimbei (2018) who found a significant positive relationship between foreign equity 

portfolio flows and stock market returns as measured using the NSE 20 share index. Notably the 

NSE 20 share index, unlike the NSE All Share index which is a composite index of all firms, is a 
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sample consisting of 20 blue chip companies. The use of a biased sample of 20 firms in a market 

consisting of 67 firms will obviously yield biased results (Osoro and Jagongo, 2014). 

Further, the findings support of Neo Classical Theory of investment (Gordon, 2015). The theory 

contends that multi- national companies are arbitrageurs aiming at taking advantage of the 

locational differences in rates of returns in various countries to move capital from low return to 

high return countries. Thus foreign investors are mostly driven by the need to diversify their risk 

portfolio and hence take advantage of the high return in emerging markets (Allen et al., 2010). 

Unlike Foreign Debt Portfolio that is associated with fixed return, Foreign Equity Portfolio 

returns vary depending on market conditions. Thus the bullish market run may succeed in the 

short run however; when the markets eventually stabilize in the long run such investors often 

realize that they may not attain the high returns initially anticipated thus pull out of the market 

immediately leading to shocks (Nyangoro, 2013). Selling of securities in the form of Foreign 

Equity Portfolio and pulling out of the market when the market does not yield expected returns 

or during harsh economic times is easier than disposing off Foreign Direct Investment. Hence, 

making Foreign Equity Portfolio more volatile and less significant effect on development of the 

stock market. The insignificance of Foreign Equity Portfolio effect on stock market development 

can equally be attributed to the foreigners’ lack of confidence on locally managed companies 

(Boboye et al., 2013). 

4.3.4.3 Effect of Foreign Debt Portfolio on Stock Market Development 

Thirdly, the study sought to establish the effect of foreign debt portfolio investment on stock 

market development at the NSE, Kenya. The hypothesis seeks to assess the effect of foreign debt 

portfolio investment on stock market development at the Nairobi Securities Exchange. The Null 

hypothesis is given as: 
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H03: Foreign Debt Portfolio Investment has no Significant Effect on Stock Market 

Development at the Nairobi Securities Exchange, Kenya 

Table 4.8 shows the effect of foreign debt portfolio on market capitalization as a measure of 

stock market development at the Nairobi Securities Exchange market. The findings indicate that 

foreign debt portfolio has a P-value of 0.0434. This demonstrates that foreign debt portfolio has a 

significant effect on market capitalization since the P-value of 0.0434 is less than 0.05. The study 

therefore rejects the null hypothesis and finds that foreign debt portfolio has a significant effect 

on Market Capitalization as an indicator of stock market development. Equally, foreign debt 

portfolio has a significant effect on market turnover as exhibited by Table 4.9 with a P-value of 

0.0498. Since of 0.0498 is less than 0.05 the study rejects the null hypothesis and finds that 

foreign debt portfolio has a significant effect on stock market development as measured using 

market turnover. The effect of foreign debt portfolio on stock market development as measured 

using the NSE All Share index is equally significant with a P-value of 0.0450 less than 0.05 level 

of significance as demonstrated by Table 4.10. This finding compliment the findings made by 

Mandaci et al.,(2014) and that of Nwiado and Deekor (2013) who identified a positive 

significant effect of foreign debt portfolio on stock market development in selected Asian 

countries and Nigeria respectively. 

According to Existing theory the participation of foreign investors in the domestic bond market 

increases liquidity and lowers the national yield (Clement et al., 2005). However excessive 

participation may result into excess volatility of the local bond market especially during periods 

of global financial crisis such as during the period of the Russian and Asian financial crisis 

(Nwiado & Deekor, 2013). Hence the findings further collaborates the tradeoff theory that 

contends that firms attain an optimum capital structure by balancing the tax shield benefits and 
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the cost of financial distress (Fama & French, 2002). Increase of debt leads to decrease in 

weighted average cost of capital (WACC) and increase in the firms’ value up to an optimum debt 

level (Arnold, 2008). However, beyond the optimum debt level the cost of debt is greater than 

the benefit of debt hence leading to decline in the value of the firms. 

4.3.4.4 Effect of Diaspora Remittances on Stock Market Development 

The fourth objective of the study sought to investigate the effect of diaspora remittance and stock 

market development at the NSE, Kenya. The hypothesis seeks to establish whether diaspora 

remittances have a statistically significant effect on stock market development at the Nairobi 

Securities Exchange. The Null hypothesis is given as: 

H04: Diaspora Remittances have no Significant Effect on Stock Market Development at The 

Nairobi Securities Exchange, Kenya 

The findings on Table 4.8 exhibit the effect of diaspora remittances on market capitalization as 

an indicator of stock market development at the Nairobi Securities Exchange. The findings 

support the existence of a significant relationship between diaspora remittance and market 

capitalization as a measure of stock market development. Diaspora remittance has a P-value of 

0.0000. Since 0.0000 is less than 0.05 the null hypothesis is rejected at 0.05 level of significance. 

Equally, Table 4.9 indicates the effect of diaspora remittances on market turnover as an indicator 

of stock market development at the Nairobi Securities Exchange. The findings indicate that 

diaspora remittance has a P-value of 0.0076 less than 0.05 level of significance. Hence, the null 

hypothesis is hereby rejected and the study finds that diaspora remittances have a significant 

effect on stock market development as measured using market turnover.  

Table 4.10 further indicates the effect of diaspora remittances on stock market development as 

measured using the NSE All Share index. The findings indicate that diaspora remittance has a P-
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value of 0.0000 less than 0.05 level of significance. This further providing evidence to reject the 

null hypothesis and find that diaspora remittances have a statistically significant effect on stock 

market development as measured using the NSE All Share Index. These findings are supported 

by Njoroge (2014) and Gitagia & Kabiru (2014) who found significant positive effect of diaspora 

remittances on stock market development in Kenya.  

The findings imply that increased diaspora remittances have a significant positive effect on stock 

market development. Therefore in line with the Kenyan foreign policy, the Kenyan government 

and the Capital Markets Authority should harness the wealth, knowledge and expertise of the 

Kenyans in the diaspora (Republic of Kenya, 2014). The findings equally support existing theory 

of pure self-interest (Lukas and Stark, 1985). According to this theory an emigrant sends 

remittances with the aspiration to inherit or makes investments for the future with the intention to 

return home in future and derive benefits from such investments.  

According to the World Bank (2010) Diaspora remittances have become such an important 

source of the external finance to the developing countries and its contribution towards 

development cannot be ignored. The value of diaspora remittances has increased rapidly in 

recent years even exceeding the amount of foreign direct investment in most developing 

countries (Raza & Jawaid, 2012). This explains the significant contribution of diaspora 

remittances towards the growth in the size and liquidity of the stock market. Remittances are 

person to person and are therefore targeted to the individual needs of the recipients. Equally, 

diaspora remittances are less susceptible to bureaucratic bottlenecks and corruption (Ratha and 

Mohapata, 2007). 
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4.3.5 Mediation Effect Test Results 

The fifth hypothesis involved assessing the mediation effect of foreign investor participation on 

the relationship between foreign financial inflows and stock market development at the NSE, 

Kenya. The study uses the Barron and Kenny (1986) regression model in testing the mediating 

effect of foreign investor participation. The Null hypothesis is given as: 

H05: Foreign Investor Participation has no significant mediating effect on the relationship 

between Foreign Financial Inflows and Stock Market Development at The Nairobi 

Securities Exchange, Kenya 

The test involves four steps: first, the dependent variables were regressed on the independent 

variables as shown in model 3.02a, 3.02b and 3.02c. This is to test whether indeed the foreign 

financial flows are significant predictors of the stock market development. The findings on Table 

4.08, Table 4.09 and Table 4.10 indicate that indeed foreign financial inflows are significant 

predictors of stock market development. Thus meeting the first criteria of mediation that requires 

the effect of the independent variable on the dependent variable should be statically significant. 

The Second criterion of mediation demands that the effect of the independent variables on the 

mediator should be statically significant. Hence, foreign investor participation was regressed on 

foreign financial investment inflows to determine whether the foreign financial flows are 

significant predictors of foreign investor participation (Model 3.03). The findings of foreign 

investor participation regressed on foreign financial investment inflows are summarized on Table 

4.11below. 
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Table 4.11: Foreign Investor Participation Regressed on Foreign Financial Inflows 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI 0.457216 0.265177 1.724191 0.0926 

lnFEP 0.051289 0.027965 1.834045 0.0743 

lnFDP 0.052180 0.102891 0.507134 0.6149 

lnREM 0.687043 0.186125 3.691308 0.0007 

C 0.032466 0.529475 0.061318 0.9514 

R-squared 0.656942    

F-statistic 18.67085   0.0000 

Source: Study Data (2019) 

The findings on Table 4.11 above indicate an overall P-value of 0.0000. The P-value of 0.0000 is 

less than 0.05 level of significance. Therefore, the P-value is statistically significant at 0.05 level 

of significance. The R-squared of 65.69 percent implies that foreign financial inflows explain up 

to 69.69 percent of the changes in foreign investor participation. Thus foreign financial inflows 

are a significant predictor of foreign investor participation. Model 3.03 therefore meets the 

requirement of the second criteria of mediation that requires the independent variables to be 

significant predictors of the mediator variable. The third step involved estimating the effect of 

the mediator variable (Foreign investor participation) on the dependent variable (stock market 

development) as shown in models 3.04a, 3.04b and 3.04c. This was to test whether the mediator 

was a significant predictor of the dependent variable. The findings are summarized on tables 

4.12, Table 4.13 and Table 4.14. Table 4.12 is a summary of market capitalization regressed on 

the mediator variable (foreign investor participation). 

Table 4.12: Market Capitalization Regressed on Foreign Investor Participation 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFIP 0.454617 0.127239 3.572929 0.0009 

C 2.423587 0.214912 11.27712 0.0000 

R-squared 0.359298    

F-statistic 23.55314   0.0017 

Source: Study Data (2019) 
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Table 4.12 displayed above indicate that Foreign Investor Participation (FIP) has a P-value of 

0.0009 with an R-squared of 35.93 percent. The P-value of 0.0009 is less than 0.05 level of 

significance. Further, foreign investor participation explains up to 35.93 percent of changes in 

market capitalization. Hence, foreign investor participation is statistically significant at 0.05 level 

of significance. The study therefore finds that Foreign Investor Participation is a statistically 

significant predictor of Market Capitalization as a measure of stock market development. Table 

4.13 below presents a summary from the results of Market Turnover regressed on mediating 

variable (Foreign Investor Participation). 

 

Table 4.13: Market Turnover Regressed on Foreign Investor Participation 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFIP 0.358184 0.188686 1.898313 0.0445 

C 0.879799 0.325817 2.700287 0.0099 

R-squared 0.224594    

F-statistic 5.977733   0.0187 

Source: Study Data (2019) 

Table 4.13 displayed above indicate that Foreign Investor Participation (FIP) has a P-value of 

0.0445 with an R-squared of 22.46 percent. The P-value of 0.0009 is less than 0.05 level of 

significance. Further, foreign investor participation explains up to 22.46 percent of changes in 

market capitalization. Hence, foreign investor participation is statistically significant at 0.05 level 

of significance. The study therefore finds that Foreign Investor Participation is a statistically 

significant predictor of market turnover as a measure of stock market development. Table 4.14 

below presents a summary from the results of NSE all share index regressed on mediating 

variable (Foreign Investor Participation). 
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Table 4.14: NSE All Share Index Regressed on Foreign Investor Participation 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFIP 0.274566 0.118263 2.321660 0.0252 

C 1.600533 0.201367 7.948340 0.0000 

R-squared 0.220905    

F-statistic 11.90867   0.0012 

Source: Study Data (2019) 

Table 4.14 indicates that Foreign Investor Participation (FIP) has a P-value of 0.0252 with an R-

squared of 22.09 percent. The P-value of 0.0252 is less than 0.05 level of significance. Further, 

foreign investor participation explains up to 22.09 percent of changes in NSE all share index. 

Hence, foreign investor participation is statistically significant at 0.05 level of significance. The 

study therefore finds that Foreign Investor Participation is a statistically significant predictor of 

the NSE all-share index as a measure of stock market development.  

 

The fourth step involved estimating the effect of the independent variables (Foreign financial 

inflows) including the mediating variable (foreign investor participation) as one of the 

explanatory variables on the dependent variable (stock market development) as shown in models 

3.05a, 3.05b and 3.05c. This was to test whether foreign investor participation was significant as 

a mediator in the relationship between foreign financial inflow and stock market development in 

Kenya. The findings are summarized on tables 4.15, Table 4.16 and Table 4.17. Table 4.15 is a 

summary of the findings from market capitalization regressed on foreign financial inflows with 

the introduction of foreign investor participation as the mediator variable.    

 

 

 



108 
 

 
 

Table 4.15: Market Capitalization Regressed on Foreign Financial Inflows Including 

Mediating Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.359600 0.153291 -2.345868 0.0243 

lnFEP -0.012972 0.010656 -1.217356 0.2310 

lnFDP 0.105171 0.052904 1.987958 0.0541 

 lnREM 0.412980 0.077144 5.353397 0.0000 

         lnFIP 0.138147 0.096773 1.427540 0.1616 

C 2.822345 0.157102 17.96509 0.0000 

R-squared 0.836501    

F-statistic 38.88357   0.0000 

Source: Study Data (2019) 

The findings on table 4.15 above indicate that Foreign Investor Participation (FIP) has a P-value 

of 0.1616. The P-value of 0.1616 is greater than 0.05 level of significance. Hence, foreign 

investor participation is statistically not significant at 0.05 level of significance. The study 

therefore finds that Foreign Investor Participation is not a statistically significant a mediator in 

the between foreign financial inflows and Market Capitalization as a measure of stock market 

development in Kenya. Table 4.16 below presents a summary from the results of Market 

turnover regressed on foreign financial inflows with the inclusion of foreign investor 

participation as a mediating variable. 

Table 4.16: Market Turnover Regressed on Foreign Financial Inflows Including Mediating 

Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.603712 0.266864 -2.262249 0.0295 

lnFEP -0.010322 0.025414 -0.406146 0.6869 

lnFDP 0.322725 0.159980 2.017283 0.0508 

lnREM 0.383249 0.165982 2.308982 0.0265 

lnFIP 0.034831 0.162429 0.214436 0.8314 

C 1.734011 0.360143 4.814781 0.0000 

R-squared 0.605445    

F-statistic 11.66222   0.0001 

Source: Study Data (2019) 
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Equally, Foreign Investor Participation (FIP) in Table 4.16 has a P-value of 0.8314. The P-value 

of 0.8314 is greater than 0.05. Therefore foreign investor participation is not a significant 

mediator in the relationship between foreign financial inflows and Market Turnover (MTNR) as 

a measure of stock market development. Model 3.05b therefore fails to meet the forth 

requirement of mediation that requires that foreign investor participation to be a significant as a 

mediator in the relationship between foreign financial inflows and stock market development. 

Table 4.17 presents a summary of the result from the NSE All Share index regressed on foreign 

financial inflows including the foreign financial inflows as the mediating variable. 

 

Table 4.17: NSE All Share Index Regressed on Foreign Financial Inflows Including 

Mediating Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.363470 0.144784 -2.510427 0.0164 

lnFEP -0.011785 0.009843 -1.197294 0.2386 

lnFDP 0.092052 0.052111 1.766464 0.0854 

lnREM 0.283058 0.074601 3.794300 0.0005 

lnFIP 0.068776 0.087675 0.784443 0.4376 

C 2.006203 0.152949 13.11684 0.0000 

R-squared 0.767779    

F-statistic 25.12746   0.0000 

Source: Study Data (2019) 

 

Foreign Investor Participation (FIP) in Table 4.17 has a P-value of 0.4376. The P-value of 

0.4376 is greater than 0.05. Hence Foreign Investor Participation was not a significant predictor 

of NSE All Share index as a measure of stock market development. Model 3.05c therefore fails 

to meet the fourth requirement of mediation that requires the mediator variable to have a 

significant mediation effect in the relationship between the independent variable and the 

dependent variable.  
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The fourth step, equally involved making a decision on whether FIP has a complete, partial or no 

mediation effect on the relationship between foreign financial investment inflows and stock 

market development. The decision criteria set out on table 3.1 was applied in making the 

decision on whether Foreign Investor Participation has a significant mediation effect on the 

relationship between foreign financial inflows and stock market development. Since the third 

mediation criteria was not met by model 3.05a, 3.05b and 3.05c the study fails to reject the null 

hypothesis and finds that Foreign Investor Participation does not have a significant mediation 

effect on the relationship between foreign financial inflows and stock market development. 

However the findings indicate that foreign investor participation is significant as a predictor  

variable in stock market development in Kenya. These findings are consistent with the findings 

of Nyangoro (2013) but contradict the findings of Koskei (2017). 

 

4.3.6 Moderation Effect Test Results 

The sixth hypothesis sought to assess the moderation effect of political risk on the relationship 

between the foreign financial inflows and the stock market development in Kenya by adopting 

the Whisman and McClelland (2005) two step moderation tests. According to Kraemer et al., 

(2001) this test is applicable when establishing the moderating effect of a variable on the 

relationship between the independent variables and dependent variable. The null hypothesis is 

given as:  

H06: Political Risk has no significant moderating effect on the relationship between Foreign 

Financial Inflows and Stock Market Development at The Nairobi Securities Exchange, 

Kenya. 

To determine the moderation effect of political risk on the relationship between foreign financial 

inflows and stock market development: first, political risk is introduced as an explanatory 
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variable as shown in Model 3.06a, Model 3.06b and Model 3.06c. Table 4.18, Table 4.19 and 

Table 4.20 shows the results of stock market development regressed on foreign financial inflows 

including political risk as an explanatory variable. Table 4.18 is a summary of the results from 

Market capitalization regressed on foreign financial inflows including political risk as a 

dependent variable. 

 

Table 4.18: Market Capitalization Regressed on Foreign Financial Inflows Including 

Political Risk as an Explanatory Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.294383 0.116018 -2.537384 0.0154 

lnFEP -0.007598 0.009297 -0.817293 0.4189 

lnFDP 0.111169 0.054182 2.051769 0.0471 

lnREM 0.505733 0.055094 9.179403 0.0000 

lnPRI -0.040413 0.065228 -0.619561 0.5392 

C 2.817698 0.180640 15.59841 0.0000 

R-squared 0.825934    

F-statistic 36.06156   0.0000 

Source: Study Data (2019) 

 

Table 4.18 above indicates that model 3.06a is significant with a P-value of 0.0000 and an R-

squared of 82.59 percent whereas political risk has a P-value of 0.5392 which is greater than 0.05 

level of significance. Hence political risk was insignificant as an explanatory variable in Model 

3.06a. Hence political risk meets the first criteria of moderation that requires that a variable 

should not be significant as an explanatory variable. Table 4.19 presents the results of Market 

Turnover regressed on foreign financial inflows including political risk as an explanatory 

variable. 
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Table 4.19: Market Turnover  regressed on Foreign Financial Inflows including Political 

Risk as an Explanatory Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.618232 0.224253 -2.756848 0.0089 

lnFEP -0.013280 0.024019 -0.552894 0.5836 

lnFDP 0.320079 0.160149 1.998641 0.0528 

lnREM 0.357841 0.127356 2.809776 0.0078 

lnPRI -0.027646 0.193081 -0.143185 0.8869 

C 1.726633 0.359008 4.809463 0.0000 

R-squared 0.605254    

F-statistic 11.65288   0.0000 

Source: Study Data (2019) 

Table 4.19 above indicates that model 3.05b is significant with a P-value of 0.0000 while 

political risk has a P-value of 0.8869 which is greater than 0.05 level of significance. Hence 

political risk is insignificant as an explanatory variable and can therefore moderate the 

relationship between foreign financial inflows and stock market development. Hence meets the 

first criteria of moderation that requires that a variable should not be significant as an 

explanatory variable. Table 4.20 presents the results of the NSE All Share index regressed on 

foreign financial inflows including political risk as an explanatory variable. 

