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ABSTRACT

This research studied a 14 year period of FDI wmfldo Kenya (1998-2011) while
especially focussing on the seven year periodaeasing FDI inflows from 2005 to
2011. Prior to this period of growth, a trend ohgstating FDI inflows can be
observed thus raising the question what factorstgxaontributed to the rising FDI
inflows. The study included two types of analys€k)y an analysis of publicly
available indices and (2) an analysis of primamadallected through questionnaires
which intended to confirm or dismiss the findindghe secondary analysis. Through
these analyses, the study revealed that the fatdorthe increasing FDI inflows
were: Kenya’s role as regional hub and the increpsegional cooperation and
integration, increasing market size and level afoadion, innovation and technology
embraced within the local market, the ease of ddmginess in Kenya and
infrastructure development. Surprisingly, othertdas such as political stability,
inflation, rule of law and corruption levels eveeteriorated during the period of
growth. In general, this research was conductedxfain the reasons behind the
increasing FDI inflows to Kenya and thus revealpontant information for fellow
researchers, policy makers and foreign companibs. implications of the study
were for the government to strongly focus on inseelaregional cooperation and
integration and to further improve the ease of ddiusiness among others. This
research contributes to existing knowledge by distahg factors for increasing FDI
inflows to developing countries in general and Kanyspecific.
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Chapter 1 Introduction to the Study
1.1Introduction

Foreign Direct Investments (FDI) became an imparemonomic measure after the
World War 1l (Dunning & Narula, 1995) and was commwho used among the
industrialized countries. Nowadays, many Sub-Sahakfrica (SSA) countries
recognize the importance of FDI after a long periofl skepticism (Moss,
Ramachandran, & Shah, 2004). A transition can lsemed especially over the past
decade in many SSA countries that are now actisedyching for FDI to boast their
economies. Countries are competing internatior@allyr FDI since it is regarded as
generating employment, higher productivity levelad acompetitiveness and
technology spillovers (Oman, 2000). Especially ieveloping countries, FDI is
associated as form of access to international nee®@d currencies, a possibility to
increase exports and a means of financing as aisuéso bank loans (Denisia,
2010). But what is FDI? A number of slightly diféert definitions can be found in
the literature. A common definition used by the @ngation for Economic Co-
operation and Development (OECD) indicates that Fdddrs to the existence of a
long-term relationship between a direct investat #re direct investment enterprise
and a significant degree of influence (usually est 10% ownership) on the

management of the enterprise (OECD Publication86)L9

The analysis of FDI in a country requires one féedentiate between FDI flows and
stocks. Stocks refer to the total amount of FDhigountry held by multinational

companies (MNC). In contrast, FDI flows are inveshts undertaken during a
predefined time period. Furthermore, inward FDladé®s the FDI inflows into a

host country whereas outward FDI describes thestnvent assets of a country
abroad. Over the past decades, several studiega(fny 2012; Asiedu, 2002; Hailu,
2010; Krugman, 1983; Schneider & Frey, 1985; T$894) have been carried out to
establish the reasons behind companies’ foreigesimrent activities. Considerations
for a company to engage in FDI may include govemtmacentives (subsidies,

regulations, tax), natural (mineral resources)reative (human capital, purchasing

power) gains. But not only can the foreign invesgain through FDI; the host



country can as well benefit in terms of employmeoterall increase of its
competitiveness or technology spillovers.

The necessity and importance of FDI especiallyeeetbping countries has not only
been increasingly paid attention to but also hanheidely been accepted. On the
one hand, FDI to SSA for a long time have been gtwith a lot of doubt which
originated mainly from historical and political szas having been formed in light of
colonialism and new independent states. On therotlaed, these perceptions
changed in many SSA countries over time leadidtp&ralized FDI policies in order
to increase foreign investments thus improving eoto development, income
structures and employment. As a result, FDIs haen & steady increase over the
past 25 yeafs Despite the positive development, FDI to SSA net@k a
significant share compared to total FDI to othevaleping countries (Schwank,
Arnim, & Sundaram, 2011). Actually, the FDI inflovils SSA never accounted for
more than 10% (1989) of the global FDI inflows.

1.2Background to the Study
1.2.1 Importance and Impact of Foreign Direct Investments

From a global perspective, FDI promotes the opermfgglobal markets and

liberalized trade regulations (Richards & Nwankv§05). It should thus be of
importance to every single country to position Ilftsss an attractive investment
destination so as to stay competitive with otheuntoes. Attracting FDI is

dependent on the ability to establish favorabled@gns for FDI on a policy level as
well as competitive factors of production (The WloBank Group, 2010). Even
though the occurrence of FDI has been widely studiad positive as well as
negative impacts of FDI have been acknowledgednglestheory explaining FDI

cannot be identified (Calderéon-Rossell, 1985). Camragreement in the literature is
the fact that, as (Kindleberger, 1969) concludesWwauld not occur if markets were
perfect. Thus, FDI flows are possible because qlirfect local and global markets.
Market imperfections in foreign markets enable nméional companies bear the

additional costs of market entry and still make fipeible investments. Their

! Data has been obtained through (United Nationd@Zence on Trade and Development, 2012a)

2



perceived advantages such as technology, labds skild knowledge make them
believe to gain market share.

The positive impacts of FDI have been widely ackizolged (Bezuidenhout, 2009;
Magnus Blomstrom, Globerman, & Kokko, 1999; Cav2807). Caves (2007)

recognizes that FDI have positive effects on empleyt, income growth, generally
economic development, productivity, manageriallskdnd access to international
markets. For the case of Sub-Saharan Africa (S®fplot, Mutenyo, & Kalio

(2009) conclude that “FDI inevitably promotes grbvand improves the integration
of the region [SSA] into the global economy”. THere, many SSA countries
undertook during the past years in-depths reformsadcelerate FDI inflows.