 

Table 4.20: NSE All Share Index  Regressed on Foreign Financial Inflows including 

Political Risk as an Explanatory Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.333174 0.107148 -3.109487 0.0035 

lnFEP -0.007299 0.008797 -0.829678 0.4119 

lnFDP 0.096317 0.053893 1.787209 0.0819 

lnREM 0.331519 0.051378 6.452533 0.0000 

lnPRI 0.022616 0.057994 0.389965 0.6987 

C 2.013546 0.163867 12.28766 0.0000 

R-squared 0.763454    

F-statistic 24.52906   0.0000 

 

Source: Study Data (2019) 
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Table 4.20 above indicates that model 3.06c is significant with a P-value of 0.0000 while 

political risk has a P-value of 0.6987 which is greater than 0.05 level of significance. Thus 

political risk is insignificant as an explanatory variable. Hence meets the first criteria of 

moderation that requires that a variable should not be significant as an explanatory variable. The 

second step involved introduction of political risk as a moderator as demonstrated by models 

3.07a, 3.07b and 3.07c. Table 4.21, Table 4.22 and Table 4.23 is a summary of stock market 

development regressed on foreign financial inflows including political risk as a moderating 

variable. Table 4.21 is a summary of the results of market capitalization regressed on foreign 

financial inflows introducing political risk as a moderating variable.  

 

Table 4.21: Market Capitalization regressed on Foreign Financial Inflows including 

Political Risk as a Moderating Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.500154 0.122199 -4.092962 0.0002 

lnFEP 0.022351 0.023886 0.935727 0.3560 

lnFDP 0.139777 0.067902 2.058513 0.0473 

lnREM 0.414957 0.068835 6.028298 0.0000 

lnPRI 1.518339 0.637934 2.380089 0.0631 

lnFDI*lnPRI -0.609078 0.482903 -1.261283 0.2158 

lnFEP*lnPRI 0.236136 0.202331 1.167079 0.2513 

lnFDP*lnPRI 0.267118 0.384246 0.695175 0.4917 

lnREM*lnPRI -0.625759 0.338383 -1.849263 0.0731 

C 3.181892 0.215461 14.76782 0.0000 

R-squared 0.841648    

F-statistic 20.07899   0.0000 

Source: Study Data (2019) 

 

Table 4.21 above indicates that model 3.06a is significant with a P-value of 0.0000 and an R-

squared of 84.16 percent while political risk has a P-value of 0.0631 hence insignificant at 0.05 

level of significance. Equally, all the coefficients of the interactive terms are greater than 0.05 

and therefore insignificant. Comparing this scenario with the decision criteria set out on Table 
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3.2 the study fails to reject the null hypothesis and finds that  political risk is not significant as a 

moderating variable in the relationship between foreign financial inflows and market 

capitalization as a measure of stock market development. Table 4.22 presents the findings of 

market turnover regressed on foreign financial inflows including political risk a Moderating 

variable. 

 

Table 4.22:  Market Turnover Regressed on Foreign Financial Inflows including Political 

Risk A Moderating Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -1.200325 0.264914 -4.531004 0.0001 

lnFEP 0.012217 0.054189 0.225448 0.8230 

lnFDP 0.310158 0.217362 1.426920 0.1627 

lnREM 0.325793 0.172245 1.891444 0.0671 

lnPRI 3.054522 1.620990 1.884356 0.0681 

lnFDI*lnPRI -2.084653 1.313407 -1.587210 0.1217 

lnFEP*lnPRI 0.175618 0.435733 0.403040 0.6894 

lnFDP*lnPRI 0.227336 0.830086 0.273870 0.7858 

lnREM*lnPRI -0.383106 0.630427 -0.607694 0.5474 

C 2.491278 0.372792 6.682760 0.0000 

R-squared 0.642540    

F-statistic 6.790610   0.0016 

Source: Study Data (2019) 

 

Table 4.22 above indicates that model 3.07b is significant with a P-value of 0.0016 and an R-

squared of 64.25 percent However, political risk has a P-value of 0.0681 hence insignificant at 

0.05 level of significance. Moreover, all the coefficients of the interactive terms are greater than 

0.05 and therefore insignificant. Consequently, in accordance with the  decision criteria set out 

on Table 3.2 political risk is not significant as a moderating variable in the relationship between 

foreign financial inflows and market turnover as a measure of stock market development. 4.23 is 

a summary of the NSE All Share index regressed on foreign financial inflows including political 

risk as a moderating variable. 
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Table 4.23: NSE All Share Index Regressed On Foreign Financial Inflows Including 

Political Risk As A Moderating Variable 

Variable Coefficient Std. Error t-Statistic Prob. 

lnFDI -0.417853 0.106631 -3.918664 0.0004 

lnFEP -0.014684 0.032472 -0.452193 0.6540 

lnFDP 0.018185 0.168653 0.107823 0.9148 

lnREM 0.380211 0.158408 2.400192 0.0220 

lnPRI 0.182207 1.785911 0.102025 0.9193 

lnFDI*lnPRI -0.265470 0.675487 -0.393006 0.6968 

lnFEP*lnPRI -0.049730 0.233216 -0.213234 0.8324 

lnFDP*lnPRI -0.272131 0.758537 -0.358757 0.7220 

lnREM*lnPRI 0.175586 0.649960 0.270149 0.7887 

C 2.065408 0.318161 6.491715 0.0000 

R-squared 0.770130    

F-statistic 12.65664   0.0016 

Source: Study Data (2019) 

 

Table 4.23 above indicates that model 3.07c is significant with a P-value of 0.0016 less than 0.05 

level of significance while political risk has a P-value of 0.9193 greater than 0.05 significance 

level. Hence political risk has an insignificant moderating effect on the relationship between 

Foreign Financial Inflows and Market Turnover. Equally, all the coefficients of the interactive 

terms are greater than 0.05 hence insignificant. Applying the criteria set out on table 3.2 the 

study finds that political risk has an insignificant moderating effect on the relationship between 

foreign financial inflows and the NSE all-share index as a measure of stock markets development 

in Kenya. 

 

The findings demonstrated above therefore indicate that political risk is insignificant both a 

predictor of stock market development and as a moderating variable in the relationship between 

foreign financial inflows and stock market development in Kenya. These findings contradict the 

findings of Yartey (2008) and Enrico & Oijen (2001). Both studies had investigated the effect of 

political risk on stock market development in emerging economies. The findings of these studies 
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had provided evidence of a strong link between political risk and stock market development in 

emerging capital markets.  

 

4.3.7 Cointergration Test Results 

The Autoregressive Distributed Lag (ARDL) bound test proposed by Pesaran and Shin (1999) 

and Pesaran et al.,(2001) was applied by the study to test for the existence long run 

cointergration. Unlike other methods of cointergration such as Engle and Granger (1987) and the 

Johansen test (1991), ARDL is appropriate when the variables are intergrated  of order I(0) or 

intergrated of order I(I) but not intergrated of order I(2). Information about the appropriate 

number of lags is important since the criteria applied in selection of the appropriate lag length 

will affect the value of the F-statistic obtained from the model (Shahbaz, 2015). Hence, before 

estimating the long run coefficients the study determined the optimum number of lags. Table 

4.24 presents the lag length selection criteria applied by the study.  

 

Table 4.24: Lag Order Selection Criteria 

Endogenous variable:lnMCAP lnFDI lnFEP 
lnFDP lnREM    
Exogenous variables: C      
Sample: 2008Q1 2018Q4     
Included observations: 41     

       
        Lag LogL LR FPE AIC SC HQ 

       
       0  40.46720 NA   1.22e-07 -1.730107 -1.521135 -1.654011 

1  194.0311  262.1823  2.33e-10 -8.001517  -6.747684* -7.544940 

2  221.8177  40.66336  2.15e-10 -8.137450 -5.838756 -7.300393 

3  267.0738   55.19036*   9.32e-11*  -9.125552* -5.781997  -7.908014* 

       
        * indicates lag order selected by the criterion    

 LR: sequential modified LR test statistic (each test at 5% level   

 FPE: Final prediction error     

 AIC: Akaike information criterion     

 SC: Schwarz information criterion     

 HQ: Hannan-Quinn information criterion 
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Endogenous variable: lnTNVR lnFDI lnFEP 

lnFDP lnREM     

Exogenous variables: C      

Sample: 2008Q1 2018Q4     

Included observations: 41     

       
        Lag LogL LR FPE AIC SC HQ 

       
       0  11.57061 NA   4.99e-07 -0.320517 -0.111545 -0.244421 

1  150.3407  236.9245  1.96e-09 -5.870277 3.049310  -5.413700* 

2  169.1936  27.58969  2.80e-09 -5.570422 -3.271727 -4.733364 

3  211.0537   51.04890*   1.43e-09*  -6.392865*  -4.616444*- -5.175327 

       
        * indicates lag order selected by the criterion    

 LR: sequential modified LR test statistic (each test at 5% level    

 FPE: Final prediction error     

 AIC: Akaike information criterion     

 SC: Schwarz information criterion     

 HQ: Hannan-Quinn information criterion 

    

Endogenous variables: lnNASI lnFDI lnFEP 

lnFDP lnREM    

Exogenous variables: C      

Sample: 2008Q1 2018Q4     

Included observations: 41     

       
        Lag LogL LR FPE AIC SC HQ 

       
       0  43.54888 NA   1.05e-07 -1.880433 -1.671461 -1.804337 

1  193.7387  256.4217  2.36e-10 -7.987255 -5.451091 -7.530678 

2  217.8511  35.28648  2.61e-10 -7.943959 -5.645264 -7.106901 

3  260.2903   51.75501*   1.30e-10*  -8.794647*  -6.733422*  -7.577108* 

       
        * indicates lag order selected by the criterion    

 LR: sequential modified LR test statistic (each test at 5% 

level)   

 FPE: Final prediction error     

 AIC: Akaike information criterion     

 SC: Schwarz information criterion     

 HQ: Hannan-Quinn information criterion 

    

Source: Study Data (2019) 
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The optimum number of lags is selected on the basis of the lowest values of Akaike information 

criterion (AIC), Schwarz information criterion (SC) and Hannan-Quinn information criterion 

(HC). From the findings demonstrated in Table 4.24 the optimal lag length selected was three 

lags based on the minimum value of AIC, SC and HC. Selection of three lags is equally 

appropriate since it aids in the reduction of the loss in degrees of freedom through exclusion of 

several observations. Upon selecting the appropriate number of lags, the ARDL bound test was 

conducted. The Autoregressive Distributed Lag (ARDL) cointergration test results are presented 

on Table 4.25, Table 4.26 and Table 4.27. Table 4.25 is a presentation of the cointergration test 

results with stock market development measured with market capitalization as the dependent 

variable. 

 

Table 4.25: Cointergration Test Results (Dependent Variable: Market Capitalization) 

ARDL Bounds Test   

Sample: 2008Q1 2018Q4 

Null Hypothesis: No long-run relationships exist 

     
     Test Statistic Value K   

     
     F-statistic  4.575600 4   

     
          

Critical Value Bounds   

     
     Significance I0 Bound I1 Bound   

     
     10% 2.45 3.52   

5% 2.86 4.01   

2.5% 3.25 4.49   

1% 3.74 5.06   

     
     Source: Study Data (2019) 
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The study adopted the Wald F- statistic to interpret the long term cointergration relationship 

between the foreign financial investment inflows and stock market development. The null 

hypothesis of no long term cointegration is rejected if the F statistic lies outside the bounds or 

exceeds the upper critical value of the F statistic. If F statics falls within the upper and lower 

critical limit then the research will be inconclusive.  However if the F statistic falls below the 

lower limit the study fails to reject the null hypothesis. From the findings demonstrated on table 

4.25 the F-statistic is 4.575600. While the upper bound F-critical value at 0.05 level of 

significance is 4.01. Thus, F-static is greater than the upper bound F-critical value at 0.05 level of 

significance and therefore the null hypothesis is hereby rejected and the study finds that foreign 

financial inflow have a significant long run effect on stock market development as measured 

using Market Capitalization. Table 4.26 below demonstrates the cointergration results obtained 

when using the market turnover as the dependent variable. 

 

Table 4.26: Cointergration Test Results (Dependent Variable: Market Turnover) 

ARDL Bounds Test   

Sample: 2008Q1 2018Q4 

Null Hypothesis: No long-run relationships exist 

     
     Test Statistic Value K   

     
     F-statistic  5.920444 4   

     
     Critical Value Bounds   

     
     Significance I0 Bound I1 Bound   

     
     10% 2.45 3.52   

5% 2.86 4.01   

2.5% 3.25 4.49   

1% 3.74 5.06   

     
     Source: Study Data (2019) 
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Table 4.26 indicates the F-statistic is 5.920444 while the upper bound F-critical value at 0.05 

level of significance is 4.01. Hence, F-statistic is greater than the upper bound F-critical at 0.05 

level of significance and therefore the null hypothesis is rejected and study finds that foreign 

financial inflows have a significant long run effect on stock market development at the Nairobi 

Securities Exchange (NSE) as measured using Market Turnover. The long term relationship is 

supported by the existence of four cointergration vectors. Table 4.27 represents the 

cointergration test results with the NSE All Share index as the dependent variable. 

 

Table 4.27: Cointergration Test Results (Dependent Variable: NASI) 

ARDL Bounds Test   

Sample: 2008Q1 2018Q4   

Null Hypothesis: No long-run relationships exist 

     
     Test Statistic Value K   
     
     F-statistic  6.119672 4   
     
          

Critical Value Bounds   
     
     Significance I0 Bound I1 Bound   
     
     10% 2.45 3.52   

5% 2.86 4.01   
2.5% 3.25 4.49   
1% 3.74 5.06   

     
     Source: Study Data (2019) 

 

 

Table 4.27 indicates the F-statistic is 6.119672 while the upper bound F-critical value at 0.05 

level of significance is 4.01. Hence, F-statistic is greater than the upper bound F-critical at 0.05 

level of significance and therefore the null hypothesis is rejected and study finds that foreign 

financial inflows have a significant long run effect on stock market development at the Nairobi 

Securities Exchange (NSE) as measured using the NSE All Share index. Further, the long term 

relationship is supported by the existence of four cointergration vectors.  
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The findings compliment the Base Broadening theory. The theory contends that expanding the 

number of investors to include foreign investors countries would lead to increased diversification 

(Merton, 1987). Increased diversification leads to lower risk and consequently lowering the 

required risk premium. This has the effect of increasing stock market liquidity and price stability 

hence leading to development of the market. Foreign financial inflows influence the stock market 

development in two ways; first through the availability of capital from the international financial 

markets (Torre & Schmukler, 2006). Secondly, the developing countries will try to emulate the 

developed stock markets by implementing several reforms and adopting better technology. Such 

improved technology leads to the development of the stock market. Since most developing 

markets suffer from severe scarcity of capital, this problem can be diverted through increased 

foreign investment (Kumar & Devi, 2012). 

 

4.3.7.1 ARDL Long Run Coefficients 

The ARDL bound test was based on the assumption that there is no long run significant 

relationship between the foreign financial inflows and stock market development at the Nairobi 

Securities Exchange (NSE), Kenya. The study testes and interprets the long run coefficients at 

0.05 level of significance. The dependent variable (stock market development) is measured using 

three indicators: Market capitalization (Model 3.08a), Market turnover (Model 3.08b) and, NSE 

all share index (Model 3.08c) with the findings demonstrated on Appendix X. Hence, an 

independent variable has a significant long run relationship with stock market development if it 

has a significant long run effect on Market Capitalization, Market Turnover and the NSE All 

Share index.  Table 4.28 below presents a summary of the estimated ARDL long run coefficients 

with market capitalization, market turnover and the NSE all-share index as the dependent 

variable. 
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Table 4.28: Estimated ARDL long run coefficients. 

Table 4.28a: Estimated ARDL long run coefficients (Dependent Variable: Market Capitalization) 
Variable Coefficient Std. Error t-Statistic Prob.*   

lnFDI -0.118585 0.078743 -1.505990 0.0470 
lnFEP -0.016006 0.013221 -1.210587 0.2395 
lnFDP 0.096959 0.037656 2.574879 0.0177 
lnREM 0.732624 0.237486 3.084918 0.0056 

C 1.182345 0.533227 2.217340 0.0378 
Table 4.28b: Estimated ARDL long run coefficients (Dependent Variable: Market Turnover) 
Variable Coefficient Std. Error t-Statistic Prob.*   

lnFDI -0.435933 0.209103 -2.084773 0.0479 
lnFEP -0.025634 0.018883 -1.357490 0.1873 
lnFDP 0.314564 0.098912 3.180232 0.0040 

lnREM 3.769768 0.845547 4.458378 0.0002 
C 0.462016 0.441176 1.047237 0.0054 

Table 4.28c: Estimated ARDL long run coefficients (Dependent Variable: NSE All Share 
Index) 

Variable Coefficient Std. Error t-Statistic Prob.*   
lnFDI -0.100447 0.047977 -2.093641 0.0462 
lnFEP -0.017050 0.006745 -2.527741 0.0579 
lnFDP 0.043753 0.039487 1.108026 0.0280 
lnREM 0.707659 0.278705 2.539095 0.0174 

C 0.098273 0.221564 0.443541 0.6610 
 

Source: Study Data (2019)  

The findings on Table 4.28a indicate that the Foreign Direct Investment has a negative and 

significant long run effect on market capitalization as evidenced by the coefficient of -0.1185 

with a P-value of 0.0000. Since the P-value of 0.000 less than 0.05, the coefficient is significant 

at 0.05 level of significance. Hence, the null hypothesis is therefore rejected and the study finds 

that Foreign Direct Investment has a significant long run negative effect on market capitalization 

as an indicator of stock market development. Considering the effect of FDI on market turnover, 

the findings further on Table 4.28b indicate that Foreign Direct Investment has a coefficient of -

0.4359 with a P-value of 0.0479. Hence the P-value is less than 0.05 and therefore significant at 

0.05 level of significance. Additionally, Table 4.28c on the effect of FDI on the NSE All Share 

index indicates that Foreign Direct Investment has a coefficient of -0.1005 with a P-value of 

0.0462. Hence the P-value is less than 0.05 therefore significant at 0.05 level of significance. 
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This further provides evidence to reject the null hypothesis. The study therefore finds that 

Foreign Direct Investment had a significant long run negative effect on stock market 

development as measured using the NSE All Share index. This findings support the findings by 

Raza and Jawaid (2014) that identified that FDI had a positive and significant effect on stock 

market development in Pakistan. The findings however contradicts the findings of Arcabic et 

al.,(2012) who used two variable co integration approaches to determine the long-term 

relationship between the variables foreign direct investment and stock market development in 

Croatia. The findings of the study indicated the absence of a long-term relationship among the 

observed variables. Hence, lack of connection between FDI and stock market development in 

Croatia. 

 

Table 4.28a further indicates that foreign equity portfolio has negative but insignificant long run 

effect on market capitalization evidenced by a coefficient of -0.016006 with a P-value of 0.2395. 

The P-value of 0.2395 is greater than 0.05 and therefore the coefficient is insignificant at 0.05 

level of significance. The study therefore fails to reject the null hypothesis and finds that foreign 

equity portfolio has no significant long run effect of stock market development at the Nairobi 

Securities Exchange, Kenya as measured using market capitalization. Moreover the findings on 

table 4.28b indicate that foreign equity portfolio has a negative but insignificant effect on market 

turnover with a coefficient of -0.025634 with a P-value of 0.1873. The P-value of 0.1873 is 

greater than 0.05 and therefore the coefficient is insignificant at 0.05 level of significance. The 

study therefore fails to reject the null hypothesis and finds that Foreign Equity Portfolio has no 

significant long run effect market turnover as a measure of stock market development at the 

NSE, Kenya. Equally, the findings on table 4.28c indicate that foreign equity portfolio has a 

negative but insignificant effect on the NSE All Share index with a coefficient of -0.017050 with 
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a P-value of 0.0579. The P-value of 0.0579 is greater than 0.05 and therefore the coefficient is 

insignificant at 0.05 level of significance. The study therefore fails to reject the null hypothesis 

and finds that Foreign Equity Portfolio has no significant long run effect the NSE All Share 

index as a measure of stock market development at the NSE, Kenya. This findings are in tandem 

with the findings of Adebebisi et al.,(2017) and Boboye et al.,(2017) who examined the 

relationship between foreign portfolio investment and financial market development in Nigerian 

capital markets. The studies confirmed the lack of significant causal relationship between foreign 

equity inflows and stock market development in emerging capital markets.  

 

Additionally, Table 4.28a indicates that foreign debt portfolio has a positive significant effect on 

market capitalization with a coefficient of 0.096959 with a P-value of 0.0177. This demonstrates 

foreign debt portfolio have significant long run effect on stock market development as measured 

using market capitalization. The study therefore rejects the null hypothesis and finds that Foreign 

Debt Portfolio has a positive and significant effect on market capitalization as an indicator of 

stock market development in the long run. Equally, table 4.28b foreign debt portfolio has a 

significant positive effect on turnover as exhibited by the coefficient of 0.314562 and P-value of 

0.0040. Since the P-value of 0.0040 is less than 0.05 the study rejects the null hypothesis and 

finds that foreign debt portfolio has positive significant long run effect on stock market 

development as measured using market turnover. Further, foreign debt portfolio has a significant 

positive effect on the NSE All Share index as demonstrated by table 4.28c with a coefficient of 

0.043753 and P-value of 0.0280. Since the P-value of 0.0280 is less than 0.05 the study rejects 

the null hypothesis and finds that foreign debt portfolio has positive significant long run effect on 

stock market development as measured using the NSE All Share index. These results support the 

findings made by Mandaci et al., (2014) who established significant long run relationship 
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between foreign debt portfolio stock market development in selected emerging and developed 

capital markets. 

 

Finally, the findings on Table 4.28a support the existence of a significant positive long run 

relationship between diaspora remittance and market capitalization as a measure of stock market 

development. Diaspora remittance had a coefficient 0.732624 with a P-value of 0.0056. Since 

0.0056 is less than 0.05 the study rejects the null hypothesis and finds that diaspora remittances 

have a significant long run effect on stock market development as measured using market 

capitalization. Equally, Table 4.28b further indicates that diaspora remittances had a coefficient 

of 3.769768 with a P-value of 0.0002 less than 0.05 with market turnover. Hence the null 

hypothesis is rejected and the study finds that diaspora remittances have a significant positive 

long run effect on stock market development as measured using market turnover. Moreover, the 

findings on table 4.28c support the existence of a significant positive long run relationship 

between diaspora remittance and the NSE All Share index as a measure of stock market 

development. Diaspora remittance had a coefficient 0.707659 with a P-value of 0.0174. Since 

0.0174 is less than 0.05 the study rejects the null hypothesis and finds that diaspora remittances 

have a significant long run effect on stock market development as measured using the NSE All 

Share index. These findings are support the findings by Njoroge (2014) indicating that diaspora 

remittance had strong and significant positive effect on stock market performance in Kenya. 

4.3.7.2 ARDL-ECM Short Run Coefficients 

The ARDL model is adjusted with an Error Correction Model (ECM) derived from the ARDL 

model residuals to test for the existence short run relationship between foreign financial inflows 

and stock market development (Pesaran et al., 2001). The ARDL-ECM test is based on the 

assumption that there is no short run significant relationship between the foreign financial 
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inflows and stock market development at the Nairobi Securities Exchange (NSE), Kenya. The 

study tested and interpreted the short run coefficients at 0.05 level of significance. The dependent 

variable (stock market development) is measured using three indicators: Market capitalization 

(Model 3.09a), Market turnover (Model 3.09b) and NSE All Share index (Model 3.09c) with the 

findings presented on Appendix X. Hence, foreign financial inflows (explanatory variables) have 

a significant short run effect on stock market development (dependent variable) if it has 

significant effect on market capitalization, market turnover and the NSE All Share index. Table 

4.29 below presents a summary of the ARDL-ECM estimated short-run coefficients. 

 

Table 4.29: Estimated Short Run ARDL-ECM Coefficients 

Table 4.29a Short Run ARDL-ECM Coefficients (Dependent Variable: Market Capitalization) 

Variable Coefficient Std. Error t-Statistic Prob.   

lnFDI 0.078145 0.273162 0.286075 0.0476 

lnFEP 0.018459 0.039100 0.472108 0.0417 

lnFDP 0.323410 0.132978 2.432066 0.0240 

lnREM 3.985797 1.197117 3.329497 0.0032 

ECT               -0.720378                0.208046              -1.059276 0.0001 

Table 4.29b Short Run ARDL-ECM Coefficients (Dependent Variable: Market Turnover) 

Variable Coefficient Std. Error t-Statistic Prob.*   

lnFDI 0.181986 0.067825 2.683177 0.0139 

lnFEP 0.044445 0.016330 0.272187 0.0481 

lnFDP 0.051089 0.054369 0.939668 0.0381 

lnREM 0.895597 0.506559 1.768000 0.0416 

ECT -0.616875 0.063877 -1.829672 0.0005 

Table 4.29c Short Run ARDL-ECM Coefficients(Dependent Variable: NSE All Share Index) 

Variable Coefficient Std. Error t-Statistic Prob.*   

lnFDI 0.100447 0.047977 2.093641 0.0462 

lnFEP 0.040407 0.010147 3.982080 0.0007 

lnFDP 0.094769 0.036942 2.565362 0.0185 

lnREM 0.930169 0.215501 4.316308 0.0003 

ECT  -0.603007 0.119099    -0.864879 0.0006 

Source: Study Data (2019)  

The coefficient of the Error Correction Term (ECT) indicates the speed at which the model 

adjusts to long run equilibrium while the sign of the ECT indicates the direction of adjustment to 
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equilibrium (Pesaran et al., 2001). According to Shahbaz et al., (2013) the coefficient of the error 

correction term should be negative and significant. A highly significant negative coefficient of 

the error correction term is an indication of stable long run equilibrium of the model (Bannerjee, 

Dolado & Mestre,1998). The findings presented on table 4.29a above indicates that foreign 

financial inflows have a significant short run effect on market capitalization as a measure of 

stock market development as evidenced by the negative and significant coefficient of the error 

correction term. The error correction term has a coefficient of -0.720378 with a 0.0001 

probability value less than 0.05. This implies that model adjusts back to long run equilibrium 

quarterly at a speed of 72.04 percent. This further demonstrates a long run equilibrium running 

causality running from foreign financial inflows to market capitalization as a measure of stock 

market development.  

 

Further, Table 4.29b indicates that foreign financial inflows have a significant effect on market 

turnover as evidenced by the negative and significant coefficient of the error correction term. 

The error correction term has a coefficient of -0.616875 with a 0.0005 probability value less than 

0.05. This implies that the system corrects itself back to equilibrium quarterly after a market 

shock a speed of 61.69 percent. This further demonstrates a long run equilibrium running 

causality running from foreign financial inflows to market turnover as a measure of stock market 

development. Equally, table 4.29c indicate that foreign financial inflows have a significant short 

run effect on the NSE All Share index as a measure of stock market development as evidenced 

by the negative and significant coefficient of the error correction term. The error correction term 

has a coefficient of -0.603007 with a 0.0006 probability value less than 0.05. This implies that 

model adjusts back to long run equilibrium quarterly at a speed of 60.30 percent. Further, 

confirming that all the variables are cointergrated. 
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Table 4.29a indicates that foreign direct investment has a significant short run effect on market 

capitalization as an indicator of stock market development as evidenced by the P-value of 

0.0476. The P-value of 0.0476 is less than 0.05. Hence, study rejects the null hypothesis at 0.05 

level of significance. Considering market turnover as an indicator of stock market development, 

the findings in table 4.29b further indicate that foreign direct investment has a P-value of 0.0139. 

Hence the P-value of 0.0139 is less than 0.05 and therefore significant at 0.05 level of 

significance. This further provides evidence to reject the null hypothesis and study finds that 

foreign direct investment has a significant short run positive effect on stock market development 

as measured using market turnover. Equally, table 4.29c indicate that foreign direct investment 

has a significant short run effect on the NSE All Share index as evidenced by the P-value of 

0.0462. Since the P-value is less than 0.05, the study finds that foreign direct investment has a 

significant short run positive effect on the NSE All Share index as a measure of stock market 

development. 

 

The findings displayed on table 4.29a indicate that foreign equity portfolio has a coefficient of 

0.018459 with a P-value of 0.0.0417. The P-value of 0.0417 is greater than 0.05. Therefore the 

coefficient is positive and significant at 0.05 level of significance. The study therefore rejects the 

null hypothesis and finds that foreign equity portfolio has a positive significant short run effect 

on stock market development at the Nairobi Securities Exchange, Kenya as measured using 

market capitalization. Moreover the findings on table 4.29b indicate that foreign equity portfolio 

has a coefficient of 0.044445 with a P-value of 0.0481. The P-value of 0.0481 is less than 0.05 

and therefore the coefficient is positive and significant at 0.05 level of significance. The study 

therefore rejects the null hypothesis and finds that foreign equity portfolio has a significant short 
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run effect on market turnover as a measure of stock market development at the NSE, Kenya. 

Equally, table 4.29c demonstrates that foreign equity portfolio has a coefficient of 0.040407with 

a P-value of 0.0.007. The P-value of 0.0007 is less than 0.05. Therefore the coefficient is positive  

and significant at 0.05 level of significance. The study therefore rejects the null hypothesis and 

finds that foreign equity portfolio has significant short run positive effect on stock market 

development at the Nairobi Securities Exchange, Kenya as measured using the NSE All Share 

index. 

 

Table 4.29a indicates that foreign debt portfolio has a coefficient of 0.323410 with a P-value of 

0.0240. This demonstrates that foreign debt portfolio has a positive significant short run 

relationship since the P-value of 0.0240 is less than 0.05. The study therefore rejects the null 

hypothesis and finds that foreign debt portfolio has a positive and significant short run effect on 

Market Capitalization as an indicator of stock market development. Equally, table 4.29b 

indicates that foreign debt portfolio has a positive significant effect on market turnover as 

exhibited by the coefficient of 0.051089 and P-value of 0.0381. Since the P-value of 0.0381 is 

less than 0.05 the study rejects the null hypothesis and finds that Foreign Debt Portfolio has 

positive significant short run effect stock market development as measured using market 

turnover. Moreover table 4.29c indicates that foreign debt portfolio has a positive significant 

effect on the NSE All Share index as exhibited by the coefficient of 0.051089 and P-value of 

0.0381. Since the P-value of 0.0381 is less than 0.05 the study rejects the null hypothesis and 

finds that Foreign Debt Portfolio has positive significant short run effect stock market 

development as measured using the NSE All Share index. 

The findings on Table 4.29a support the existence of a significant positive causal effect running 

from diaspora remittance to market capitalization as a measure of stock market development. 
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Diaspora remittance has a coefficient 3.98797 with a P-value of 0.0032. Since 0.00032 is less 

than 0.05 the study rejects the null hypothesis at 0.05 level of significance and finds that diaspora 

remittances have a significant short run effect on market capitalization as a measure of stock 

market development. Equally, Table 4.29b further indicate that diaspora remittances has a 

coefficient of 0.895597 with a P-value of 0.0416 less than 0.05. Hence the null hypothesis is 

rejected and the study finds that diaspora remittances have a significant positive short run effect 

on market turnover as a measure of stock market development. Lastly, table 4.29c indicate that 

diaspora remittances has a coefficient of 0.930160 with a P-value of 0.0003 less than 0.05. 

Hence the null hypothesis is rejected and the study finds that diaspora remittances have a 

significant positive short run effect on the NSE All Share index as a measure of stock market 

development. Table 4.30 presents a summary of the ARDL cointergration test results. 
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Table 4.30: Summary of ARDL Cointergration Test Results 

Table 4.30a ARDL-ECM Coefficients (Dependent Variable: Market Capitalization) 

 Short Run Coefficients Long Run Coefficients 

Variable Coefficient Prob Coefficient Prob. 

lnFDI Positive 0.0476<0.05(significant) Negative 0.0470<0.05(significant) 

lnFEP Positive 0.0417<0.05(significant) Negative 0.2395>0.05(Insignificant) 

lnFDP Positive 0.0240<0.05(significant) Positive 0.0177<0.05(significant) 

lnREM Positive 0.0032<0.05(significant) Positive 0.0056<0.05(significant) 

Table 4.30b ARDL-ECM Coefficients (Dependent Variable: Market Turnover) 

     

Variable Coefficient Prob Coefficient Prob.* 

lnFDI Positive 0.0139<0.05(significant) Negative 0.0479<0.05(significant) 

lnFEP Positive 0.0481<0.05(significant) Negative 0.1873>0.05(Insignificant) 

lnFDP Positive 0.0381<0.05(significant) Positive 0.0040<0.05(significant 

lnREM Positive 0.0416<0.05(significant) Positive 0.0002<0.05(significant 

Table 4.30c ARDL-ECM Coefficients(Dependent Variable: NSE All Share Index) 

Variable Coefficient Std. Error Coefficient Prob.* 

lnFDI Positive 0.0462<0.05(significant) Negative 0.0462<0.05(significant) 

lnFEP Positive 0.0007<0.05(significant) Negative 0.0579>0.05(Insignificant) 

lnFDP Positive 0.0185<0.05(significant) Positive 0.0280<0.05(significant) 

lnREM Positive 0.0003<0.05(significant) Positive 0.0174<0.05(significant) 

Source: Study Data (2019) 

Table 4.30 above indicate that all the study variables have a significant positive short run effect 

on market capitalization, market turnover and the NSE All Share index as indicators of stock 

market development. However, in the long run only foreign debt portfolio and diaspora 

remittances have a significant long run effect. Foreign direct investment has a significant long 

run effect on stock market development while foreign equity portfolio has no significant effect 

on stock market development. 
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CHAPTER FIVE 

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS 

5.1 Introduction 

The chapter provides a summary of the entire study specifically focusing on the study objectives, 

methodology and the study finding. The chapter will then provide conclusions made from the 

findings of the study. The chapter equally enumerates the policy implications and 

recommendations from the findings made by the study. Finally, the chapter ends with the 

limitations of the study, study contribution to knowledge and the areas suggested for further 

research arising from areas not covered or areas not conclusively covered by this study. 

5.2 Summary of The Study 

The economic pillar of Kenyan vision 2030 economic blue print aims at mobilizing savings so as 

to realize a savings to GDP ratio of between 25-28% by the year 2030. This great milestone can 

only be achieved if the stock market is efficient and well developed providing a wide variety of 

investment products. Notwithstanding the significant contribution made by the stock market in 

the economy, stock market development in Kenya is still an issue of great concern to policy 

makers. The stock market is characterized by small size, low liquidity and extreme volatility with 

the NSE 20 share index often falling below the psychological minimum of 4000 basis points. 

Stock market development in developing markets has largely been attributed to globalization that 

has enhanced better linkage with the foreign capital markets and ensured greater participation of 

foreign firms. Increased foreign investors’ participation in the stock market is an important 

source of stock market liquidity due to the fact that foreign investors are likely to trade in the 

instruments thus enhancing market liquidity. This study therefore sought to establish whether 
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foreign financial inflows have a significant effect stock market development at The Nairobi 

Securities Exchange, Kenya. 

The study targeted the Nairobi Securities Exchange market in the period January 2008-December 

2018 and was anchored on the Base Broadening Theory, Monopolistic Advantage Theory, Neo 

Classical Theory of Portfolio Flow, Trade off Theory and Pure Self-Interest Theory. The study 

adopted a positivism philosophy as well as causal research design methodology. Time series data 

was obtained from Capital Markets Authority quarterly statistical bulletins, Central Bank of 

Kenya monthly reports, Nairobi Securities Exchange annual reports and the United Nations 

Conference on Trade and Development website, using a secondary data collection schedule. The 

data was then analyzed for long run and short run relationship using ARDL-ECM Model with 

the aid of SPSS version 23 and E- views version 9.5 statistical software. Below is a summary of 

the findings on specific objectives of the study. 

First, the study sought to establish the effect of foreign direct investment inflow on stock market 

development at the Nairobi Securities Exchange, Kenya. The study found that Foreign Direct 

Investment had a negative but significant long run effect on market capitalization, market 

turnover and the NSE All Share index as indicators of stock market development. Equally, 

Foreign Direct Investment had a positive short run effect on market capitalization, market 

turnover and the NSE All Share index as indicators of stock market development at the Nairobi 

Securities Exchange market. The null hypothesis was therefore rejected at 0.05 level of 

significance. These findings supported the Foreign Direct Investment (FDI) dependency theory 

but contradicted the monopolistic advantage theory.  



134 
 

 
 

Secondly, the study sought to determine the effect of foreign equity portfolio investment on 

stock market development. The study found that Foreign Equity portfolio Investment had no 

significant long run effect on market capitalization, market turnover and the NSE All Share 

index as measures of stock market development at the Nairobi Securities Exchange market. The 

study therefore failed to reject the null hypothesis at 0.05 level of significance. However, foreign 

equity portfolio had a significant short run positive effect on market capitalization, market 

turnover and NSE All share index as indicators of stock market development. These findings 

supported the Neo Classical Theory of investment that contends that multi- national companies 

are arbitrageurs seeking to take advantage of the short run differences in rates of returns in 

various countries.  

Thirdly, the study sought to establish the effect of foreign debt portfolio investment on stock 

market development at the NSE, Kenya. The study found that Foreign Debt portfolio had a 

significant long run and short run positive effect on market capitalization as an indicator of stock 

market development. Considering market turnover, the findings further indicated foreign debt 

portfolio inflows had a significant long run and short run positive effect on stock market 

development as measured using market turnover. Moreover the foreign debt portfolio had a 

significant long run and short run positive effect on the NSE All Share index. The null 

hypothesis was rejected at 0.05 level of significance. These findings are further collaborated by 

the tradeoff theory which contends that firms attain an optimum capital structure through a 

balance of the tax shield benefits and the cost of financial distress associated with the use of debt.  

Fourthly, the study sought to investigate the effect of diaspora remittances on stock market 

development at the NSE, Kenya. The study found that diaspora remittances had significant long 

run and short run positive effect on market capitalization as an indicator of stock market 
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development. Using market turnover, the findings further indicated diaspora remittances had a 

significant long run and short run positive effect on stock market development as measured using 

market turnover. Equally diaspora remittances had a positive significant effect on the NSE All 

Share index as a measure of stock market development. The null hypothesis was therefore 

rejected at 0.05 level of significance. These findings are further collaborated by the theory of 

pure self-interest which contends that emigrants send remittances back home with the intention 

of making investments and eventually return home in future to derive benefits from such 

investments.  