However, it has to be noted that the impacts of &l not only positive. Research
increasingly emphasizes on the negative impactscablhave on the local economy
(Driffield & Love, 2007; Macrae, 1982; Smith, 2002hou, Tse, & Li, 2002).

Indeed, some researchers underline that the negattislbutes of FDI outweigh the
positive ones (OECD Publications, 2002). Regaradiggculture, (Hirschman, 1958)
states that positive effects of foreign agricultumeestments are limited. Further,
Blomstrém (1991) points out that only emerging desdeloped countries are able to
take advantage of technology spillovers. Developngntries are hardly able to

absorb new high-tech innovations due to the lacgkveh basic facilities.
1.2.2 Foreign Direct Investments to Sub-Saharan Africa ad Kenya

In order to understand investment characteristied patterns to Kenya, it is
important to take a closer look at the Sub-Sahafana FDI developments. In their
study, Montiel, Bhattacharya, & Sharm (1997) essébthat returns from FDI to
Africa have been much higher than to other develpgountries. However, African
FDI inflows never exceeded 3% of the total globBl fhflows (UNCTAD, 2012a)
even though the average annual growth rate betwi®&7 and 2011 stood at
14.299%. FDI inflows to SSA have been increasing from USP billion in 1987 to
almost USD 35 billion in 2011. There have only bdew significant temporary
decreases of which the most notable has been erped in 2009 and 2010 as result

of the global financial crisis and the resultingvlidiquidity levels in the market

% The calculations were done using the geometricnnoéahe annual growth rates between the given
time periods.



(UNCTAD, 2012a). The SSA FDI inflow data can beitspito three phases: The
first phase includes the years from 1987 to 20003@% average annual growth
rate). During this period the FDI inflows never egded USD 10 billion. The second
phase can be characterized be FDI inflows standirayer USD 10 billion while in
2005 at first reaching over USD 15 billion (13.3%aal growth rate).The last phase
from 2007-2011 impressed with average annual groatds of 20.8%.

In comparison to the total Sub-Saharan Africa FDdvelopment, Kenya’'s
development of FDI inflows between 1987 and 2004 bh&en more or less
stagnating, reaching its peak in 2000 with inflavi®ver 110 million USD. The year
2007 marked an extreme outlier, with FDIs amountmgver USD 700 million.
During this year, two business transactions couteth significantly to this peak.
Firstly, London based Helios Investment Partnensghb a 24.99% stake in Equity
Bank. The transaction volume stood at USD 178.7lianif Secondly, French
company France Telecom bought 51% of the previostsite-owned Telkom Kenya
for USD 390 million in December 2007 (Informatiorat®keepers Inc., 2010). The
effect of these two transactions on the total Filbivs in 2007 is immense. For the
further analysis, these adjusted figures will bedug/hereas the overall FDI inflows
in 2007 do not include the amounts of these investmithus amounting to USD
160.35 million. Therefore, increasing FDI inflowoin USD 21.2 million to USD
335.2 million can be observed between 2005 and .2Bidvious research (Kenya
National Bureau of Statistics, 2010; Kinuthia, 20MNygugi & Nyang’oro, 2005)
focused on determining the reasons for the stagmadr even decreasing FDI

inflows to Kenya prior to 2007.
1.2.3 Perceptions on Sub-Saharan African Foreign Directrivestments

It is important to understand the perceptions diffé stakeholders have of Kenya as
a country in general and an investment destinatiospecific. A closer analysis of
the perceptions of entrepreneurs and managersygbaaies with foreign ownership,
development and global financial institutions isvitable. This will allow a better
understanding of the underlying factors of williegs to invest. Perceptions are

based on economical, political and social indicasuch as GDP growth, political

% Available throughhttp://www.heliosinvestment.com/representative-staents (last accessed on
27.11.2012)
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stability, availability of trained people and fummctal infrastructure and provide an
explanation of the amount of FDIs.

A significant change in perceptions on business&ub-Sahara Africa (SSA) can be
identified during the past decade. The FDI datatlier region supports this trend,
having grown from USD 10.7 billion in 2002 to ow@8ED 34.9 billion in 2011. This

represents an increase of 226%. SSA is not anymereeived as the region
attracting adventurers and daredevils only. Indead, increasing number of
international companies of literally all sectorsdanvestors flock into the region
(The World Bank Group, 2010). The region has bd#a # impress with constant
and high growth rates, increased investments innftastructure, more favorable

conditions for investors and positive forecasts.
1.3Problem Definition

Prior research on Kenyan FDI inflows (Kenya NatioBareau of Statistics, 2010;
Kinuthia, 2010; Mwega & Ngugi, 2006; Ngugi & Nyamgd, 2005) focused on the
stagnating FDI inflows to Kenya. These researcimatsonly tried to explain the
reasons contributing to such stagnation but alsorkee out concrete
recommendation for the Kenyan government to inedd3l inflows to the country.
It was found that factors influencing FDI negativelere political instability,
corruption, low levels of democracy and low ratépenness among others. The
past seven years (2005-2011), however, indicatezl/ersing trend. Between 2005
and 2011, a stable annual increase can be obsentled-DI inflows standing at
USD 21.2 million in 2005 increasing to over USD 33/illion in 2011 (Figure 2-6)
which represents an increase of almost 1500%. Eaesybetween 1987 and 2011
never saw an increase of FDI inflows for more tliamr consecutive years. The
average annual FDI inflows between 1987 and 20@ddsat USD 32.4 million only,
whereas it increased to annually USD 136.7 milfram 2005 to 2011.

The literature provides a set of factors leadinmtoeasing FDI inflows to a country.
Important factors aremarket size (Anyanwu, 2012; Krugell, 2005; Sawkut,
Seetanah, & Wahid, 200%¢conomic growth (Addison & Heshmati, 2003; Asiedu,
2006; Nnadozie & Okonkwo, 2004political stability (Busse & Hefeker, 2007;
Dupasquier & Osakwe, 2005; Hailu, 2010)apenness(Agrawal & Ranjan, 2011;



Anyanwu, 2012; Asiedu & Lien, 2003) among many oshéMost recent research
revealed other interesting relationships betweeareasing FDI inflows and
influencing factors. These include: no significarftuence of corruption (Anyanwu,
2012; Khamfula, 2007) or a high significance ofioe@l integration (Anyanwu,
2012; Campos & Kinoshita, 2003; Feils & Manzur, 808mong others.

In light of 20 years of stagnating FDI levels torga, the increasing FDI inflows to
Kenya between 2005 and 2011 surprise and call fdurdher analysis of the
underlying factors. It surprises especially considethe fact that during this period
the whole world was struggling with the world fircgad crisis; that Kenya's elections
in 2007 caused a serious domestic economic down&mth Kenya’s inflation rate

stood on average during this period at annuall$%.1
1.4Research Objectives

Until 2005, Kenyan FDI inflows have shown a stagmatrend over a period of 20
years. This trend has since changed. As data dIM@TAD (2012) suggestsFDI
inflows since 2005 are sustainably increasing. &nable in this context means that
there has been a year by year increase of FDI ulithoy temporary decreases. This
implies an important development for the countmycei FDI create employment,
stimulate economic growth, enable technology spdie and, especially in

developing countries, significantly contribute ttmaomic growth.

To date, no research can be found focusing ondbent upwards trend of FDI to
Kenya. Therefore, the main objective of this reskeas to provide an explanation for
the observed increasing FDI inflows to Kenya ower past seven years from 2005 to

2011. Specific objectives include:

1. To establish that the real year of change from eBesing to increasing FDI
inflows to Kenya has been in 2005 using a statistivodel.

2. To establish the factors that contributed to theraasing FDI inflows to
Kenya from 2005 to 2011 through an analysis of seaoy data.

“ See Figures 1.3 and 1.4.



3. To compare the factors during the growth period=bil inflows (2005 to
20011) with the factors of the period of stagna#iiy) inflows between 1998
and 2004.

Research Questions
The following research questions will be answengthis study:

1. Can a statistical model be used to establish tleatyear 2005 has been the
real year of change from decreasing to increasibigriflows to Kenya?

2. Which factors contributed the increasing FDI inflot@ Kenya from 2005 to
20117

3. What changed comparing the growth period of FDloing from 2005 to
2011 with the period of stagnating FDI inflows beem 1998 and 20047

1.5 Significance of the Study

This study is of importance to policy makers, MN@gerating in Kenya and other
researchers. It adds to the existing knowledgédim field as it helps to understand
the underlying factors of increasing FDI flows ten¢a, thus allowing conclusions

to be drawn on how to sustain the current trend.
1.5.1 For Foreign Investors

Foreign companies in Kenya benefit from this redeaby getting insights of
investment patterns in Kenya across industriess kspecially of importance for
foreign companies who have not entered the Kenyamkeh yet to know the
underlying reasons of other investors to inve@mya. This allows them to better

understand the local markets and the countriespale.
1.5.2 For policy makers

For policy decisions and the implementation of stweent propelling measures, it is
important to understand what drives the currenitpestrend. This understanding
will allow policy makers to adjust, focus on or miss certain policies in order to
sustain the increasing FDI inflows into the countiyicreasing the country’s



competitiveness thus implementing sustainable gslievill be crucial to remain a
leading country not only in the region but als@inica.

1.5.3 For other Researchers

Other research benefit from this study becauseompehensively analyzes the
reasons for the increasing FDI inflows to Kenyansstn 2005 and 2011. To date, no
research has been undertaking examining the redsoriBe constantly increasing

FDI inflows to Kenya since 2005. Rather, previousdges focused on the reasons
behind stagnating FDI inflows to Kenya. Therefotleis study adds to existing

knowledge describing and analyzing underlying raagor changing FDI patterns.



Chapter 2 Literature Review

2.1Introduction

This chapter will provide the theoretical and cqtoal framework, which is
necessary in order to understand the backgroundr@adof FDI to an economy.
Furthermore, the implications of FDI to the hostictwy will be analyzed in order to
draw conclusions in regard to Kenya. Chapter 2 aglaties the following topics:
After a short introduction, the rationale of FDI ésaborated in Chapter 2.2. A
discussion on definitions of FDI is provided in erdto identify a common
understanding of FDI. This forms the basis to idtrce the theories supporting the
existence of FDI (Chapter 2.3) after which a caitianalysis of advantages and
disadvantages of FDI is provided (Chapter 2.4). pidva 2.5 and 2.6 focus on
analyzing FDI inflow and importance to Sub-Sahakénica and Kenya respectively.
The main part of the literature review follows irh&pter 2.7 which entails the
reasons and factors for FDI inflows to a host cogunChapter 2.8 summarizes the

key findings and lists the relevant variables far turther analysis.
2.2The Rationale for Foreign Direct Investments

Different institutions and general literature oe topic agreed that a stock of at least
10% in a foreign company defines an FDI (InternaioMonetary Fund, 2010;
OECD Publications, 1996). The OECD indicates that®I is the existence of a
long-term relationship between the direct investord the direct investment
enterprise and a significant degree of influencélly at least 10% ownership) on
the management of the enterprise (OECD Publicatib®@6). A similar definition is
provided by the International Monetary Fund (IMB1R): “A direct Investment is
the category of international investment that i#fiehe objective of a resident entity
in one economy obtaining a lasting interest in atemrise resident in another
economy”. Besides the initial transaction, directestment also comprises of all
subsequent transactions between the investor anmhtkstment entity. The IMF as
well sticks to the 10% ownership rule to identify@DI (IMF, 2010).