The fifth hypothesis sought to assess the mediation effect of foreign investor participation on the 

relationship between foreign financial inflows and stock market development at the NSE, Kenya. 

The study used the Barron and Kenny mediation model criteria in testing the mediating effect. 

Since the fourth mediation criterion was not met the study, the study found that Foreign Investor 

Participation does not have a significant mediation effect on the relationship between foreign 

financial inflows and stock market development indicators: Market capitalization, market 

turnover and NSE All Share index. The study therefore failed to reject the null hypothesis at 0.05 

level of significance. Foreign investor participation however was significant as a predictor of 

stock market development. Foreign investor participation had a significant positive effect on 

market capitalization, market turnover and the NSE All Share index.  

The sixth hypothesis sought to assess the moderation effect of political risk on the relationship 

between the foreign financial inflows and the stock market development in Kenya by adopting 

the Whisman and McClelland two step moderation tests. The test involved introducing political 

risk as an explanatory variable of stock market development and subsequently as a moderating 

variable in the relationship between foreign financial and stock market development at the 
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Nairobi Securities Exchange. The study found that political risk was insignificant as an 

explanatory variable of stock market development. Equally, political risk had an insignificant 

moderating effect on the relationship between foreign financial inflows and stock market 

development as measured using market capitalization, markets turnover and the NSE All Share 

index. 

5.3 Conclusions 

The study makes the following conclusions on the basis of the foregoing findings from the 

correlation analysis, direct effect test, and cointergration effect tests conducted on each of the 

study objectives. The independent variable (Foreign financial inflows) was measured using 

foreign direct investment, foreign equity portfolio, and foreign debt portfolio and diaspora 

remittances. The dependent variable (stock market development) was proxied using Market 

capitalization, Market turnover and the NSE All share index. Consequently, the conclusions are 

made on the basis of the significant effect of foreign financial inflows on each the three 

indicators of stock market development. 

The study first sought to establish the effect of foreign direct investment inflow and stock market 

development at the Nairobi Securities Exchange, Kenya. Foreign Direct Investment had a 

significant negative effect on market value, liquidity and price stability in the long run. However, 

Foreign Direct Investment has a positive effect in the short run. Notably, stock market 

development is a long term phenomena and consequently the study concludes that increase in 

foreign direct investments leads to a decline in stock market development at the Nairobi 

Securities Exchange. This implies that foreign direct investors from developed economies, 

endowed with superior and sophisticated technology, are likely to out compete the domestic 

micro businesses leading to destruction of the domestic industries and capital markets in the long 
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run. Further, the earnings and dividends from this multinationals are often repatriated back to 

their home countries with very little being reinvested in the host countries capital markets like 

the Nairobi Securities Exchange.  

Secondly, the study sought to determine the effect of foreign equity portfolio investment on 

stock market development. Foreign Equity Portfolio had an insignificant long run effect and a 

significant short run positive effect on market capitalization, market turnover and NSE All Share 

index as indicators of stock market development. Since Foreign Equity Portfolio had a 

significant positive short run effect on market capitalization, Market turnover and the NSE All 

Share the study therefore concludes that an increase in foreign equity portfolio leads to an 

increase in the market value, liquidity and price stability at the Nairobi Securities Exchange in 

the short run. However, in the long run, increased foreign equity portfolio inflows does not have 

a noticeable effect on market value, liquidity and price stability at the Nairobi Securities 

Exchange market. Notably, multinational companies will move capital from low return to high 

return countries to take advantage of the short run differences in returns. However, when the 

markets eventually stabilize in the long run such investors often realize that they may not attain 

the high returns initially anticipated thus pull out of the market immediately leading to market 

shocks. Consequently, foreign equity portfolio has a significant effect on stock market 

development in the immediate but has insignificant effect on stock market development in the 

long run. 

Thirdly, the study sought to establish the effect foreign debt portfolio has significant effect and 

stock market development at the NSE, Kenya. Foreign Debt portfolio has a significant effect on 

market capitalization as an indicator of stock market development both in the short and in the 

long run. Moreover, Foreign Debt Portfolio had a significant long run and short run positive 
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effect on stock market development as measured using market turnover. Equally the effect 

foreign debt portfolio on the NSE All Share index was positive and significant in both the short 

run and the long run. Since foreign debt portfolio has significant positive effect on market 

capitalization, market turnover and the NSE All Share index the study concludes that an increase 

in foreign debt portfolio will lead to enhanced market value, liquidity and price stability. 

Noteworthy, foreign debt portfolio inflows, unlike foreign equity inflows and foreign direct 

investment, are associated with fixed returns on investment. This makes foreign debt portfolio 

inflows relatively stable in comparison to other foreign inflows. 

The Fourth hypothesis sought to investigate the effect of diaspora remittances on stock market 

development at the NSE, Kenya. Diaspora remittances had a positive and significant long run 

effect on market capitalization, market turnover and the NSE All Share index as indicators of 

stock market development. Equally, diaspora remittances had a positive and significant short run 

effect on market capitalization, market turnover and the NSE All Share index as indicators of 

stock market development. Since diaspora remittances had a significant positive effect on market 

capitalization, market turnover and the NSE All Share index the study concludes that an increase 

in diaspora remittances will result in enhanced market value, liquidity and price stability. This 

implies that increase in diaspora remittances leads to enhanced stock market development at the 

Nairobi Securities Exchange both in the immediate and in the long run. The increased awareness 

about the returns in the market, has led to increased amounts of remittances investment in the 

stock market. Unlike other sources of external finance, diaspora remittances are directly sent to 

the recipient from the sender. Thus tend to be more stable making diaspora remittance reliable 

source of financing for developing countries. This explains the significant contribution of 



139 
 

 
 

diaspora remittances towards the development in the market value, liquidity and stability of the 

Nairobi Securities Exchange Market. 

The fifth hypothesis sought to assess the mediation effect of foreign investor participation on the 

relationship between foreign financial inflows and stock market development at the NSE, Kenya. 

Foreign investor participation had no significant mediation effect on the relationship between 

foreign financial inflows and Market Capitalization. Equally, foreign investor participation had 

no significant mediation effect on the relationship between foreign financial inflows and market 

turnover. Additionally, the mediation effect on the relationship between foreign financial inflows 

and the NSE All Share index was statistically insignificant. The findings however indicate that 

foreign investor participation had a significant positive direct effect on market capitalization, 

market turnover, and the NSE All Share index. The study therefore concludes that foreign 

investor participation is not a mediator in the relationship between foreign financial inflows and 

stock market development at the Nairobi Securities Exchange but rather it’s a predictor of stock 

market development. The study further concludes that an increase in foreign investor 

participation leads to enhanced market value, liquidity and price stability at the Nairobi 

Securities Exchange market.  

The sixth hypothesis sought to assess the moderation effect of political risk on the relationship 

between the foreign financial inflows and the stock market development ant the Nairobi 

securities, Exchange, Kenya. Political risk had no significant moderating effect on the 

relationship between foreign financial inflows and market capitalization. Moreover, political risk 

had no significant is moderating effect on the relationship between foreign financial inflows and 

stock markets turnover. Equally, political risk had no significant moderating effect on the 

relationship between foreign financial inflows and NSE All Share index.  The study therefore 
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concludes that political risk is neither a predictor nor a moderator in the relationship between 

foreign financial inflows and stock market development at the Nairobi Securities Exchange, 

Kenya. This implies that increased political risk does not have a noticeable effect on market 

value, liquidity and price stability at the Nairobi Securities Exchange market. Equally, the study 

concludes that changes in political risk will not influence the development of the stock market at 

the Nairobi Securities Exchange market. 

5.4 Policy Implications and Recommendations of the Study  

Despite the common believe that foreign financial inflows have the effect of increasing the 

availability of capital and enhancing the liquidity of the stock market, the study findings have 

demonstrated that not all the foreign financial inflows have a positive and significant effect on 

stock market development. In the Kenyan context Diaspora Remittances and Foreign Debt 

Portfolio have a positive significant long run effect on stock market development while Foreign 

Direct Investment and Foreign equity Portfolio have negative significant effect and insignificant 

effects on stock market development respectively. It is on this basis that the study makes the 

following policy recommendations to the Kenyan government, National Assembly, Capital 

Markets Authority and other policy makers. 

First, the Kenyan government thorough the ministry of foreign affairs and other government 

agencies need to reconsider the Kenya foreign investment policy and the effectiveness of each 

foreign inflow with the sole objective being to attract productive foreign financial inflows. The 

foreign investment policy should only target those inflows that have a productive effect on the 

stock market and other sectors of the economy. More emphasis should be placed on foreign 

inflows such as diaspora remittances that have a high significant positive effect on stock market 

development. Secondly, the government needs to devise measures that would boost investor 
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confidence and thus attract increased Diaspora remittances. The government should institute 

aggressive campaigns targeting the Kenyans living in the diaspora to educate them on the 

importance of investing back at home. The Kenya government should create a department of 

economic relations to be located at all Kenyan foreign embassies abroad. The department will be 

charged with the role of sensitizing the Kenyans in the diaspora on the available investment 

opportunities at the Nairobi Securities Exchange.  

Thirdly, the Kenyan Constitution 2010 gives the national assembly exclusive powers to the 

national assembly to consider, debate and amend laws relating to national government functions. 

The national assembly therefore needs to provide a conducive environment for diaspora investors 

through formulation of favorable investment policies, ensuring political stability, minimizing 

bureaucracy and managing corruption. To begin with, the national assembly needs to consider 

the removal of the capital gains tax reintroduced in the year 2014. The reintroduction of the 

capital gains tax that was subsequently replaced with a one off transaction fee of 0.3% on the 

value of the transaction has an increased capital outflow, leading to a decline in key market 

performance indicators as the market tries to adjust to the effects the re- introduction of the tax. 

Additionally, the introduction of maximum interest rate capping through the signing into law of 

the Banking Amendment Act Cap 488 laws of Kenya has slowed down growth of business and 

investment in the economy hence leading to a notable decline in Market value, liquidity and 

price stability. The national assembly therefore needs to operationalize the proposal made by the 

national treasury to amend the Banking Amendment Act Cap 488 and lift the cap on maximum 

interest rates.  

Fourth, the foregoing findings indicate that Foreign Direct Investment and Foreign Equity 

portfolio are highly volatile and have negative and insignificant effects on stock market 
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development. Thus Capital Markets Authority (CMA) needs to devise measures of encouraging 

the local investors to invest and access funds through the stock market. The CMA needs to 

implement policy measures that would attract the local small and medium enterprises to have 

their stocks listed at the stock market. Equally the government should support the domestic firms 

to expand their operations so as to meet the minimum requirements for enlisting at the stock 

market.  Active participation of the local investors at the Nairobi Securities Exchange will give 

the bourse more stability and liquidity hence the value of stock will increase. Finally, the Kenyan 

Central Bank needs to consider building up sufficient foreign currency reserves that can cushion 

economy and the stock markets against the negative effects of spontaneous reversal of foreign 

financial inflows. 

5.5 Limitations of the Study 

The study faced some limitations which are noteworthy. First, stock market development at the 

Nairobi Securities Exchange market consists of both qualitative and quantitative aspects.  

However, this study was limited to the relationship between foreign financial inflows and 

selected quantifiable aspects of development of the NSE market. The effects of unquantifiable 

factors have not been considered for the purpose of this study due to challenges in their 

measurability in the context of the NSE bearing in mind that thesis is empirical in nature. 

Secondly, the data collected from the various organizations may have contained errors that the 

study was unable to pick out. However, to ensure that the study is free of material errors the data 

was cleaned through validity tests. Equally, the researcher obtained data from credible sources to 

ensure its reliability. Thirdly, the study obtained quarterly data for the period 2008-2018 for all 

the variables except for foreign direct investment where the data available from official sources 

is only annual. Therefore, foreign direct investment was assumed to have been made evenly 
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throughout the year. Finally, the study is equally limited to eleven year period due to the 

availability of data from the official credible sources. 

5.6 Contributions to Knowledge 

This study unlike most empirical studies, that have placed emphasis on market capitalization as 

the only indicator of stock market development, has taken cognizance of the fact that stock 

market development is a multi-faceted, long-term process measured using a wide variety of 

market indicators. To this end the current study measured stock market development using 

market capitalization as a proxy of market value, market turnover as a proxy of market liquidity 

and the NSE All Share index as a proxy of price stability. 

Secondly, unlike the existing empirical studies that focus on the direct effect of foreign financial 

inflows on stock market development, the current study has also considered the mechanism 

through which the foreign financial inflows influence stock market development. Consequently, 

the study assessed the mediation effect of foreign investor participation on the relationship 

between foreign financial inflows and stock market development at the Nairobi Securities 

Exchange market. Equally, the current study also examines the moderating effect of political risk 

on the relationship between foreign financial inflows and stock market development at the 

Nairobi Securities Exchange market.   

Thirdly, existing literature has associated foreign direct investment with long term stability and a 

vast range of “spill over” benefits including: employment creation, technological spill over, 

human capital development, quality productivity, creation of competitive business environment 

and the enhancing of enterprise development. Further, existing literature suggests that increased 

foreign direct investment would increase capital availability thus stimulate goods and services 
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production leading to increased income in the domestic economy. However, contrary to existing 

literature the findings in the current study confirm that foreign direct investment has a negative 

long run effect on stock market development at the Nairobi Securities Exchange market. 

5.7 Areas for Further Research 

The following areas have been identified for further studies from the main gaps of this study. 

First, the findings of this study indicate that despite the increased volume and volatility of 

foreign equity portfolio inflows at its effect on stock market development at the Nairobi 

Securities Exchange in the long run was insignificant. Future studies therefore need to further 

interrogate the relationship between foreign equity flows and stock market development 

especially in context of the Nairobi Securities Exchange market. Moreover, there is need to 

establish the reasons leading to the insignificant contribution foreign equity portfolio inflows to 

stock market development at the Nairobi Securities Exchange market. Future studies should 

therefore separate the net foreign equity portfolio flows into foreign equity portfolio inflow and 

foreign equity portfolio outflow and separately analyse the effect of each portfolio flows on 

market value, liquidity and price stability at the Nairobi Securities Exchange market. 

This study is limited to eleven years period of January 2008-December 2018 and the data was 

analysed on quarterly basis. This period relates to the post-global financial crisis of 2008. The 

post global financial crisis period is characterized by increased volume and volatility of foreign 

financial inflows in comparison to the pre-global financial crisis period. Therefore, future studies 

can be conducted on the period before the global financial crisis so as to make a comparison 

between the effect of foreign financial inflows on stock market development before the global 

credit crunch and the effect of foreign financial inflows on stock market development after the 

global financial crisis. Equally, with the advancement of technology in data collection and 



145 
 

 
 

storage future studies can be conducted based on data analysed on more frequent observations 

such as monthly, weekly and even on daily basis. This would capture the short run dynamics of 

the Nairobi Securities Exchange market better and provide more precise findings. 



146 
 

 
 

REFERENCES 

Abubakar,  M. and Danladi, U. (2018). Foreign Direct Investment and Stock Market 

 Development in Nigeria: Evidence from ARDL Bound Test Approach to Cointegration 

 Journal of Economics and Finance 9: 79-85. 

 

Adam, A. M. and  Tweneboah, G. (2009). Foreign Direct Investment and Stock Market 

 Development: Ghana’s Evidence. International Research Journal of Finance and 

 Economics, 26: 178-185.  

  

Adams, S. (2009). Foreign Direct Investment, Domestic Investment and Economic Growth in 

 Sub Saharan Africa. Journal of Policy Modeling, 31: 939-949.  

 

Adjasi, K. C., and Biekpe, N. (2006). Stock Market Development and Economic Growth: The 

 Case of Selected African Countries,” African Development Review, 18 (1):144-161  

Adebisi Adesola and Arikpo (2017). Financial Market Performance and Foreign Portfolio 

 Inflows to Nigeria: Autoregressive Distributive Lag Approach. International Journal of 

 Research –Granthaalayah ., 5 (6).  

 

Adenuga, A.O. (2010). Stock Market Development Indicators and Economic Growth in Nigeria. 

 Central Bank of Nigeria economic and financial Review 48(11). 

 

Adesola, W. Adebisi, and Oka Felix Arikpo. (2017). Financial Market Performance and Foreign 

 Portfolio Inflows to Nigeria: Autoregressive Distributive Lag Approach. International 

 Journal of Research - Granthaalayah, 5(6), 673-688.  

 

Aduda, J., Masila, J. M., and Onsongo, E. N. (2012). The Determinants of Stock Market 

 Development: The Case for the Nairobi Stock. International Journal of Humanities and 

 Social Science, 2(9) 214-227.  

Afande, F.O. and Ngugi, S. M. (2015).Raising Finance in the Kenyan Bond Market. A Case 

 Listed Companies on the Nairobi Stock Exchange, Research Journal of Finance 

 Accounting, 3(5), 96-111.  

Aigheyisi, O.S and Ovuefeyen, F (2017).  Do Government Expenditure and Debt Affect Stock 

Market Development in Nigeria? An Empirical Investigation. International Journal of 

Economics, Business and Management Research 1(2), 2456-2477. 

  

Alber, R.Z. (1970). A Theory of Direct Foreign Investment. The International Cooperation M.T 

 Press, Cambridge M.A USA. 

 

Alber, R. Z. (1980). ‘A Conceptual Approach to the Analysis of External Debt of the Developing 

 Countries’. World Bank Staff Working Paper No. 421. Washington, DC: World Bank. 

 

Allen, F., Carletti, E., Cull, R., Qian, J. and Senbet L. (2010). “The African Financial 

 Development Gap”, Working Paper, Wharton School, University of Pennsylvania. 



147 
 

 
 

  

Amanja D. and Morrisey T. (2005). Foreign Aid, Investment and Economic Growth in Kenya: A 

 Time Series Approach. Centre for Research in Economic Development and International 

 Trade, University of Nottingham. 

 

Amihud, Y., Mendelson, H. and Pedersen, L.H. (2005), Liquidity and Asset Prices. Now 

 Publishers Inc, Hanover. 

 

Amoudai S.Y, Fenohasina U.R and Maretrakoto (2015). Private Capital Flows,  Development 

 Assistance and Remittances to Africa. Who gets what? Brookings institutions. 

 Washington. 

 

Anderson, C.A., Gentile, D.A., & Katherine, E. Buckley, K.E. (2007). Theory of Research, and 

 Public Policy. New York: Oxford University Press. 

 

Ang, J.B. (2008). What are the Mechanisms Linking Financial Development and Economic 

 Growth in Malaysia? Economic Modeling 25, 38-53. 

Anokye, M. and Tweneboah, G. (2009). Foreign Direct Investment and Stock Market 

 Development: Ghana’s Evidence, International Research Journal of Finance and 

 Economics, 26, 179-185. 

 

Arcabic, Globan and Rajaz (2012). The Relationship Between the Stock Market Development 

 and Foreign Direct Investment in Croatia: Evidence from VAR and Cointergration 

 Analysis. Financial theory and practice, 109-126. 

 

Arnold, G. (2008). Corporate Financial Management. 4th ed. Harlow: Prentice-Hall.   

 

ASEA (2018). African Stock Markets. African Securities Exchanges Association..

 http://www.africansea.org/ASEA/Default.aspx. 

Baker, M. C., Foley, F., & Wurgler, J. (2009). “Multinationals and Arbitrageurs? The  Effect of 

Stock Market Valuations on  Foreign Direct Investment”. Review of Financial Studies, 

22, 337-369. 

 

Bannerjee, A., Dolado, J. and Mestre, R. (1998). "Error Correction Mechanism Tests for 

 Cointegration In Single Equation Framework." Journal of Time Series Analysis 19, 267-

 283. 

 

Barney, B. (1991). Firm Resources and Sustained Competitive Advantage “Journal of business 

 Management” 17(1); 99-120. 

 

Barnor, C. (2014). The Effect of Macroeconomic Variables on Stock Market Returns in Ghana.  

 Walden university. 

http://www.africansea.org/ASEA/Default.aspx


148 
 

 
 

Baron, R. M., and Kenny, D. A. (1986). The Moderator-Mediator Variable Distinction in  Social 

 Psychological Research: Conceptual, Strategic, and Statistical Considerations. Journal 

 Personality and Social Psychology, 51(6), 1173-11182.  

 

Basemera, S. and Mutenyo, J. (2012). Foreign Direct Investment to East Africa: Do institutions 

 Matter? Journal of Business Management and Applied Economics, 5. 

 

Bayar, Y. (2016). Foreign Capital Inflows and Stock Market Development in Turkey. Springler 

International Publishing. 

 

Bauer, J.D., and Curran, J.P. (2005). Probing Interactions in Fixed and Multilevel  Regression: 

 Inferential and Graphical Techniques. Multivariate Behavioral Research, 40(3), 373- 

 400.  

 

Billmeier and Isabella Massa (2007). What Drives Stock Market Development in the Middle 

 East and Central Asia— Institutions, Remittances, or Natural Resources?  IMF Working 

 Paper. 

 

Blumberg, B., Cooper, D. R., & Schindler, P. S. (2011). Business Research Methods (3rd Ed.). 

 London: Mcgraw-Hill Higher Education. 

 

Boboye, A.L, Oluwakemi, A.A and Alamu, A.O. (2017). Impact of Foreign Private Investment  

on the  Development of Nigerian Capital Market. International Journal of Economics, 

 Business And Management Research, 1(2): 120-132.  

 

Bradley M., Greg, A., Jarell E., Kin, H. (1984). The Existence of an Optimal Capital Structure: 

 Theory and Evidence. Journal of Finance. 39(3): 857-868. 

Brooks, C. (2008). Introductory Econometrics for Finance. 2nd Edition, Cambridge University 

 Press New York 

 

Bryman, A., & Bell, E. (2011). Business Research Methods (3rd Ed.), Oxford: Oxford 

 University Press. 

 

Brückner, M., & Gradstein, M. (2012). Effects of Economic Growth on Political Risk : The Role 

 of Ethnic Polarization Effects of Economic Growth on Political Risk (No. 285). Retrieved 

 From www.carloalberto.org/research/working-papers. 

 

Bucley and Cusson (2009). Internationalization Theory of A Multinational Enterprise. Journal of 

 International Business Studies. 1563-1580. 

 

Capital Markets Authority (2017). Statistical Bulletin. Retrieved From www.cma.or.ke. 

 

Carson, D., Gilmore, A., Perry, C., & Gronhaug, K. (2001). Qualitative Market Research. 

 London: Sage. 

http://www.carloalberto.org/research/working-papers
http://www.cma.or.ke/


149 
 

 
 

Calson, M. (2006). A Brief History of The 1987 Stock Market Crash With a Discussion of The 

 Federal Reserve Response. Finance and Economics Discussion Series. Federal Reserve 

 Board, Washington D.C. 

 

Calvo, G.A, Leiderman, L, and Reinhart, C. M. (1996). Inflow of Capital to Developing 

 Countries in the 1990s. Journal of Economic Perspective, 4(123-139). 

 

Chauhan, S. (2013). “Impact of Foreign Capital Inflows on Indian Stock Market”. Trans Asian 

 Journal of Marketing & Management Research,  2(3- 4),79-90. 

 

Chami R. And Fullenkamp C. (2003). Are Remittances A Source of Capital For Development? 

 International Monetary Fund. 

 

Chen, C. Chang, L.and Zhange, Y. (1995). The Role of Foreign Direct Investment in 

 China’s Post-1978 Economic Development. Journal of World Development, 23:691-703. 

 

Chen, L., Lesmond, D., and Wei, J. (2005) Corporate Yield Spreads And Bond Liquidity. 

 Journal of Financial Economics. 77, 127-187.  

 

Chen, J., and  Quang, T. (2012). International Financial Integration And Economic Growth: New 

 Evidence On Threshold Effects. Paris School of Economics, 48 Boulevard Jordan, 75014 

 Paris, France.  

  

Choi, I. (2001). Unit Root Tests For Panel Data. Journal of International Money and  

 Finance, 20:249-272. 

 

Chui, B. (2016). Analysis of the Nairobi Stock Exchange: 2008-2016. Dyer And Blair 

 Investment Bank. 

 

Claessens, S. Ajayi, S. I. (1991). ‘Macroeconomic Approach to External Debt: The Case Of 

 Nigeria’. AERC Research Paper No. 8. Nairobi: African Economic Research 

 Consortium. 

 

Claessens, Stijn, Daniela, K., and Schmukler,  S., (2002). ‘FDI And Stock Market Development: 

 Complements Or Substitutes?’, Conference Paper, Washington DC October 3-4, 2002. 

 

Claessens, S., Klingebiel, D., and Schmukler, S. L. (2006). Stock Market Development and  

Internationalization: Do Economic Fundamentals Spur Both Similarly? Empirical 

Journal of Finance, 13: 316-350.  

Claessens, Stijn, and Schmukler, Sergio (2007). “International Financial Integration through 

Equity Markets: Which Firms and From Which Countries Go Global?” Journal of 

International Money and Finance, 26:5, 788-813. 

 

Clement, B., Bhatta, Charya, R. and Nguyen, Y. (2005). “External Debt, Public Investment and 

Growth of Low Income Countries” IMF Working Papers No.3/249. 

http://econpapers.repec.org/article/eeejimfin/v_3a26_3ay_3a2007_3ai_3a5_3ap_3a788-813.htm
http://econpapers.repec.org/article/eeejimfin/v_3a26_3ay_3a2007_3ai_3a5_3ap_3a788-813.htm


150 
 

 
 

 

Cooper, R. D., and  Schindler, S. P. (2008). Business Research Methods. India: Tata MCP Graw- 

Hill. 

 

Desai, M.A. and Foley, C.F. (2005). Foreign Direct Investment and Domestic Capital Stock. 

 American Economic Review 33-38. 

 

Demirguc-Kunt, A., and Levine, R. (1996). Stock Market Development and Financial 

 Intermediaries: Stylized Facts, the World Bank Economic Review. 10 (2): 291- 321  

Desai, Mihir A, Foley, C. Fritz, James, R. and Jr. Hines (2007), Foreign Direct Investment and 

 the Domestic Economic Activity, NBER Working Paper No 11717. 

 

Desai MA, Foley CF, Hines JR Jr (2008). Capital Controls, Liberalizations, and Foreign Direct 

 Investment. Journal of Finance Studies 19(4): 1433–1464. 

 

Dickey, D. A. and Fuller, W. A. (1979). Distribution of Estimators for Time Series 

 Regressions with Unit Root, Journal of the American Statistical Association 74 (427- 

431). 

 

Dickey, D.A., Fuller, W.A. (1981). Likelihood Ratio Statistics for Autoregressive Time Series 

 with A Unit Root. Econometrica  49 (4):1057–1072. 

 

Doan, T. (1994). Regression Analysis of Time Series User Manual 4th Edn., Estima, 

 Evanston.  

 

Docquier, H, and Rapoport, F. (2005). "The Economics of Migrants’ Remittances." The Institute 

 for the Study of Labour. Discussion Papers, No. 1531. 

 

Donald, A.W. (1991). Heteroskedasticity and Autocorrelation Consistent Covariance Matrix 

 Estimation. Econometrica. 59(3), 817-853. 

 

Dotch, N. (2013). Foreign Capital and Stock Market Development- Do Macro and Micro Studies 

 Agree? Journal of Applied Economics and Business Research 3(4): 222-231. 

 

Dunning, J.H. (1973). The Determinants of International Production. Oxford Economic Papers.  

 289-335. 

 

Ehrlich, I., (1977). The Deterrent Effects of Capital Punishment Reply, American Economic 

 Review, 67, 452-58. 

 

Ender, W. (1995). Applied Econometric Time Series in Probability and Statistics. Wiley and 

 Sons Publishers, New York. 

 

Engle, R.F., Granger, C. (1987). Co-Integration and Error Correction: Representation, Estimation 

 and Testing. Econometrica Pp.251-276. 



151 
 

 
 

Enrico, C. and Oijen (2001). Privatization, Political Risk and Stock Market Development in 

 Emerging Economies. Journal of International Money and Finance. 20(1) 43-69. 

 

Fabozzi F. (2008). Overview of Financial Instruments and Financial Markets. John Willey and 

 Sons Publishing. 

 

Fama, E., & K.R. French. (2002). Testing Trade-Off and Pecking Order Predictions About 

 Dividends and Debt. Review of Financial Studies, 15, 1-33.  

 

Farrar, D. E.,  and R. R. Glauber (1967). Multicollinearity In Regression Analysis; The Problem 

 Revised,  Review of Economics and Statistics, 49: 92-107. 

 

Field, A. P. (2009). Discovering Statistics Using SPSS, 2nd Edition. London: Sage. 

 

Frankel, J.A. (2011). Monetary Policy in Emerging Markets. Handbook of Monetary Economics.  

33: 144-145. 

 

Frankel, J. and Saravelos, G. (2012). Can Leading Indicators Assess Country Vulnerability? 

 Evidence from 2007-2008 Global Financial Crisis Journal of International 

 Economics 87(2), 216-231. 

 

Galindo, A., Schiantarelli, F. and Weiss, A. (2007). “Does Financial Liberalization  Improve the  

Allocation of Investment? Micro Evidence From Developing Countries”, Journal of 

Development Economics, 83, 562-587. 

Garcia, V.F., and Liu, L. (1996). Macro Economic Determinants and Stock Market 

 Development. Journal of Applied Economics.  2(29-59). 

 

Gachanja S. and Kosimbei G. (2018). Dynamic Linkage Between Foreign Equity Flows And 

 Stock Market Returns At Nairobi Securities Exchange. Strategic Journal of Business 

 Change Management. 5(3) 

 

Githaiga P. and Kabiru C. (2014). Remittances as a Determinant Financial Sector Development 

 Journal of Business, Economics & Finance 3(4) 2146 – 7943. 

  

Granger, C.J. (1969). Investigating Causal Relationships By Econometrics Models And Cross-

Spectral Methods. Econometrica 37(3):424–438. 

 

Ghose, K. (2014) Capital Inflow and Investment in Developing Countries. Employment Strategy 

 Papers. 2004/11. 

 

Godfred, A. (2016). Research Instruments for Data Collection (12–15). Retrieved From 

Http://Campus.Educadium.Com  

 

 

http://campus.educadium.com/


152 
 

 
 

Gordon, M.J. (1992). The Neo Classical and Post Keynesian Theory of Investment. 

 Journal of Post Keynesian Economics 14:4, 425-443. 

 

Gordon, M.J. (2015). The Neo- Classical And Post Keynesian Theory of Investment. Journal of 

 Post Keynesian Economics, 14(4) 425-443. 

 

Greene, W.H. (2008).  Econometric Analysis (6th Ed.), Upper Saddle River, New Jersey,  USA: 

 Prentice Hall. 

 

Gujarati, D. (2003). Basic Econometrics (4th Ed.), New York, USA: Mcpgraw Hill.  

 

Hacker RS, Hatemi, J.A. (2006). Tests for Causality Between Integrated Variables Using 

 Asymptotic and Bootstrap Distributions: Theory And Application. Journal of Applied 

 Economics. 38(13):1489–1500. 

 

Hadi, A., Hiung, E, Hamad, S. Iqbal, T. (2016). Financial Market Theory of Development: 

 Evidence From Pakistani And Israeli Stock Exchange Markets. Journal of Peryurusan.  

 46. 

 

Helleiner, E. (2011) Understanding the 2007-2008 Global Financial Crisis Lesson for 

 Scholars of International Political Science. Annual Review of International 

 Political Science 14 67-87. 

 

Hearn, B., and Piesse, J. (2010). Barriers to the Development of Small Stock Markets: A Case 

 Study of Swaziland and Mozambique. Journal of International Development. 22, 1018-

 1037. 

Hymer, S.H. (1976). The International Operation of National Firms: A Study of Direct Foreign 

 Investment, MT Press, Cambridge, MA, United States. 

 

Hur, J. (2018). History of Stock Markets. Retrieved From: Http://Www.Bebusinesed.Com. 

 

Idenyi. S, Ifeyinwa. C, Obinah. J. and Agbi, .P. (2016). Impact of Foreign Direct Investment on 

 Stock Markets Growth in Nigeria. Asian Research Journal of Arts and Social Science 1-

 14. 

 

Iwedi, M. & Igbenibo, D. S. (2015). “Foreign Private Investment and the Development 

 Economies: Evidence from Nigeria”. Developing Countries Studies, 5(19), 53-64. 

 

IMF (2003). World Economic Outlook: Growth and Institutions. International Monetary System. 

 

IMF (2005). Annual Report: Making The Global Economy Work For All. International 

 Monetary Fund. 

 

Johnson (2006). Foreign Direct Investment Inflows to the Transition Economies of Eastern 

 Europe, Magnitude and Determination. CESIS Electronic Working Papers Series No. 59. 



153 
 

 
 

Kaleem, R. and Shahbaz, M. (2009). Impact of Foreign Direct Investment on Stock Market 

 Development: The Case of Pakistan. 9th Global Conference on Business and Economics, 

 Cambridge University, U.K. 

 

Karthik, R. and Kannan, N. (2011). Impact of Foreign Direct Investment on Stock Market 

 Development : A Study With Reference to India. International Journal of Management 

 2(2), 75 – 92. 

 

Keynes, J. M. (1936).  The General Theory of Employment, Interest and Money, London: 

 Macmillan. 

 

Klein, M. (2001). Stock Market Crash of 1929: A Review Article. Journal  of  Business  History 

 Review 75(2), 325-351. 

 

Kibaara, B.(2008). The Impact of the Global Financial Crisis on the Developing Countries: 

 Case of Kenya. Available Online at http//www.ios.ac.ke. 

 

Kim, E. H. and Singal, V. (2000). Stock market openings: Experience of Emerging Economies. 

 Journal of Business, 73(1), 25-66.   

Koskei L, Kibet L and Nyangau A. (2016). A Comparison of the Effect of Portfolio Equity on 

 Stock Returns of Listed Banking and Non-Banking Institutions in Kenya. African Journal 

 of Business and Management 10(22), 569-575. 

 

Koskei, L. (2017). Effect of Foreign Portfolio Equity Sales on Stock Returns in Kenya: Evidence 

 From NSE Listed Financial Institutions. International Journal of Economics and Finance 

 4(9): 54-69. 

 

Kothari, C. R. (2004). Research Methodology: Methods and Techniques. Delhi: New Age 

 International (P) Ltd Publishers. 

 

Kraus, A. and Litzenberger (1973). A State of Preferred Model of Optimal Financial Leverage. 

 Journal of Finance. 28(4). 911-922. 

 

Kraemer H, Kazdin A, Sifford D And Kupfer D. (2001). How Do Risk Factors Work Together? 

 Mediator, Moderator, Independent, Overlapping and Proxy Risk Factors. American 

 Journal of Psychiatry. 158(6) 848-856. 

 

Kumar, K. Venkateswara, S. and Devi, V. (2013). Impact of International Financial Flows on 

 Indian Stock Markets – An Empirical Study XI Capital Markets Conference.  

 

Layson, S. (1983). Homicide and Deterrence: Another View of the Canadian Time Series 

 Evidence, Canadian Journal of Economics, 16, 52-73. 

 

Law, S.H. (2008). Does Country’s Openness to Trade and Capital Accounts Leads to Financial

 Development? Evidence from Malaysia. Asian Economic Journal, 22, 161-177  



154 
 

 
 

Law, S.H. and Shah Habibullah, M. (2009). The Determinant of Financial Development: 

 Institutions, Openness, and Financial Liberalization. South African Journal of Economics, 

 77,120-124 

Levine R. Zervos, S.(1998). Stock Market, Banks and Economic Growth. American Economic 

 Review 88(3), 537-558. 

 

Lucas, R. E. B., & Stark, O. (1985). Motivations to Remit: Evidence from Botswana. The 

 Journal of Political Economy, 93(5), 901-918. 

 

Levine, R. & Zervos, S. (1996). Stock Market Development and Long-Run Growth. World Bank 

 Policy Research Working Paper, No. 1582.  

 

Levine, R., And Zervos, S. (1998). Stock Markets Banks and Economic Growth. American 

 Economic Review. 88: 537-558.  

Lutkepohl, H. (1991). Introduction to Multiple Time Series Analysis, Springer-Verlag, Berli 

 Dufour, A. and Engle, R. F. (2000) Time and the Price Impact of A Trade, Journal of 

 Finance 55(6), 2467—98. 

  

M‟Amanja,  D. and O.  Morrisey  (2005).  Foreign Aid, Investment and Economic Growth: A 

 Time Series Approach.  Credit Research Paper, No 06/05, Centre for Research in 

 Economic Development and International Trade, University Of Nottingham. 

 

Mandaci, P., Aktan, B., Kurt-Gumuş, G., Tvaronavičienė, M. (2013). Determinants of Stock 

 Market Development: Evidence from Advanced and Emerging Markets in A Long Span. 

 Journal Business Theory and Practice 14(1), 51–56. 

 

Malik, M.A.R., Chaudhry, A.R. and Mohammed (2012). “Exploring the Link Between FDI, 

 Mnes And Spillover Effects In The Developing Economies”, International Journal of 

 Business And Management, 7,230-240. 

 

Malik, I. A., Amjad, S. (2013). Foreign Direct Investment and Stock Market Development in 

 Pakistan. Journal International Trade Law Policy 12(3):226–242. 

 

Merton, R. (1987). A Simple Model for Capital Markets Equilbrium with Incomplete 

 Information. Journal of Finance. 42(3): 483-510. 

 

Mills, T. C. (1999). The Econometric Modelling of Financial Time Series, 2nd Edn., 

 Cambridge: Cambridge University Press.  

 

Misati, R. N, (2007). Liberalization, Stock Market Development and Investment Efficiency In  

Africa. International Review of Business Research Papers. 3 (4), 183-191. 

Mogaka, D. (2017). Short-Term Financing Decisions and Financial Performance of Non-

Financial Firms Listed at the Nairobi Securities Exchange, Kenya. Phd Thesis, 

Kenyatta University. Also available online at  http://repository.ku.ac.ke 

http://repository.ku.ac.ke/


155 
 

 
 

 

Mohtadi, H. and Agarwal, S. (2013). Stock Market Development and Economic Growth 

 Evidence From Developing Countries. University of Wisconsin-Milwaukee, 2001. 

 University of Wisconsin-Milwaukee. 

 

Mohanty, M. (2016). International Capital Flows and Financial Market Dynamics: Empirical 

 Evidence from Indian Stock Market. Phd Dissertation, National Institute of Technology 

 Rourkela, India. 

 

Mosley, L. And Singer, D. (2009). The Global Financial Crisis: Lessons and Opportunities the 

 Internal Political Economy. Journal of International Relations. 35(4). 

Muigai, B. and Muturi, W. (2015). The Relationship Between Foreign Capital Inflow and 

 Economic Growth of Kenya. International Journal of Management and Commerce 

 Innovations. 1(5), 14-21. 