According to (UNCTAD, 2012), equity capital, intc@mpany loans as well as
reinvested earnings are the three components af EdRiity capital relates hereby to

shareholding in companies in countries foreigrhtd bf the investor. Loans from the
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parent company to affiliates in foreign countrige atra-company loans, whereas
reinvested earnings comprise of those profits mitiduted to the shareholders of a

company.
2.2.1 Differentiating Foreign Direct Investments

A country can both be host and provider of FDI. Tdtéer means that it engages in
investment projects outside the country (outward)FBuch investments are also
termed investment assets. On the other hand, lgoBiM means that a country can
be a host to foreign investment projects in its aeantry (inward FDI), thus the
country holds investment liabilities. Further tasthFDI can be split into two types
each impacting a company’s business differentlgstly, ownership of less than 10%
in another company can be termed a portfolio imaest. An investment above 10%
interest in another company is, secondly, recoaed lasting management interest.
Whereas a portfolio investment does not requiré@hprovider to get involved into
day to day management issues, the second type ofréguires some form of

management participation in the acquired company.

(Caves, 1971) differentiates between three typescasons to engage in outward
FDI: vertical, horizontal and conglomerate FDI. ¥l FDI can occur in two forms,
backward or forward. The latter implicates a firngHort to invest into another
company which occupies the next level in the valin. The aim of such a strategy
is to reduce the distance between the firm andustomers. If an investee seeks to
control previous levels of the value chain relevienthe firm, a backward vertical
integration is being undertaken. On the other handzontal FDI, the most common
type of FDI, implicate that the same product isnggproduced in the home country
as well as the foreign country whereby knowledggeeence and resources are
being shared. Mostly in the case of oligopolistic nmonopolistic conditions this
strategy will be very successful. Advantages caelsult from highly specialized
products or patents hold by the firm. Lastly, camgérate FDI indicate a firm desire
to produce products in a foreign market which aepnoduced in the home country.
Reasons for such a decision can be a firm’s detecti a market niche in a foreign
country, having managerial excess capacities amhnmational skills or risk

diversification.
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Further to this classification, another differetite can be made in regard to the
strategies and goals of a company investing abrbacis paper “Towards an

Eclectic Theory of International Production: Someptrical Tests”, (Dunning,

1980) develops four types of such strategies: éspurce seeking FDI, (2) market
seeking FDI, (3) efficiency-seeking FDI and (4)astgic asset seeking FDI. The
following chapter provides further explanations atbihese strategies. In addition to
this, FDI can be classification regarding its diffiet forms which can be Greenfield
FDI or mergers and acquisitions (M&A). From the thosuntry perspective, FDI can
be classified into three forms (1) import substitgt (2) export increasing and (3)

government initiated FDI.
2.3 Theoretical Background of Foreign Direct Investmens

But what drives a company to investment abroad?dDisly, it must possess a set of
ownership advantages enabling it to outweigh tlet observicing a foreign market
and compete with local companies (Hirsch, 1976).ofder to understand the
existence of FDI, one has to know these advantafes. knowledge helps to

analyze why companies engage in FDI rather thaeratptions to grow, such as
outsourcing, exporting, licensing or domestic pidn. It thus becomes crucial to
recognize the theories underlying FDI which emergedr the past decades. The
main research on FDI were developed by Dunning @L98lymer (1976) and

Vernon (1966). In addition to their work, sever@har theories try to explain the
phenomenon of FDI of which none can be termed gererally accepted theory.
Rather, the different theories should not be sesnmatually exclusive but

complementary. Therefore, this chapter will focasetaborating when and how FDI
theories were developed. At the same time, emphallibe put on understanding

the motivations of a theory development. Againptigerends are analyzed in order

to establish the theoretical background of investrpelicy making in Kenya.

2.3.1 The Eclectic Paradigm of Dunning.The concept of the eclectic
paradigm of international production was first partward by Dunning in 1976 at a
presentation to the Nobel Symposium in StockholnTha International Allocation
of Economic Activity (Dunning, 1988). Dunning'’s thry is a composition of several
other theories: the theory of the firm, locatioedly, trade theory and organizational

theory. He tries to identify and evaluate the iefiaing factors for foreign production
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using three general concepts: ownership-specificvartdge, internalization
advantage and location specific advantage (OLI éw&ork). These concepts provide
answers to why companies invest abroad, wherertbduption takes place and how
and why MNCs can still be more profitable than laxampetitors.

The initial version of the Eclectic Paradigm harmbehanged and edited by the
author, incorporating several critics and commaegit®ther researchers (Dunning,
1988, 2000). Dunning added asset-seeking FDI tahtbery and pointed out as well
that strategy cannot be predetermined but rathex fsm-specific and dynamic

variable.

2.3.2 Production Cycle Theory of VernonDeveloped by Vernon in 1966,
the production cycle theory tries to explain diffietr FDI made throughout the four
phases of the production cycle. Vernon in his stiggdys US companies investing in
post war Europe. The production cycle comprisefoof steps: innovation, growth,
maturity and decline. Since demand for Americandpobs in Europe increased
significantly after the Second World War, US compah exports increased
significantly due to their technological advantagdfhie demand increase was
contributed to the fact that US companies developmd, innovative products which
they exported after successfully selling them liycal

2.3.3 The Internalization Theory.Developed by Buckley & Casson (1976),
the internalization theory tries to explain thewtto of MNCs and their motivation
for engaging in FDI. The theory emphasizes in the that MNCs try to develop
company-specific advantages (i.e. knowledge, tdognes). It is the aim of the
MNC to retain monopolistic advantages. Through streents in multiple countries,
the firm creates the needed market to meet itscobgs. Thus, the MNC internalizes

its global foreign operations through a common goa&ece structure and ownership.