 

Mukras, S. (1986). Elements of Mathematical Economics. Kenya Literature Bureau. Nairobi, 

 Kenya.  

 

Munene, A. (2016). Financial Deepening and Capital Market Development in Kenya. Phd 

 Thesis, Kenyatta University.  

 

Mungami, E.S. (2013). Determinants Of Lease Financing Decisions By Non-Financial Firms 

 Quoted On Nairobi Securities Exchange, Kenya. Phd Thesis, Kenyatta University.  

 

Mwangi, W. (2014). Effect Of Financing Decisions on The Perfomance of Non-Financial 

 Companies Listed at The Nairobi Securities Exchange Market. Phd Thesis Kenyatta 

 University.  

 

Mwega. F. (2009). Global Financial Crisis Discussion Series Paper 7. Kenya Overseas 

 Development Institute London. 

 

Mwega, F.M and Ngugi, R. (2009). Foreign Direct Investment in Kenya and Sub Saharan Africa: 

 Origins and Targets, Impacts and Potential. African Research Consortium, 2006 133-157. 

 

Mweni. F. (2016). The Relationship Between Public Investment To GDP Ratio and External 

 Debt Stocks In Kenya. International Journal of Management and Economics Invention. 

 7(2), 671-680. 

 

Myers, S. (1977). Determinants of Corporate Borrowing. Journal of Financial Economics. 147-

 175. 

 

Nairobi Securities Exchange (2010). Nairobi Securities Exchange 20 Share Index Listing 

 Manual. Nairobi, Kenya. 

 

Nairobi Securities Exchange (2013a). Nairobi Securities Exchange Launches The Growth 

 Enterprise Market Segment. NSE, Nairobi. Available online (www.nse.co.ke). 



156 
 

 
 

Nairobi Securities Exchange (2013b). Listing of Home Africa at the Nairobi Securities 

 Exchange. NSE, Nairobi  

 

Nairobi Securities Exchange (2016). History of the NSE. Retrieved From 

 https://www.nse.co.ke/nse/history-of-nse.html. 

 

Nairobi Securities Exchange (2018). Listed Companies. Retrieved From 

 https://www.nse.co.ke/listed-companies/list.html. 

  

Nairobi Securities Exchange (2016). Annual Reports. Retrieved From https://www.nse.co.ke. 

  

Nairobi Securities Exchange (2018). Quarterly Statistical Bulletin. Retrieved From 

 https://www.nse.co.ke. 

  

Narag, Ratika (2000). “Implications of Foreign Portfolio Flows for An Emerging  Economy: The 

 Case of India and Mexico,” Delhi School of Economics, Mimeo. 

  

Narula R. and Potelli B. (2006). Foreign Direct Investment Through Acquisition and Implication  

of Technological Upgrading: Case Evidence From Tanzania. European Journal of 

Development Research. 18(1).  

 

Nautet, M. and Menseel, A.L. (2012). Economic Impact of Public Debt, IMF Working Paper. 

 

Nera, N. and Eze, B (2017). Stock Market Development And Foreign Investor Participation In  

Nigeria:  A Causality Investigation Journal of Finance, Banking And Investment, 

4(1). 

 

Newey, W. and West, K. (1987). “A Simple, Positive Semi-Definite, Heteroskedasticity and 

 Autocorrelation Consistence Covariance Matrix”. Econometrica 55(3), 703-708. 

 

Ngeny, K.L. and Mutuku, C. (2014). Impact of Foreign Direct Investment Volatility on 

 Economic Growth: EGARCH Analysis, Econometrica 50-61. 

 

Ngugi, R. W. (2003a). Development of the Nairobi Stock Exchange: A Historical Perspective. 

 Kenya Institute for Public Policy Research and Analysis (KIPPRA) Discussion Paper No. 

 27, Nairobi.  

Ngugi, R. W. (2003b). What Defines Liquidity Of The Stock Market? The Case of Nairobi Stock  

Exchange. Kenya Institute for Public Policy Research and Analysis (KIPPRA) 

Discussion Paper No. 29, Nairobi.  

Ngugi, R. W., and Njiru, R. (2005). Growth of the Nairobi Stock Exchange Primary Market. 

 Kenya Institute for Public Policy Research and Analysis (KIPPRA) Discussion Paper No. 

 47, Nairobi.  

Ngugi, R.W. and Nyangoro, O. (2005). Institutional Factors and Foreign Direct Investment 

Flows:  Implication for Kenya. Discussion Series Published By KIPPRA. 

https://www.nse.co.ke/listed-companies/list.html
https://www.nse.co.ke/
https://www.nse.co.ke/


157 
 

 
 

 

Ngugi, R., Amanja, D., & Maana, I. (2009). Capital Market, Financial Deepening And 

 Economic Growth In Kenya. In Centre for the Study of African Economies 

 Conference, 22-24.  

 

Ngugi, R.W, Amanja, D. and Maana, I. (2010). The Capital Market And Economic Growth 

 Kenya: Policies For Prosperity. Oxford University Press. 

 

Nguyen, T. T. (2016). Macroeeconomic Indicators and The Stock Market  Development in 

 Emerging Economies: The Case Of Vietnam. London: Cardiff Metropolitan 

 University. 

Njoroge, W. (2014). Effect of Diaspora Remittance On Stock Market Performance: Evidence 

 From Nairobi Securities Exchange. International Journal of Current Aspects In Finance 

 (IJCAF), 2(2) 1-11.  

 

Nkuru. F. (2017). Financial Indicators and Share Performance of Firms' Inclusion In The Nairobi   

Securities Exchange 20 Share Index In Kenya Phd Thesis, Kenyatta University.  

Nyangoro, O. (2013). Foreign Portfolio Flows and Stock Market Performance in Kenya: Case of 

 Nairobi Securities Exchange. PHD Thesis, University of Nairobi, CSAE Conference on 

 Economic Development in Africa. 

 

Nwiado, D. and Deekor, L. (2013). The Domestic Bond Market and the Development of the 

 Nigerian Capital Market: An Empirical Analysis. Journal of Economics and Sustainable 

 Development. 4(7). 

 

Ocharo, K, Wawire, W, Ng’ang’a and Kosimbei, G.(2014). Private Capital Inflow and Economic 

 Growth in Kenya. International Journal of Development and Sustainability. 3, 810-837. 

 

Oziengbe, S. and Ovuefyen, J. (2013). Foreign Financial Resources Inflow and Stock Market 

 Development; Evidence from Nigeria and Ghana. The Research Journal of Finance and 

 Accounting, 4(9), 51-63. 

 

Olaka . H. (2017). The Capping of Interest Rates: Market Failure or Necessary Intervention? 25th 

 Conference of the Institute of Certified Public Accountants of Kenya. 

 

Oke, B. O. Uadiale, O.M. & Okpala, O.P. (2011). Impact of Workers’ Remittances on Financial  

Development in Nigeria. International Business Research, 4(4).  

 

Osoro, C. and Jagongo, A. (2014). Investor Perceptive on the NASI and the NSE All Share 

 Index As Performance Measurement Indicators at the Nairobi Securities Exchange. 

 International Journal of Humanities and Social Sciences. 3(18), 153-162. 

 



158 
 

 
 

Paramati, S.R and Gupta, R.(2011). An Empirical Analysis of Stock Market Performance and 

Economic Growth: Evidence From India. International Research Journal of Finance 

and Economics 134-148. 

 

Pesaran, M. H, & Shin, Y. (1999). An Autoregressive Distributed Lag Modeling Approach to   

Cointegration Analysis. In Strom S (Ed) Econometrics and Economic Theory in the 20th 

Century: The Ragnar Frisch Centennial Symposium. Cambridge University Press, 

Cambridge. 

  

Pesaran, M. H. Shin, Y. & Smith, R. J. (2000). Structural Analysis of Vector Error Correction 

Models With Exogenous I(1) Variables. Journal of Econometrics   97; 293–343. 

  

Pesaran, M. H. Shin, Y. & Smith, R. J. (2001). Bounds Testing Approaches to the Analysis 

 of Level Relationships. Journal of Applied Economics, 16 (289–332). 

  

Phillips, P.B., Perron, P. (1988). Testing for A Unit Root In Time Series Regression. 

 Biometrika . 75, 335-346. 

  

Quandt, R. (1965). Tests of the Hypothesis That A Linear Regression System Obeys Two 

 Different Regimes. Journal of the American Statistical Association 55, 324—330. 

 

Quaresh, M.N and Ali, K (2010). Public Debt and Economic Growth: Evidence from Pakistan. 

 International Research Journal of Finance and Economics, 53 100-108. 

 

Rahman M. and Musafa, M. (2017). Financial Deepening and Stock Market Returns: Panel 

 Data Analyses for Selected Developed and Developing Economies. Journal of 

 Monetary Economics and Finance 10(1),30-47. 

 

Rajan, R.G. And Zingales, L. (2003). The Great Reversal and the Politics of Financial 

Development of 20th Century Journal of Financial Economics, 69(1):5-50. 

 

Rao, K.S, Murthy, M.R, Ranganathan, K. (199). Foreign Institutional Investment and the Indian 

Stock Market. Journal of Indian School of Political Economy. 11(4) 623-647. 

 

Raza, SA, Jawaid, S..T (2014). Foreign Capital Inflows, Economic Growth and Stock Market 

Capitalization in Asian Countries: An ARDL Bound Testing Approach. Qual Quant 

48(1):375–385. 

 

Raza, S.A, Jawaid, S.T., Afshan, S, Karim, M.S.Z. (2015). Is Stock Market Sensitive To Foreign 

Capital Inflows And Economic Growth? Evidence from Pakistan. Journal of Economic 

and Foreign Trade 8 (3):142–164. 

 

Raza, A., Iqbal, N., Ahmed, Z., Ahmed, M. and Ahmed, T. (2012). The Role of FDI On  Stock 

Market Development: The Case Of Pakistan. Journal of Economics and Behavioral 

Studies. 4(1) 26-33.  

 



159 
 

 
 

Ratha, D., (2003). Worker’s Remittances: An Important and Stable Source of External 

 Development Finance. Journal of Global Development Finance, 157-172. 

 

Ratha, D., & Mohapatra, S., (2007). Increasing the Macroeconomic Impact of Remittances on 

Development. Development Prospects Group. Washington D.C: World Bank. 

  

Republic of Kenya. (2007). Kenya Vision 2030 - A Globally Competitive and Prosperous Kenya. 

 Nairobi: Government Printer.  

Republic of Kenya. (2014). Kenya Foreign Policy Statement 2014. Nairobi. Also available 

 online at www.mfa.go.ke 

Republic of Kenya. (2015). Budget Policy Statement 2015. Nairobi. Also available online at 

 www.treasury.go.ke 

Republic of Kenya. (2016). Kenya Economic Report 2016. Also available online and Retrieved 

 from http://www.knbs.or.ke// Downloads/Kenya Economic Report 2016.Pdf  

Republic of Kenya. (2018). Kenya Economic Report 2018. Also available online and Retrieved 

 http://www.knbs.or.ke //Downloads/Kenya Economic Report 2018.Pdf  

Rich, K. L. (2006). Introduction to Ethics. Retrieved From Jones & Bartlett Learning:  

 Http://Www.Go.Jbolearninh.Com/Butts. 

 

Saunders M, Lewis P. and Thornhill, A. (2009). Research Methods For Business Studies  Fifth 

Ed Pearson Educational Centre Edinburgh Gate, Harlow, And Essex CM 202 England. 

 

Syed, A. R., Syed, T. J., & Sahar, A. (2013). “Is Stock Market Sensitive to Foreign Capital 

 Inflows And Economic Growth?” Evidence from Pakistan.  MPRA  Paper 48399. 

 

Scott-Kennel, J. (2004). Foreign Direct Investment to New Zealand. University of 

 Auckland Bus. Rev. 6(2):41-49. 

 

Salsman M. and Richardson M., (2004). The Cause and Consequences Of Great Depression: 

 What Made The Roaring 20s Roar. The Intellectual Activist. 

Shahbaz, M. Qureshi, M. N. & Naveed, A. (2007). Remittances and Financial Sector’s 

 Performance: Under Two Alternative Approaches for Pakistan. International 

 Research Journal of Finance and Economics. 12, 44-67.  

 

Shahbaz M. And Rahman M.M.(2011). The Dynamic Nature of Financial Development, 

Imports, Foreign Direct Investment and Economic Growth: Cointergration And 

Causality Analysis In Pakistan. Global Business Review 13, 201-219. 

 

Shahbaz,M., Lean,H. & Kalim, R.(2013). The Impact of Foreign Direct Investment on Stock 

Market Development: Evidence from Pakistan, Journal of Economic Research, 26:1(17-

32). 

 

http://www.knbs.or.ke/
http://www.go.jbolearninh.com/butts


160 
 

 
 

Shahbaz, M., Rehman, I. and Afza, T. (2015). Macroeconomic Determinants of Stock Market 

 Capitalization in an Emerging Market: Fresh Evidence from Cointegration with 

 Unknown Structural Breaks. Macroeconomics and Finance in Emerging Market 

 Economies, 1-26 

Sharma, G. (2017). Pros and Cons of Different Sampling Techniques. International Journal 

Applied Research 3(7): 749-752). 

 

Shenkar, O. and  Serapio, M. (2007). “Tamed Tigers: Restructuring, Liberalization And 

Changing Business Systems in the East Asian Economies.”  Management International 

Review, 4. 

 

Shiundu, V. (2017). Behavioral Biases and Individual Investor Portfolio Performance at The 

Nairobi Securities Exchange, Kenya. Phd. Thesis. Kenyatta University.  

 

Singh, Ajit (1993). The Stock Market and Economic Development: Should Developing 

Countries Encourage Stock Markets?. UCTAD Review, No. 4. 

 

Singh, Ajit (1997). Financial Liberalization, Stock Markets and Economic Development. The 

Economic Journal 107; 771-782. 

 

Singh, A. (1999). Should Africa Promote Stock Market Capitalism? Journal of International 

 Development. 11: 343-365.  

Soumare, I. And Tchana, F.M. (2011).  Causality Between FDI and Financial Market 

Development: Evidence From Emerging Markets. MPRA 310-328. 

 

Stiglitz, J. (2000). Capital Market Liberalization, Economic Growth, and Instability. Journal of 

 World Development, 28:6, 1075 – 1086. 

Toda HY, Yamamoto T (1995) Statistical Inference In Vector Auto Regression With Possibly 

 Integrated Processes. Journal Econometrics 66(1–2) 225–250 

 

Todaro, M.P., Smith, S.C. (2003). Economic Development (8th Ed.) Delhi Pearson Education. 

 

Torre A. and Schmukler, S. (2007). Stock Market Development Under Globalisation: Wither The 

Gains From Reforms. Journal of Banking and Finance. 31(2007):1731-1754. 

  

Trochim, W. M. (2006). Research Methods Knowledge Base. Retrieved From 

Http://Www.Socialresearchmethods.Net/Kb/Design.Php. 

  

Tsay, R. (2000). Time Series Forecasting: Brief History and Future Research, Journal of  the 

American Statistical Association 95, 638—4. 

 

UNCTAD (1999). United Nations Conference on Trade and Development: World 

 Investment Report. 

 

http://www.socialresearchmethods.net/kb/design.php


161 
 

 
 

UNCTAD (2010). Trade and Development Report 2010, United Nations Conference On Trade 

and Development, New York And Geneva. 

 

UNCTAD (2016), World Investment Report 2016, United Nations Conference on Trade and 

Development, New York and Geneva. 

 

Wassell, Jr CS, P.J. Saunders (2008). Time Series Evidence on Social Security And Private 

 Saving: The Issue Revisited. Central Washington University. Retrieved August 3,  2010. 

 

Waheed, A. (2004). Foreign Capital Inflows and Economic Growth of Developing Countries: 

Critical Survey of Selected Empirical Studies. Journal 0f Economic Cooperation Pp. 1-

36. 

 

Wasssal, K. (2013). The Development of the Stock Market: In Search of Theory. International 

Journal of Economics and Financial Issues, Econ Journal 3(3)606-624. 

 

Waszkiewics, G. (2017). Effect of Political Risk on Financial Markets in Developed and 

Developing Economies. Journal of Economics and Management. 2017(28)112-132. 

 

Were A. (2001). Impact of External Debt on Economic Growth in Kenya: An Empirical 

Assessment. UNU/WIDER Development Conference on Debt Relief. Helsinki,17-18. 

 

White, H. (1980). A Heteroskedasticity-Consistent Covariance Matrix Estimator and A Direct 

Test for Heteroskedasticity, Econometrica Vol. 48, 817—838. 

 

Wassal, K. (2013). Development of the Stock Market: In Search of A Theory. International 

Journal of Economics and Financial Issues, 3(3) 606-624. 

 

Williams, M, Grajales, G. and Kurkiewicz, D. (2013). Assumptions of Multiple Regression: 

Correcting Practicle Misconceptions. Journal of Practical Assessment Research and 

Evaluation. 18(11) 1-14. 

 

Wim B. (2009). The Financial Crisis of 2008 and Developing Countries. WIDER Discussion 

Paper. 2009(1) 

 

World Bank (2000). Global Development Finance, World Bank, Washington, DC. 

 

World Bank, (2010). World Development Indicators & Global Development Finance. 

 Available From: Http://Data.Worldbank.Org/Data-Catalog/World-Development 

 Indicators. 

 

World Bank (2018). International Financial Markets Statistics. Http://Data 

Worldbank.Org/Indicator/ 

 

World Bank (2018a). Foreign Direct Investment, Net Inflows (Bop, Current US$). Http://Data 

Worldbank.Org/ 

http://data.worldbank.org/data-catalog/world-development
http://data/
http://data/


162 
 

 
 

 

World Bank (2018b) Portfolio Equity, Net Inflows (Bop, Current 

 S$).Http://Data.Worldbank.Org/  

 

World Bank (2018c) Personal Remittances, Received (Current US$).Http://Data.Worldbank.Org/ 

 

Wyss, R. (2004), Measuring and Predicting Liquidity, Phd Dissertation, University St. Gallen, 

Zurich. 

 

Vargas, S. and Huang, P. (2006). "Macroeconomic Determinants of Workers' Remittances: Host 

 Versus Home Country's Economic Conditions." Journal of International Trade and 

 Economic Development 15(1) 81-99. 

 

Vladimir, A., Tomislav, G. and Irene, R. (2015). “The Relationship Between the Stock Market 

 and Foreign Direct Investment In Croatia: Evidence From VAR and Cointegration 

 Analysis”.  Journal Financial Theory and Practice, 37 (1), 09- 126. 

 

Yartey, C. A. and Adjasi C.K (2007). Stock Market, Development in Sub-Saharan Africa: 

 Critical Issues and Challenges. IMF Working Paper-WP/07/20, Washington, 

 International Monetary Fund. 

Yartey, A. C. (2008) The Determinants of Stock Market Development In Emerging Economies: 

Is South Africa Different? IMF Working Paper No.  WP/08/32, Washington D.C.:  

International Monetary Fund.  

 

Yartey CA (2010). The Institutional and Macroeconomic Determinants of Stock Market 

Development in Emerging Economies. Journal of Applied Finance and Economics, 

20(21):1615–1625. 

 

Zafar, M. (2013). Determinants of Stock Market Performance in Pakistan, Interdisciplinary 

Journal of Contemporary Research in Business, 4(9), 1017-1026.  

 

Zafar H, Quaresh T and Abbas Z. (2013). Does FDI Influence the Development of the Host 

Country? Evidence from Pakistan. African Journal of Business and Management, 7(9) 

678-687. 