2.3.4 Additional Concepts.In addition to the above mentioned theories,
numerous other theories have been developed ttgiegplain FDI. The Heckscher-
Ohlin Model and the Neoclassical Trade Theory fxeireple make the assumption
that capital returns determine the allocation gbitzd globally (Markusen, 1984).
Other theories, which are based on the internaizaheory, are the horizontal (or
Proximity-Concentration Hypothesis) (Ethier, 198Gugman, 1983) and vertical
FDI model (or Factor-Proportions Hypothesis) (Di%it Grossman, 1982). Both
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models have proven to explain certain factors of, Fbg. the horizontal model
explained FDI by market size, scale economies earsportation costs. The vertical
model also found similar results such as market, skilled labor and transportation
costs. In addition to these models, a number cératimeories exist which will not be

further explained in this study.
2.4 Advantages and Disadvantages of FDI to a Host Counyt

A set of advantages can be identified promotingotgreefits of FDI for countries. On
the other hand, many studies have been conductgating the positive impacts of
FDI in general or under certain conditions whilepng the negative effects of FDI.
This sections aims at elaborating the advantageési@sadvantages of FDI flows to a

country as it provides recommendations to polickens and other researchers.

Zilinskeé (2010) concludes in his paper that the impact®f depends on the form it
takes. Determinants of this are the type of FDdatmn of business or the density of
local firms in the sector. In addition, he findsatheffects of Greenfield FDI are
positive whereas mergers and acquisitions oftee hagative and only little positive
impacts on the host country. In the same studynsit (2010) also emphasizes that
FDI does not always have an advantage over otlvessiment tools such as loans.
This chapter provides an overview of both advaniag® disadvantages of FDI. In
most cases, there are studies emphasizing on iautarteffect being an advantage

while other studies point out the negative impatthe same effect.

Economic Growth. The positive impacts of FDI on economic growththe
host country have been acknowledged by many autBarensztein, De Gregorio,
& Lee (1998) conclude in their study that FDI haxepositive effect on FDI,
however, the level of those effects highly dependte human capital level of the
host country. This implicates that a country hahdawe achieved certain levels of
education, infrastructure, financial markets andltheto profit turn FDI into an
economic growth factor. This finding is especiahiyeresting in the case of Kenya

and calls for further research.

Another study by Bengoa & Sanchez-Robles (2003)nisonformity with the
findings of Borensztein, De Gregorio, & Lee (1998hey established that there is
indeed a positive influence of FDI to economic gitowhowever, growth is only then
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possible if governments manage to achieve a soagred of political and economic
stability.

Change of Competitive Structure and Impact on LocalCompanies.Some
studies provide evidence to the idea that FDI |gadan increase in competition
amongst local companies. Blomstrom, Globerman, &kKk¢o(1999) identify that
former employees of MNCs migrating to local companbring in their acquired
knowledge about technologies of the MNC. Furtheendormer employees may
decide to set up their own companies when leaviiey MNC thus increasing

competition as well as allowing for technology kpiérs.

On the other hand, Borensztein et al. (1998) adhait firms investing in foreign
countries most likely enjoy lower costs and highesductivity levels than its local
counterparts. Especially, this is the case in dmgiefy countries where higher
efficiency is a result of better access to modesnhmologies and advanced
management skills. These findings can be seenvantadje (for the investing firm)

as well as disadvantage (for local competitors).

Technology Spillovers.Research suggests that technology spillovers are,
under certain conditions, possible. Kokko, (1994 &okko, Tansini, & Zejan
(1996) conclude for Mexico and Uruguay respectivisgt technology spillovers
highly depend on the productivity levels of locahfs. Spillovers are more likely to
take place in economies where productivity levélsIbICs and local companies are
similar. The success of technology spillovers aspends on the form of the FDI.
As Blomstrom & Zejan (1991) argue, MNCs enteringpeeign country through a
joint venture, do most likely not contribute muchtéchnology spillovers due to the

fear of technology theft by the partner company.

In general, the willingness of MNC to bring in tedhogy to the host country is
influenced by the countries’ policies (Magnus Blords), 1991). Research
undertaken by Mansfield & Romeo (1980) indicatesttta country’s FDI
attractiveness and the quality and quantity of neétgy transferred to a foreign

country also depends on the grade of protectiantefiectual property.

Training and Employment. It is obvious that technology spillovers can only
be achieved through investments into the local hueapital of the host country.
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Due to cost efficiencies and competitive reasonsgifin companies will have to
employ local staff. In order to allow for the susskil implementation of new
technologies, an investment destination countrydsel® have a certain level of

human capital so as to attracting FDI.

Scope of Realized ProjectsFunding for huge investment projects in
developing countries is often limited and requieagernal financing. MNC often
have better financial resources than locals thugemumnents have the option to

finance huge infrastructure projects through FDI.

Effect on Corruption. FDI indeed has an influence on corruption levels.
Smith (2009) finds that FDI has a negative impactlacal cultures and as well

contributes to corruption.
2.5Foreign Direct Investments to Sub-Saharan Africa

The SSA FDI inflow data can be split into three s The first phase includes the
years from 1987 to 2000 (12.33% average annualtyraate). During this period the

FDI inflows never exceeded USD 10 billion.

Figure 2-1: Sub-Saharan Africa FDI Inflows betweenl987 and 2011
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Inflows are in million USD. Data: UNCTAD. Figureuthor.

The second phase can be characterized be FDI mfkianding at over USD 10
billion while in 2005 at first reaching over USD Hilion (13.3% annual growth
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rate). The last phase from 2007-2011 impressed avinage annual growth rates of
20.8%.

It is important to compare FDI inflows to SSA tam#e globally. An analysis of the
data of the UNCTAD (2012) is revealed in Figure.ZFRe data indicates that the
Sub-Saharan Africa FDI share globally never eveschied 3%. Even though a
minimal upwards trend can be observed over thesydhe annual SSA share of
global FDI inflows has never reached a signifidanel (it has always been between
below 0.5% and 2.9%).Figure 2-2 indicates that etvemugh FDI inflows to SSA
have been increasing significantly, the total slodrglobal FDI has not moved at the
same rate. This indicates that other regions andtdes are much better in sourcing
FDI than SSA thus outperforming SSA. (Anyanwu, 20820 concludes that
“Africa has never been a major recipient of FDIwWffo and so lags behind other
regions of the world”. The largest recipients ofI&n Africa are traditionally its
largest economies: Egypt, Angola, South Africa Bingeria (Owusu-Antwi, 2012).

Figure 2-2: Annual SSA share (%) of global FDI infows
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The reasons for these countries to receive largmuata of FDI are multifaceted. Oil
producing countries such as Nigeria and Angola heeen recipients of FDI mainly
contributed to the oil and gas industry. In 2002renthan half of the FDI inflows to
the region went to the oil and gas industry in foeeintries namely Nigeria, Angola,

Chad, Algeria and Tunisia (United Nations Confeeena Trade and Development,
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2003). For the case of South Africa, the reasongtgchigh FDI inflows can mainly
be contributed to the continued privatization pescand its large market (Owusu-
Antwi, 2012).

In order to further understand FDI patterns in S&Antries, one has to look at
several conditions including macroeconomic, pdditiand social factors. More than
in any other region in the world, wars are morelljkto occur in Africa (Rogoff &

Reinhart, 2003). The authors used susceptibilitydo indices for the period of 1960
to 2001 and further found that there is a staaificsignificant negative correlation
between FDI inflows and wars in the region. Macoyexnic instability is another

factor influencing FDI inflows to SSA as has bedaberated earlier. In the past,
SSA has been a location of events increasing th®ne instability such as high
budget deficits, crashes of financial markets andencies or high inflation rates
(Dupasquier & Osakwe, 2005; Onyeiwu & Shrestha4200ther factors negatively
influencing FDI inflows to the region were a poafrastructure network in general,
small market sizes of the individual economies mmedeased global competition for
FDI. FDI inflows to Africa also have to be analyziedlight of colonialism which,

after the independence of many African countriesulted in economic nationalism,
locking out foreign investors (Moss et al., 200Mpss et al. (2004) conclude in their
study in East African countries that part of thep&DI performance are owed to
deep-seated sentiments against foreign capitabamérship. Moss et al. (2004) also
state that Africa is failing from fully benefittinghrough FDI which indeed

contributes to economic development and integratiibin the global economy.

In the past, Africa attracted FDI as a result af &dlgundant natural resources and size
of domestic market (Musila & Sigue, 2006). The aush however, conclude that the
natural resources as driver for increased FDI doapply to most countries. On the
one hand, countries must obtain the ability to l@istia sound political as well as
economic conditions and introduce investment frignmblicies. On the other hand,
Musila & Sigue (2006) argue that this is not enouBather, countries have to
identify and operate proactive marketing approadmesarget selected FDI thus

specializing in certain sectors.

Some studies (Asiedu, 2002, 2004; Musila & Sigu¥)&2 Ngowi, 2001) established
the factors influencing FDI to Sub-Saharan Afridégowi (2001) identifies the
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following factors:Favorable macroeconomic indicators (growth, staiflation, low
budget deficits), quality infrastructure, natur@sources, political stability, Domestic
market (size, openness, competitiveness), quafithuman capital and cost, low
transactions and business costs (rules of entryeaitid trade and labor laws, tax
structures) and an efficient legal system. At tlaens time he recognizes the
difficulty to identify the best mix of determinant$ FDI needed to attract more FDI
inflows. For Asiedu (2002, 2004) the following factors influenE®I inflows to
Africa: return on investment, infrastructure developmepgnmess of the economy,
political risk, size of government consumption, mamic stability and the growth
rate of the domestic markédezuidenhout (2009), generally agrees with Musila &
Sigue (2006) stating that it is foregone that FEdds to increased growth in Africa.
He agrees as well that countries have to focustatted FDI. Other than Musila &
Sigue (2006), he provides a concrete recommendaticeygard to which type of FDI
governments should focus on. He advises to put asiphon attracting
manufacturing Greenfield FDI with the main focus toaining and Technological
transfer. Fe further urges African governmentsetbesign their educational policies

which should have the capability of absorbing Filé&s successfully.

Another discussion which regularly appears in rese& the debate on FDI versus
aid (Bezuidenhout, 2009; Kosack & Tobin, 2006; Ra%iLoungani, 2011). Africa

in particular is often considered in this regar@én@ary to research promoting the
argument of FDI having a positive effect on ecormgrowth (Moss et al., 2004),
Kosack & Tobin (2006) argue that FDI has, at beeteffect on economic growth
and slows the rate of human development in devetppountries. In contrast, they

argue that aid is a great contributor to economigvth and human development.
2.5.1 Taking a Look at Eastern Africa

Due to country specific backgrounds and differenstdnical and political
developments of the individual Eastern Africa comst varying FDI inflows can be
assumed. And indeed, data shows (Figure 2-3) thatd-East Africa varies greatly
from country to country. The results are surprisik@nya, often seen as the
economic hot spot of East Africa, receives by fawdr FDI than its neighboring
countries Uganda and Tanzania. Until the beginmhghe 90ies, FDI inflows to

Tanzania, Uganda and Kenya had been on a simial. [However, during the late
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90ies and the beginning of this century, the FDlows to Tanzania and Uganda
increased strongly, while inflows to Kenya did niotlicate any signs of growth.
Having established the positive impacts of FDI &ndwing about countries’ global
competition to attract FDI (Oman, 2000), it is im@mt to highlight Kenya’'s
position in a regional context. Even though Kenyeld levels have been low, they
picked up during the last seven years (2005-204et)ing closer to the FDI levels of
its neighboring countries: in 2011 Kenya’'s FDI avlls stood at USD335.25 million
(Figure 2-3).