 

Zanker, J.H. and Siegel .M. (2007). Determinants of Remittances: A Review of Literature. 

Working Paper Maastricht University. 

.  

 

 

 



163 
 

 
 

APPENDICES 

APPENDIX I: RESEARCH AUTHORIZATION LETTER 

 



164 
 

 
 

APPENDIX II: RESEARCH PERMIT 

 

 

 

 

 

 

 

 

 

 

 

 

 



165 
 

 
 

APPENDIX III: COMPANIES LISTED AT THE NAIROBI SECURITIES EXCHANGE 

SECURITIES TRADING SYMBOL 

AGRICULTURAL  

 Eaagads Ltd Ord 1.25 AIM  EGAD 

 Kakuzi Plc Ord.5.00  KUKZ 

 Kapchorua Tea Co. Ltd Ord Ord 5.00 AIM  KAPC 

 The Limuru Tea Co. Plc Ord 20.00AIMS LIMT 

 Sasini Plc Ord 1.00 SASN 

 Williamson Tea Kenya Ltd Ord 5.00 AIM WTK 

AUTOMOBILES & ACCESSORIES  

 Car & General (K) Ltd Ord 5.00 C&G 

BANKING  

 Barclays Bank of Kenya Ltd Ord 0.50 BBK 

 BK Group Plc Ord 0.80 BKG 

 Diamond Trust Bank Kenya Ltd Ord 4.00 DTK 

 Equity Group Holdings Plc Ord 0.50 EQTY 

 HF Group Plc Ord 5.00 HFCK 

 I&M Holdings Plc Ord 1.00  I&M 

 KCB Group Plc Ord 1.00 KCB 

 National Bank of Kenya Ltd Ord 5.00 NBK 

 NIC Group Plc Ord 5.00 NIC 

 Stanbic Holdings Plc ord.5.00 CFC 

 Standard Chartered Bank Kenya Ltd Ord 5.00 SCBK 

 The Co-operative Bank of Kenya Ltd Ord 1.00 COOP 

COMMERCIAL AND SERVICES  

 Atlas African Industries Ltd GEMS ADSS 

 Deacons (East Africa) Plc Ord 2.50AIMS DCON 

 Eveready East Africa Ltd Ord.1.00 EVRD 

 Express Kenya Ltd Ord 5.00 AIMS XPRS 

 Kenya Airways Ltd Ord 5.00 KQ 

 Longhorn Publishers Plc Ord 1.00AIMS LKL 

 Nairobi Business Ventures Ltd Ord. 1.00 GEMS NBV 

 Nation Media Group Ltd Ord. 2.50 NMG 

 Sameer Africa Plc Ord 5.00 FIRE 

 Standard Group Plc Ord 5.00 SGL 

 TPS Eastern Africa  Ltd Ord 1.00   TPSE 

 Uchumi Supermarket Plc Ord 5.00 UCHM 

 WPP Scangroup Plc Ord 1.00 SCAN 

CONSTRUCTION & ALLIED  

 ARM Cement Plc Ord 1.00 ARM 

 Bamburi Cement Ltd Ord 5.00 BAMB 
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 Crown Paints Kenya Plc Ord 5.00 BERG 

 E.A.Cables Ltd Ord 0.50 CABL 

 E.A.Portland Cement Co. Ltd Ord 5.00 PORT 

ENERGY & PETROLEUM  

 KenGen Co. Plc Ord. 2.50 KEGN 

 KenolKobil Ltd Ord 0.05                    KENO 

 Kenya Power & Lighting  Co Ltd Ord 2.50 KPLC 

 Kenya Power & Lighting  Co Ltd 4% KPLC.P0004 

 Kenya Power & Lighting  Co Ltd 7% KPLC.P0007 

 Total Kenya Ltd Ord 5.00 TOTL 

 Umeme Ltd Ord 0.50 UMME 

INSURANCE  

 Britam Holdings Plc Ord 0.10 BRIT 

 CIC Insurance Group Ltd ord.1.00 CIC 

 Jubilee Holdings Ltd Ord 5.00 JUB 

 Kenya Re Insurance Corporation Ltd Ord 2.50 KNRE 

 Liberty Kenya Holdings Ltd Ord.1.00 CFCI 

 Sanlam Kenya Plc Ord 5.00 PAFR 

INVESTMENT  

 Centum Investment Co Plc Ord 0.50  ICDC 

 Home Afrika Ltd Ord 1.00 HAFR 

 Kurwitu Ventures Ltd Ord 100.00 KURV 

 Olympia Capital Holdings ltd Ord 5.00 OCH 

Trans-Century Plc Ord 0.50AIMS TCL 

INVESTMENT SERVICES  

 Nairobi Securities Exchange Plc Ord 4.00  NSE 

MANUFACTURING & ALLIED  

 B.O.C Kenya Plc Ord 5.00 BOC 

 British American Tobacco Kenya Plc Ord 10.00  BAT 

 Carbacid Investments Ltd Ord 1.00 CARB 

 East African Breweries Ltd Ord 2.00 EABL 

 Flame Tree Group Holdings Ltd Ord 0.825 FTGH 

 Kenya Orchards Ltd Ord 5.00 AIM ORCH 

 Mumias Sugar Co. Ltd Ord 2.00 MSC 

 Unga Group Ltd Ord 5.00 UNGA 

TELECOMMUNICATION   

 Safaricom Plc Ord 0.05 SCOM 

REAL ESTATE INVESTMENT TRUST  

STANLIB FAHARI I-REIT FAHR 

EXCHANGE TRADED FUNDS  

NEW GOLD ETF GLD 
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APPENDIX IV: STUDY DATA 

Years Quarter Quarterly 
lnFDI 

Quarterly 
lnFEP 

Quarterly 
lnFDP 

Quarterly 
lnREM 

Quarterly 
lnFIP 

Quarterly 
lnPRI 

2008 I 0.918078 1.044187 -0.45469 1.045637 0.740363 -0.23657 
 II 0.883253 1.102137 -0.81107 1.01674 1.060698 -0.30103 

 III 0.922667 1.139 -0.18542 0.97137 0.929419 -0.11351 
 IV 0.976358 1.153987 -0.56575 1.052 1.311754 -0.48149 

2009 I 1.472316 1.048248 -0.48745 1.071803 1.525045 -0.12494 
 II 1.466076 1.098678 -0.43652 1.051858 1.607455 -0.19382 

 III 1.453703 1.137069 -0.12088 1.085411 1.511883 -0.30103 

 IV 1.447365 1.186815 -0.23958 1.073408 1.703291 -0.11351 
2010 I 1.359843 1.207446 0.251857 1.041498 1.719331 -0.25181 

 II 1.373536 1.098609 0.368324 1.091499 1.546913 -0.30103 
 III 1.38434 1.144823 0.257367 1.115459 1.549003 -0.11351 

 IV 1.382483 1.229963 0.11576 1.162708 1.778151 -0.48149 
2011 I 1.47452 1.184209 0.213717 1.208369 1.446382 -0.22915 

 II 1.494582 0.500648 0.309151 1.257515 1.514415 -0.30103 

 III 1.528005 1.128755 0.233072 1.343687 1.520221 -0.11351 
 IV 1.531983 1.107447 0.112303 1.365849 1.578983 -0.48149 

2012 I 1.462878 1.138492 0.173478 1.402005 1.631951 -0.25181 
 II 1.462783 1.193987 0.221805 1.396351 1.71054 -0.30103 

 III 1.463586 1.211761 0.512351 1.372977 1.688064 -0.25964 
 IV 1.470246 1.312833 0.319106 1.401872 1.730298 -0.48149 

2013 I 1.384818 1.046807 0.001712 1.427712 1.697229 -0.25964 

 II 1.374102 1.305889 0.465769 1.425654 1.672744 -0.30103 
 III 1.387483 1.391799 0.120376 1.455783 1.743902 -0.25964 

 IV 1.380723 1.147336 0.187577 1.46494 1.723045 -0.48149 
2014 I 1.248377 0.92127 0.187196 1.468869 1.756484 -0.22915 

 II 1.252979 1.098263 0.275392 1.476208 1.749814 -0.30103 

 III 1.257888 1.135832 0.341425 1.517746 1.687886 -0.22915 
 IV 1.265884 1.129368 0.295446 1.516007 1.677789 -0.48149 

2015 I 1.15166 0.901186 0.287925 1.522804 1.680698 -0.20761 
 II 1.171686 1.101678 -0.04655 1.572115 1.807332 -0.30103 

 III 1.202821 1.247433 -0.17545 1.606537 1.84862 -0.22915 
 IV 1.200339 1.106599 0.029303 1.614302 1.805229 -0.48149 

2016 I 1.000991 0.979366 0.230743 1.626871 1.751048 -0.22915 

 II 0.997246 1.060622 0.351603 1.644898 1.840984 -0.30103 
 III 0.998545 1.234061 0.057875 1.633744 1.887674 -0.19382 

 IV 1.000242 1.081743 0.150879 1.657956 1.834294 -0.60206 
2017 I 1.239568 1.117603 0.193083 1.650668 1.884682 -0.18709 

 II 1.239336 0.94714 0.306393 1.672343 1.810098 -0.18709 
 III 1.24 -3 0.210158 1.709461 1.731991 -0.14267 

 IV 1.239302 1.039017 0.126018 1.765988 1.810367 -0.19382 

2018 I 1.312164 0.482588 0.344471 1.815089 1.758685 -0.60206 
 II 1.307559 0.469233 0.376175 1.870764 1.790426 -0.18709 

 III 1.307331 0.645127 0.30219 1.806486 1.811843 -0.18709 
 IV 1.312483 0.648458 0.248598 1.842613 1.876045 -0.14267 

Source: Study Data (2019)
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APPENDIX V: DIAGNOSTIC TEST RESULTS 

Table A1. Correlation Matrix 

 

 lnFDI LnFEP lnFDP lnREM lnPRI lnFIP 

lnFDI  1.000000  0.041340  0.307167 -0.093266  0.279040  0.049741 

lnFEP  0.041340  1.000000 -0.100856 -0.273455 -0.077635 -0.152645 

lnFDP  0.307167 -0.100856  1.000000  0.647815  0.646350 -0.074791 

lnREM -0.093266 -0.273455  0.647815  1.000000  0.747485 -0.090477 

lnPRI  0.279040 -0.077635  0.646350  0.747485  1.000000 -0.107499 

lnFIP  0.049741 -0.152645 -0.074791 -0.090477 -0.107499  1.000000 

Source: Study Data (2019) 

 

Table A3. White Test Results  

Heteroskedasticity Test: Dependent variable (lnMCAP)  

     
     F-statistic 1.838954     Prob. F(14,33) 0.0745 

Obs*R-squared 21.03617     Prob. Chi-Square(14) 0.1007 

Scaled explained SS 10.58873     Prob. Chi-Square(14) 0.7180 

     
     

 

Heteroskedasticity Test: Dependent variable (lnMTNR)  

     
     F-statistic 1.092819     Prob. F(14,33) 0.3986 

Obs*R-squared 15.20460     Prob. Chi-Square(14) 0.3643 

Scaled explained SS 7.461051     Prob. Chi-Square(14) 0.9155 

     
      

Heteroskedasticity Test: Dependent variable (lnNASI)  

     
     F-statistic 1.487804     Prob. F(14,33) 0.1703 

Obs*R-squared 18.57363     Prob. Chi-Square(14) 0.1819 

Scaled explained SS 7.225433     Prob. Chi-Square(14) 0.9257 

Source: Study Data (2019) 

Table A4.Breusch-Godfrey Serial Correlation LM Test:  

 

Serial Correlation LM Test: Dependent variable (lnMCAP)  

     
     F-statistic 10.47410     Prob. F(2,41) 0.0002 

Obs*R-squared 16.23152     Prob. Chi-Square(2) 0.0003 

     
      

Serial Correlation LM Test: Dependent variable (lnMTNR)  

     
     F-statistic 20.36336     Prob. F(2,41) 0.0000 

Obs*R-squared 23.91975     Prob. Chi-Square(2) 0.0000 

     
      

Serial Correlation LM Test: Dependent variable (lnNASI)  

     
     F-statistic 48.68439     Prob. F(2,41) 0.0000 

Obs*R-squared 33.77714     Prob. Chi-Square(2) 0.0000 

     
Source: Study Data (2019) 
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Table A5: Phillip Peron Stationarity Test Results 

Null Hypothesis: D(lnMCAP) has a unit root  

Exogenous: Constant   

Bandwidth: 0 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -5.708079  0.0000 

Test critical values: 1% level  -3.581152  

 5% level  -2.926622  

 10% level  -2.601424  

     
     *MacKinnon (1996) one-sided p-values.  

 

 

Null Hypothesis: D(lnTNVR) has a unit root  

Exogenous: Constant   

Bandwidth: 0 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -9.355529  0.0000 

Test critical values: 1% level  -3.581152  

 5% level  -2.926622  

 10% level  -2.601424  

     
     *MacKinnon (1996) one-sided p-values.  

 
 

Null Hypothesis: D(lnNASI) has a unit root  

Exogenous: Constant   

Bandwidth: 3 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -6.524483  0.0000 

Test critical values: 1% level  -3.596616  

 5% level  -2.933158  

 10% level  -2.604867  

     
     

*MacKinnon (1996) one-sided p-values.  

 

Null Hypothesis: lnFDI has a unit root  

Exogenous: Constant   

Bandwidth: 1 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -6.362237  0.0010 

Test critical values: 1% level  -3.581152  

 5% level  -2.926622  

 10% level  -2.601424  

     
     

*MacKinnon (1996) one-sided p-values.  
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Null Hypothesis: lnFEP has a unit root 

Exogenous: Constant   

Bandwidth: 3 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -4.022790  0.0029 

Test critical values: 1% level  -3.577723  

 5% level  -2.925169  

 10% level  -2.600658  

     
     

*MacKinnon (1996) one-sided p-values.  

 

 

Null Hypothesis: lnFDP has a unit root  

Exogenous: Constant   

Bandwidth: 1 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -3.399612  0.0159 

Test critical values: 1% level  -3.577723  

 5% level  -2.925169  

 10% level  -2.600658  

     
     *MacKinnon (1996) one-sided p-values.  

     

 

Null Hypothesis: D(lnREM) has a unit root  

Exogenous: Constant   

Bandwidth: 1 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -7.431897  0.0000 

Test critical values: 1% level  -3.581152  

 5% level  -2.926622  

 10% level  -2.601424  

     
     *MacKinnon (1996) one-sided p-values.  

 

Null Hypothesis: lnPRI has a unit root  

Exogenous: Constant   

Bandwidth: 1 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -10.16626  0.0000 

Test critical values: 1% level  -3.577723  

 5% level  -2.925169  

 10% level  -2.600658  

     
     

*MacKinnon (1996) one-sided p-values.  
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Null Hypothesis: D(lnFIP) has a unit root 

Exogenous: Constant   

Bandwidth: 3 (Newey-West automatic) using Bartlett kernel 

     
        Adj. t-Stat   Prob.* 

     
     Phillips-Perron test statistic -9.213952  0.0000 

Test critical values: 1% level  -3.581152  

 5% level  -2.926622  

 10% level  -2.601424  

     
     

*MacKinnon (1996) one-sided p-values.  
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APPENDIX VI: NORMALITY HISTOGRAMS 
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Observations 44

Mean      -3.28e-13
Median  -2.758881
Maximum  562.2046
Minimum -505.5152
Std. Dev.   278.4333
Skewness   0.277006
Kurtosis   2.140786

Jarque-Bera  1.916159
Probability  0.383629

 
Figure A1. Normality Test Results (Dependent Variable: MCAP) 

Source: Study Data (2019) 
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Figure A1. Normality Test Results (Dependent Variable: MTNR) 

Source: Study Data (2019) 
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Figure A1. Normality Test Results (Dependent Variable: NASI) 

Source: Study Data (2019) 
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APPENDIX VII: DIRECT EFFECT TEST RESULTS 

Dependent Variable: lnMCAP   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.296437 0.113890 -2.602836 0.0130 

lnFEP -0.005886 0.010249 -0.574299 0.5691 

lnFDP 0.112379 0.053818 2.088142 0.0434 

lnREM 0.507893 0.055682 9.121334 0.0000 

C 2.826830 0.178169 15.86603 0.0000 

     
     R-squared 0.825119     Mean dependent var 3.172084 

Adjusted R-squared 0.807183     S.D. dependent var 0.181832 

S.E. of regression 0.079844     Akaike info criterion -2.110834 

Sum squared resid 0.248629     Schwarz criterion -1.908085 

Log likelihood 51.43835     Hannan-Quinn criter. -2.035645 

F-statistic 46.00234     Durbin-Watson stat 0.647778 

Prob(F-statistic) 0.000000     Wald F-statistic 100.2489 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019) 

 

Dependent Variable: lnMTVR   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.619638 0.223767 -2.769118 0.0086 

lnFEP -0.012108 0.025954 -0.466528 0.6434 

lnFDP 0.320907 0.158493 2.024740 0.0498 

lnREM 0.359319 0.127728 2.813155 0.0076 

C 1.732881 0.357889 4.841948 0.0000 

     
     R-squared 0.605041     Mean dependent var 1.469526 

Adjusted R-squared 0.564532     S.D. dependent var 0.243283 

S.E. of regression 0.160542     Akaike info criterion -0.713876 

Sum squared resid 1.005177     Schwarz criterion -0.511127 

Log likelihood 20.70527     Hannan-Quinn criter. -0.638687 

F-statistic 14.93611     Durbin-Watson stat 1.043036 

Prob(F-statistic) 0.000000     Wald F-statistic 12.11015 

Prob(Wald F-statistic) 0.000002    

     
     Source: Study Data (2019) 
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Dependent Variable: lnNASI 

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -2.051018 0.617232 -3.322931 0.0019 

lnFEP 0.226139 0.511635 0.441992 0.6609 

lnFDP 9.634737 5.631297 1.710927 0.0450 

lnREM 1.208843 0.236352 5.114581 0.0000 

C 108.8426 17.78743 6.119075 0.0000 

     
     R-squared 0.749482     Mean dependent var 118.4795 

Adjusted R-squared 0.723788     S.D. dependent var 35.69024 

S.E. of regression 18.75733     Akaike info criterion 8.807691 

Sum squared resid 13721.66     Schwarz criterion 9.010440 

Log likelihood -188.7692     Hannan-Quinn criter. 8.882880 

F-statistic 29.16933     Durbin-Watson stat 0.571088 

Prob(F-statistic) 0.000000     Wald F-statistic 22.99841 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019)   
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APPENDIX VIII: MEDIATION EFFECT TEST RESULTS 

Dependent Variable: lnFIP   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI 0.457216 0.265177 1.724191 0.0926 

lnFEP 0.051289 0.027965 1.834045 0.0743 

lnFDP 0.052180 0.102891 0.507134 0.6149 

lnREM 0.687043 0.186125 3.691308 0.0007 

C 0.032466 0.529475 0.061318 0.9514 

     
     R-squared 0.656942     Mean dependent var 1.646433 

Adjusted R-squared 0.621757     S.D. dependent var 0.239747 

S.E. of regression 0.147448     Akaike info criterion -0.884039 

Sum squared resid 0.847895     Schwarz criterion -0.681290 

Log likelihood 24.44885     Hannan-Quinn criter. -0.808850 

F-statistic 18.67085     Durbin-Watson stat 0.865967 

Prob(F-statistic) 0.000000     Wald F-statistic 5.088647 

Prob(Wald F-statistic) 0.002134    

     
     