Figure 2-3: East African FDI inflows between 1987 1ad 2011
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In their study, Musila & Sigue (2006) analyze diffiet African countries in regard to
their ability establishing a sound political, ecomo and policy environment
conductive to investment. They conclude that Ugaawl@ Tanzania among others
are proving successful their ability to implemehege factors. An East African
survey by (Moss et al., 2004) on the impacts of &DKKenya, Tanzania and Uganda
reveals that foreign companies bring in managens&ills, are more productive,
invest more heavily in infrastructure and healthtlodir workers as well as being

better connected to international markets. Intergst, the study also concludes that
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foreign companies are not, contrary to common pi@es, causing insolvencies of

local companies and grabbing of market share.
2.6 Foreign Direct Investments to Kenya

For a better understanding of the investment ckmetd the occurrence of FDI
inflows to Kenya, it is important to understand sobasic economical, geographical
and political data. Thus, before elaborating ond-fol Kenya, this chapter provides

an overview on the key information relevant to fgneinvestors.

Even though Kenya does not possess large deposkitsatoral resources in
comparison to Uganda and especially Tanzania, Kelnga emerged as the
economically leading country in East Africa. BordgrTanzania, Uganda, Ethiopia,
Southern Sudan and Somalia, approximately 43,013,8dople of over 40
indigenous groups live on 580,367 kifCentral Intelligence Agency, 2012). Its
capital is Nairobi, which emerged being the centiadiness hub for the wider East
African region. Several international companies agpt their regional or even
continental headquarters in Nairobi, propelling trsmendous growth. Visualizing
Kenya’'s geographical position is the key to underding its role as economic leader

in East Africa.

Figure 2-4: Kenyan FDI inflows between 1987 and 201
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In comparison to the total Sub-Saharan Africa FRvelopment (Figure 2-1),
Kenya’'s development of FDI inflows between 1987 @005 has been more or less
stagnant, reaching its peak in 2000 with inflowsogér 110 million USD (Figure
2-4). The year 2007 marked an extreme outlier, WitHis amounting to over USD
700 million. During this year, two business trangats contributed significantly to
this peak. Firstly, London based Helios Investniéatiners bought a 24.99% stake
in Equity Bank. The transaction volume stood at USTB.7 million> Secondly,
French company France Telecom bought 51% of theqarely state-owned Telkom
Kenya for USD 390 million in December 2007 (Infotma Gatekeepers Inc., 2010).
The effect of these two transactions on the tofal iRflows in 2007 is immense.

Figure 2-5 shows the FDI inflows without the acdgioss of Helios and France

Telecom.
Figure 2-5: Kenyan FDI inflows between 1987 and 2a1
with adjusted FDI inflows in 2007
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For the further analysis, these adjusted figurdshei used whereas the overall FDI
inflows in 2007 do not include the amounts of these@stments thus amounting to
USD 160.35 million. Therefore, increasing FDI inil® from USD 21.2 million to
USD 335.2 million can be observed between 2005281d (Figure 2-6). Previous
research (Kenya National Bureau of Statistics, 2iuthia, 2010; Ngugi &

® Available throughhttp://www.heliosinvestment.com/representative-staents (last accessed on
27.11.2012)
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Nyang'oro, 2005) focused on determining the readonshe stagnating or even
decreasing FDI inflows to Kenya prior to 2007.

Figure 2-6: FDI inflows between 2005 and 2011
with adjusted inflows in 2007

400

350

300 /
250 /
200 /

150 A\ /

100 /
50

2005 2006 2007 2008 2009 2010 2011

Inflows are in million USD. Data: UNCTAD. Figureuthor.

In the 70s Kenya was one of the most favorable &&tinations in EA, however,
FDI inflows have not only been highly volatile inet 80ies and 90ies but declined
during this period (Mwega & Ngugi, 2006). This hasinly been contributed to
political interventions in the local economy and tack of reforms. However, Kenya
maintained its stand as the strongest economy isteEa Africa (Multilateral
Investment Guaratee Agency, 2006). Today, Kenylagisnost industrialized country
in East Africa and one of the top performing coigstrin sub-Saharan Africa. The
country thus provides an impressive array of resstmninvest in its industries.
Through Kenya'’s port in Mombasa, Uganda, Rwandauidi, Southern Sudan and
Eastern Congo are supplied with imported goods.thEumore, Kenya's road
network is better developed than the ones’ of é@gmboring countries. In terms of
regional networks, it has to be mentioned that keisymember of the East African
Community and the Common Market for Eastern andi®&on Africa. This opens a
market of over 93 million and 385 million peoplespectively (Multilateral

Investment Guaratee Agency, 2006).
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As pointed out earlier, education plays a majoe ri investment decisions of
foreign investors. In this regards, Kenya showsraapive numbers: it has the
highest literacy rates in the region which resuitsa huge workforce of qualified
upper level staff and skilled labor (Multilateralvestment Guaratee Agency, 2006).
Again, high unemployment rates of over 40% (The M/&ank Group (2012) lead
to a large supply of qualified workers. Employeeifdly labor laws in Kenya, make
labor management easy. The government also tripsotonote FDI into the country
and, in this regard, set up Export Processing Zdiid%Z) across the country.
Investors deciding to operate within such zonesllgprofit from better access to

water, telecommunications and electricity.

Few studies (Kenya National Bureau of Statisti€s® Kinuthia, 2010; Mwega &
Ngugi, 2006; Ngugi & Nyang’'oro, 2005) have been ducted on FDI inflows to
Kenya of which most focus on the period of stagmair decrease before 2007.
Ngugi & Nyangoro (2005) use FDI data and variousstitutional and
macroeconomic factors from other developing coastand draw implications for
Kenya. They conclude that the Kenyan governmenti:\@¢e improve on several
issues such as price stability, openness and fulawo They also find a positive
relationship between FDI inflows and crime. Wheae land order is observed, FDI
inflows are higher. Other factors influencing FDéegatively were corruption,
political instability and low levels of democradyinuthia (2010) provides evidence
on the determinants of FDI inflows to Kenya usingefgn firm data (questionnaires)
of 2007. His first finding is that most of the fgge investments are market seeking
investments and come from the manufacturing andicgersectors. The most
important determinants are market size, politicadl @conomic stability, bilateral
trade agreements and a favorable climate. Oth#vaty the three main impediments
to FDI inflows are political instability, crime andsecurity, and institutional factors
most notably corruption.