 

Source: Study Data (2019) 

 

Dependent Variable: lnMCAP   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.359600 0.153291 -2.345868 0.0243 

lnFEP -0.012972 0.010656 -1.217356 0.2310 

lnFDP 0.105171 0.052904 1.987958 0.0541 

lnREM 0.412980 0.077144 5.353397 0.0000 

lnFIP 0.138147 0.096773 1.427540 0.1616 

C 2.822345 0.157102 17.96509 0.0000 

     
     R-squared 0.836501     Mean dependent var 3.172084 

Adjusted R-squared 0.814988     S.D. dependent var 0.181832 

S.E. of regression 0.078211     Akaike info criterion -2.132678 

Sum squared resid 0.232447     Schwarz criterion -1.889380 

Log likelihood 52.91892     Hannan-Quinn criter. -2.042451 

F-statistic 38.88357     Durbin-Watson stat 0.593738 

Prob(F-statistic) 0.000000     Wald F-statistic 102.7032 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019) 
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Dependent Variable: lnMTNR   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.603712 0.266864 -2.262249 0.0295 

lnFEP -0.010322 0.025414 -0.406146 0.6869 

lnFDP 0.322725 0.159980 2.017283 0.0508 

lnREM 0.383249 0.165982 2.308982 0.0265 

lnFIP -0.034831 0.162429 -0.214436 0.8314 

C 1.734011 0.360143 4.814781 0.0000 

     
     R-squared 0.605445     Mean dependent var 1.469526 

Adjusted R-squared 0.553530     S.D. dependent var 0.243283 

S.E. of regression 0.162558     Akaike info criterion -0.669445 

Sum squared resid 1.004148     Schwarz criterion -0.426147 

Log likelihood 20.72780     Hannan-Quinn criter. -0.579219 

F-statistic 11.66222     Durbin-Watson stat 1.053940 

Prob(F-statistic) 0.000001     Wald F-statistic 9.368003 

Prob(Wald F-statistic) 0.000007    

     
     

Source: Study Data (2019) 

 

Dependent Variable: lnNASI   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.363470 0.144784 -2.510427 0.0164 

lnFEP -0.011785 0.009843 -1.197294 0.2386 

lnFDP 0.092052 0.052111 1.766464 0.0854 

lnREM 0.283058 0.074601 3.794300 0.0005 

lnFIP 0.068776 0.087675 0.784443 0.4376 

C 2.006203 0.152949 13.11684 0.0000 

     
     R-squared 0.767779     Mean dependent var 2.052588 

Adjusted R-squared 0.737224     S.D. dependent var 0.140055 

S.E. of regression 0.071794     Akaike info criterion -2.303897 

Sum squared resid 0.195869     Schwarz criterion -2.060598 

Log likelihood 56.68573     Hannan-Quinn criter. -2.213670 

F-statistic 25.12746     Durbin-Watson stat 0.573241 

Prob(F-statistic) 0.000000     Wald F-statistic 50.38810 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019) 
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Dependent Variable: lnMCAP 

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFIP 0.454617 0.127239 3.572929 0.0009 

C 2.423587 0.214912 11.27712 0.0000 

     
     R-squared 0.359298     Mean dependent var 3.172084 

Adjusted R-squared 0.344044     S.D. dependent var 0.181832 

S.E. of regression 0.147268     Akaike info criterion -0.948737 

Sum squared resid 0.910889     Schwarz criterion -0.867638 

Log likelihood 22.87222     Hannan-Quinn criter. -0.918662 

F-statistic 23.55314     Durbin-Watson stat 0.259051 

Prob(F-statistic) 0.000017     Wald F-statistic 12.76582 

Prob(Wald F-statistic) 0.000902    

     
     

 

Source: Study Data (2019) 

 

Dependent Variable: lnMTNR   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFIP 0.358184 0.188686 1.898313 0.0445 

C 0.879799 0.325817 2.700287 0.0099 

     
     R-squared 0.224594     Mean dependent var 1.469526 

Adjusted R-squared 0.103751     S.D. dependent var 0.243283 

S.E. of regression 0.230317     Akaike info criterion -0.054334 

Sum squared resid 2.227923     Schwarz criterion 0.026766 

Log likelihood 3.195344     Hannan-Quinn criter. -0.024258 

F-statistic 5.977733     Durbin-Watson stat 0.450551 

Prob(F-statistic) 0.018763     Wald F-statistic 3.603592 

Prob(Wald F-statistic) 0.064541    

     
     Source: Study Data (2019) 
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Dependent Variable: lnNASI   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFIP 0.274566 0.118263 2.321660 0.0252 

C 1.600533 0.201367 7.948340 0.0000 

     
     R-squared 0.220905     Mean dependent var 2.052588 

Adjusted R-squared 0.202355     S.D. dependent var 0.140055 

S.E. of regression 0.125084     Akaike info criterion -1.275270 

Sum squared resid 0.657134     Schwarz criterion -1.194171 

Log likelihood 30.05595     Hannan-Quinn criter. -1.245195 

F-statistic 11.90867     Durbin-Watson stat 0.230797 

Prob(F-statistic) 0.001286     Wald F-statistic 5.390105 

Prob(Wald F-statistic) 0.025175    

     
     

Source: Study Data (2019) 
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APPENDIX IX: MODERATION EFFECT TEST RESULTS 

Dependent Variable: lnMCAP   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.294383 0.116018 -2.537384 0.0154 

lnFEP -0.007598 0.009297 -0.817293 0.4189 

lnFDP 0.111169 0.054182 2.051769 0.0471 

lnREM 0.505733 0.055094 9.179403 0.0000 

lnPRI -0.040413 0.065228 -0.619561 0.5392 

C 2.817698 0.180640 15.59841 0.0000 

     
     R-squared 0.825934     Mean dependent var 3.172084 

Adjusted R-squared 0.803030     S.D. dependent var 0.181832 

S.E. of regression 0.080699     Akaike info criterion -2.070047 

Sum squared resid 0.247471     Schwarz criterion -1.826749 

Log likelihood 51.54104     Hannan-Quinn criter. -1.979821 

F-statistic 36.06156     Durbin-Watson stat 0.648294 

Prob(F-statistic) 0.000000     Wald F-statistic 94.60528 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019) 

 

Dependent Variable: lnMTNR   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.618232 0.224253 -2.756848 0.0089 

lnFEP -0.013280 0.024019 -0.552894 0.5836 

lnFDP 0.320079 0.160149 1.998641 0.0528 

lnREM 0.357841 0.127356 2.809776 0.0078 

lnPRI -0.027646 0.193081 -0.143185 0.8869 

C 1.726633 0.359008 4.809463 0.0000 

     
     R-squared 0.605254     Mean dependent var 1.469526 

Adjusted R-squared 0.553314     S.D. dependent var 0.243283 

S.E. of regression 0.162597     Akaike info criterion -0.668961 

Sum squared resid 1.004635     Schwarz criterion -0.425662 

Log likelihood 20.71714     Hannan-Quinn criter. -0.578734 

F-statistic 11.65288     Durbin-Watson stat 1.049635 

Prob(F-statistic) 0.000001     Wald F-statistic 9.618083 

Prob(Wald F-statistic) 0.000005    

     
 

 

    
Source: Study Data (2019) 
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Dependent Variable: lnNASI 

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.333174 0.107148 -3.109487 0.0035 

lnFEP -0.007299 0.008797 -0.829678 0.4119 

lnFDP 0.096317 0.053893 1.787209 0.0819 

lnREM 0.331519 0.051378 6.452533 0.0000 

lnPRI 0.022616 0.057994 0.389965 0.6987 

C 2.013546 0.163867 12.28766 0.0000 

     
     R-squared 0.763454     Mean dependent var 2.052588 

Adjusted R-squared 0.732330     S.D. dependent var 0.140055 

S.E. of regression 0.072460     Akaike info criterion -2.285443 

Sum squared resid 0.199517     Schwarz criterion -2.042144 

Log likelihood 56.27974     Hannan-Quinn criter. -2.195216 

F-statistic 24.52906     Durbin-Watson stat 0.590408 

Prob(F-statistic) 0.000000     Wald F-statistic 53.34887 

Prob(Wald F-statistic) 0.000000    

     
     

Source: Study Data (2019) 

Dependent Variable: lnMCAP   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.500154 0.122199 -4.092962 0.0002 

lnFEP 0.022351 0.023886 0.935727 0.3560 

lnFDP 0.139777 0.067902 2.058513 0.0473 

lnREM 0.414957 0.068835 6.028298 0.0000 

lnPRI 1.518339 0.637934 2.380089 0.0231 

lnFDI*lnPRI -0.609078 0.482903 -1.261283 0.2158 

lnFEP*lnPRI 0.236136 0.202331 1.167079 0.2513 

lnFDP*lnPRI 0.267118 0.384246 0.695175 0.4917 

lnREM*lnPRI -0.625759 0.338383 -1.849263 0.0731 

C 3.181892 0.215461 14.76782 0.0000 

     
     R-squared 0.841648     Mean dependent var 3.172084 

Adjusted R-squared 0.799731     S.D. dependent var 0.181832 

S.E. of regression 0.081373     Akaike info criterion -1.982841 

Sum squared resid 0.225131     Schwarz criterion -1.577344 

Log likelihood 53.62251     Hannan-Quinn criter. -1.832463 

F-statistic 20.07899     Durbin-Watson stat 0.658982 

Prob(F-statistic) 0.000000     Wald F-statistic 92.24192 
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Dependent Variable: lnMTNR   

Method: Least Squares   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -1.200325 0.264914 -4.531004 0.0001 

lnFEP 0.012217 0.054189 0.225448 0.8230 

lnFDP 0.310158 0.217362 1.426920 0.1627 

lnREM 0.325793 0.172245 1.891444 0.0671 

lnPRI 3.054522 1.620990 1.884356 0.0681 

lnFDI*lnPRI -2.084653 1.313407 -1.587210 0.1217 

lnFEP*lnPRI 0.175618 0.435733 0.403040 0.6894 

lnFDP*lnPRI 0.227336 0.830086 0.273870 0.7858 

lnREM*lnPRI -0.383106 0.630427 -0.607694 0.5474 

C 2.491278 0.372792 6.682760 0.0000 

     
     R-squared 0.642540     Mean dependent var 1.469526 

Adjusted R-squared 0.547918     S.D. dependent var 0.243283 

S.E. of regression 0.163576     Akaike info criterion -0.586361 

Sum squared resid 0.909742     Schwarz criterion -0.180864 

Log likelihood 22.89995     Hannan-Quinn criter. -0.435983 

F-statistic 6.790610     Durbin-Watson stat 1.091914 

Prob(F-statistic) 0.000016     Wald F-statistic 6.911469 

Prob(Wald F-statistic) 0.000014    

     
     Dependent Variable: lnNASI   

Sample: 2008Q1 2018Q4   

Included observations: 44   

HAC standard errors & covariance (Bartlett kernel, Newey-West fixed 

        bandwidth = 4.0000)   

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     lnFDI -0.417853 0.106631 -3.918664 0.0004 

lnFEP -0.014684 0.032472 -0.452193 0.6540 

lnFDP 0.018185 0.168653 0.107823 0.9148 

lnREM 0.380211 0.158408 2.400192 0.0220 

lnPRI 0.182207 1.785911 0.102025 0.9193 

lnFDI*lnPRI -0.265470 0.675487 -0.393006 0.6968 

lnFEP*lnPRI -0.049730 0.233216 -0.213234 0.8324 

lnFDP*lnPRI -0.272131 0.758537 -0.358757 0.7220 

lnREM*lnPRI 0.175586 0.649960 0.270149 0.7887 

C 2.065408 0.318161 6.491715 0.0000 

     
     R-squared 0.770130     Mean dependent var 2.052588 

Adjusted R-squared 0.709282     S.D. dependent var 0.140055 

S.E. of regression 0.075515     Akaike info criterion -2.132254 

Sum squared resid 0.193886     Schwarz criterion -1.726756 

Log likelihood 56.90959     Hannan-Quinn criter. -1.981876 

F-statistic 12.65664     Durbin-Watson stat 0.626413 

Prob(F-statistic) 0.000000     Wald F-statistic 87.17254 
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APPENDIX X: COINTERGRATION TEST RESULTS 

ARDL Cointegrating And Long Run Form  

Dependent Variable: LNMCAP   

Selected Model: ARDL(3, 3, 3, 3, 3)  

Sample: 2008Q1 2018Q4   

Included observations: 41   

     
     Cointegrating Form 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     D(LNMCAP(-1)) 0.546739 0.213999 2.554874 0.0184 

D(LNMCAP(-2)) -0.241956 0.246148 -0.982968 0.3368 

D(LNMCAP(-3)) 0.474839 0.222980 2.129516 0.0452 

D(LNFDI) -0.331354 0.325387 -1.018337 0.3201 

D(LNFDI(-1)) 0.501205 0.414040 1.210524 0.2395 

D(LNFDI(-2)) -0.094303 0.327268 -0.288153 0.7761 

D(LNFDI(-3)) 0.078145 0.273162 0.286075 0.0476 

D(LNFEP) 0.031714 0.036058 0.879523 0.3891 

D(LNFEP(-1)) -0.016511 0.035962 -0.459129 0.6509 

D(LNFEP(-2)) -0.075497 0.037840 -1.995171 0.0592 

D(LNFEP(-3)) 0.018459 0.039100 0.472108 0.0417 

D(LNFDP) 0.231009 0.137296 1.682555 0.1073 

D(LNFDP(-1)) 0.059598 0.152377 0.391123 0.6996 

D(LNFDP(-2)) -0.105242 0.126261 -0.833526 0.4139 

D(LNFDP(-3)) 0.323410 0.132978 2.432066 0.0240 

D(LNREM) -1.853767 1.128282 -1.643000 0.0153 

D(LNREM(-1)) 1.196870 1.052045 1.137661 0.2681 

D(LNREM(-2)) -3.471316 1.397343 -2.484225 0.0215 

D(LNREM(-3)) 3.985797 1.197117 3.329497 0.0032 

          CointEq(-1)  -0.720378 0.208046 -1.059276 0.0001 

     
         Cointeq = MCAP - (0.1186*FDI  -0.0160*FEP + 0.0970*FDP  -0.7326*REM + 

        1.1823)   

     
          

Long Run Coefficients 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     FDI -0.118585 0.078743 -1.505990 0.0470 

FEP -0.016006 0.013221 -1.210587 0.2395 

FDP 0.096959 0.037656 2.574879 0.0177 

REM 0.732624 0.237486 3.084918 0.0056 

C 1.182345 0.533227 2.217340 0.0378 

     
     Source: Study Data (2019) 
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ARDL Cointegrating And Long Run Form 

Dependent Variable: LNMTNR   

Selected Model: ARDL(3, 3, 3, 3, 3)  

Sample: 2008Q1 2018Q4   

Included observations: 41   

     
     Cointegrating Form 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     D(LNMTNR(-1)) 1.144759 0.232644 4.920647 0.0001 

D(LNMTNR(-2)) -0.447482 0.240561 -1.860165 0.0769 

D(LNMTNR(-3)) 0.185849 0.172354 1.078297 0.2931 

D(LNFDI) -0.223639 0.122863 -1.820222 0.0830 

D(LNFDI(-1)) 0.472419 0.120510 3.920153 0.0008 

D(LNFDI(-2)) -0.380975 0.100685 -3.783831 0.0011 

D(LNFDI(-3)) 0.181986 0.067825 2.683177 0.0139 

D(LNFEP) -0.008923 0.005818 -1.533710 0.1400 

D(LNFEP(-1)) -0.010229 0.011824 -0.865077 0.3968 

D(LNFEP(-2)) -0.022014 0.011834 -1.860289 0.0769 

D(LNFEP(-3)) 0.004445 0.016330 0.272187 0.0481 

D(LNFDP) 0.024707 0.054875 0.450250 0.0471 

D(LNFDP(-1)) -0.018373 0.045378 -0.404888 0.6897 

D(LNFDP(-2)) -0.016918 0.023367 -0.724006 0.4771 

D(LNFDP(-3)) 0.051089 0.054369 0.939668 0.0381 

D(LNREM) -0.317533 0.451940 -0.702600 0.0049 

D(LNREM(-1)) -0.000799 0.297783 -0.002682 0.9979 

D(LNREM(-2)) -0.552530 0.543676 -1.016286 0.3211 

D(LNREM(-3)) 0.895597 0.506559 1.768000 0.0416 

CointEq(-1) -0.616875 0.063877 -1.829672 0.0005 

     
         Cointeq = MTNR - (0.4359*FDI  -0.0256*FEP + 0.3146*FDP + 3.7698*REM  

        + 0.4620 )   

     
          

Long Run Coefficients 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     FDI -0.435933 0.209103 -2.084773 0.0479 

FEP -0.025634 0.018883 -1.357490 0.1873 

FDP 0.314564 0.098912 3.180232 0.0040 

REM 3.769768 0.845547 4.458378 0.0002 

C 0.462016 0.441176 1.047237 0.0054 

     
     Source: Study Data(2019) 
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ARDL Cointegrating And Long Run Form 

Dependent Variable: LNNASI   

Selected Model: ARDL(3, 3, 3, 3, 3)  

Sample: 2008Q1 2018Q4   

Included observations: 41   

     
     Cointegrating Form 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     D(LNNASI(-1)) 0.463079 0.166712 2.777719 0.0116 

D(LNNASI(-2)) -0.025809 0.179203 -0.144023 0.8869 

D(LNNASI(-3)) 0.371386 0.194604 1.908415 0.0708 

D(LNFDI) -0.172188 0.095911 -1.795301 0.0442 

D(LNFDI(-1)) 0.409139 0.099056 4.130376 0.0003 

D(LNFDI(-2)) -0.261196 0.058937 -4.431782 0.0002 

D(LNFDI(-3)) 0.100447 0.047977 2.093641 0.0462 

D(LNFEP) 0.008345 0.005453 1.530469 0.1380 

D(LNFEP(-1)) -0.026637 0.010627 -2.506650 0.0209 

D(LNFEP(-2)) -0.023725 0.011593 -2.046395 0.0541 

D(LNFEP(-3)) 0.040407 0.010147 3.982080 0.0007 

D(LNFDP) 0.067356 0.038815 1.735290 0.0981 

D(LNFDP(-1)) -0.062212 0.030834 -2.017628 0.0572 

D(LNFDP(-2)) 0.088945 0.034587 2.571673 0.0182 

D(LNFDP(-3)) 0.094769 0.036942 2.565362 0.0185 

D(LNREM) -0.879316 0.289088 -3.041685 0.0064 

D(LNREM(-1)) -0.577980 0.364687 -1.584864 0.1287 

D(LNREM(-2)) 0.447637 0.415087 1.078417 0.2937 

D(LNREM(-3)) 0.930169 0.215501 4.316308 0.0003 

             CointEq(-1)  -0.603007 0.119099    -0.864879 0.0006 

     
         Cointeq = NASI - (0.1005*FDI  -0.0171*FEP + 0.0438*FDP  +0.7077*REM + 

        0.0983)   

     
          

Long Run Coefficients 

     
     Variable Coefficient Std. Error t-Statistic Prob.    

     
     FDI -0.100447 0.047977 -2.093641 0.0462 

FEP -0.017050 0.006745 -2.527741 0.0579 

FDP 0.043753 0.039487 1.108026 0.0280 

REM 0.707659 0.278705 2.539095 0.0174 

C 0.098273 0.221564 0.443541 0.6610 
     
          

     

Source: Study Data (2019) 