2.6.1 Investment Climate

Kenya’s unique position and conditions within th@sEAfrican region, has a direct
impact on its status as investment destinations Thapter provides information on
investment conditions in Kenya thus enabling toarsthnd the developments FDI

inflows. Between 2008 and 2011, a stable yearlyemse of FDI inflows from USD
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95.5 million in 2008 to USD 335.2 million in 201a$1been observed. Prior to 2008,
such a continuous increase over four consecutiaesyeannot be observed. Mainly,
the period prior to 2007 can be characterized byegses in one period followed by

decreases in the next period.

Figure 2-7: Foreign equity ownership indexes and
comparison of starting a foreign business

Mining, oil and gas 100 95.2 92
Agriculture and forestry 100 97.6 95.9
Light manufacturing 100 98.6 96.6
Telecommunications 70 84.1 88
Electricity 92.9 90.5 87.6
Banking 100 84.7 91
Insurance 66.7 87.3 91.2
Transportation 70 86.6 78.5
Media 75 69.9 68
Sector group 1 (tourism, 100 97.6 98.1
construction, retail)

Sector group 2 (health care, 100 100 96.0
waste management)

Time (days) 34 48 42
Procedures (number) 12 10 10
Ease of establishment index (¢ = 5 g 515 64.5
min, 100 = max)

Data: The World Bank Group (2010); Figure: Auth@r21 African countries, ** 87 countries).

In 2010, the World Bank Group published its surV&awesting across borders”,
analyzing the investment climate of 87 countriesbglly. 21 Sub-Saharan African
countrie§ were part of the assessment. The survey revealedhle data about two
main issues relevant to foreign investors: (1) Peifgn equity ownership index was

established, indicating to which percent compamesertain sectors can be owned

® SSA countries analyzed in the survey: Angola, BurkFaso, Cameroon, Cote d'lvoire, Ethiopia,
Ghana, Kenya, Liberia, Madagascar, Mali, Mauritidezambique, Nigeria, Rwanda, Senegal, Sierra
Leone, South Africa, Sudan, Tanzania, Uganda, Zambi
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by foreign entities. (2) The authors establishezldhse of starting a business in the
sample countries (Figure 2-7). The survey reveateresting information about
Kenya’'s investment climate. Firstly, Kenya resgidbreign ownership in more
sectors than most other economies. Especiallyeleedmmunications, insurance and
transportation sectors require significant foreigmwnership. On the other hand,
Kenya allows 100% foreign ownership in nine othectsrs. In terms of starting a
foreign business, Kenya ranks slightly above tlygoreal average with 57.9 points (0
= min, 100 = max) and 51.5 points respectivelyteiims of duration of setting up a
business Kenya by far outpaces global as well gismal scores with 34, 42 and 48
days respectively. However, the number of proceddtoeset up a business stands at

12 compared to 10 as regional and global average.

In addition, foreign investors can obtain an Inwemtt Certificate from the Kenya
Investment Authority (for investments of $100,00@ anore) that helps speed up the
administrative start-up procedures, including thevision of various work permits.
During this period, the foreign investor is permuittto begin operations and apply for

all the general and sector-specific licenses.
2.7Determinants of Foreign Direct Investments

A set of factors determine the decision of a companinvest abroad. This section
elaborates the important determinants influencinfirra’s decision to or not to
invest. After the introduction, eight hypotheses tbé most important factors

influencing investment decisions in foreign couedrare developed.

One approach to categorize FDI determinants isejparmte between firm and
country specific determinants. While it is diffitwb establish the exact quantity and
quality of determinants needed to attract FDIsinevertheless clear that a critical
minimum of these determinants must be present &dfdr inflows begin to occur

(Ngowi, 2001). The most obvious determinants candeeved from the OLI

framework discussed before (Dunning, 1980). FirsHyforeign company must
possess some form of ownership advantages. Thesdocaexample be patents,
technologies or management skills, size or repataidunning (1980) concludes that
ownership advantages, often also called competitiv@onopolistic advantages, are
firm specific, meaning that they depend on marlasitpon and company size. Once
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ownership advantages have been established a cygmgeeks to, secondly,

internalize these advantages. Thirdly, after irdBzation has taken place, the
company now has to see the possibility of explgitocation advantages. As pointed
out earlier, literature generally emphasizes om focation advantages (Caves, 2007;
Dunning, 1988). (1) Market seeking FDI seek to erpfast growing or huge

markets. (2) Companies seeking resources will ahaoarkets close to the natural
resources of interest. (3) Efficiency seeking Fiplicates the need to shift certain
steps of the production cycle (goods or servicedditeign countries so as to reduce
total costs of production and improve performarideLastly, strategic-asset-seeking
FDI occurs when an investor wants to take advastagewhat is available the

specific market in terms of research and developraed other benefits.

Several other factors influence a company’s degigimcess on whether or not to
invest in a foreign country. One finding is thatural resources have an influence on
FDI levels in a country (Campos & Kinoshita, 20Q&nsen, 2003). Campos &
Kinoshita (2003) conducted their study in some bé tEastern Europe and
Commonwealth of Independent States countries. Tuekier established that low
labor costs as well as institutions and agglomenaéconomies influence the FDI
decision making process. These findings partly @onf with findings of other
studies which found positive relationships betwdanctioning institutions and
limited policy risk and the level of FDI inflows (i€k, 2005; Manzocchi, 2009).
However, studies on the influence of labor cost®aka mixed picture: Wheeler &
Moody (1992) find that labor cost can have a pesiteffect on FDI, whereas a
negative effects is established by (Kucera, 2002)addition, and as established
before, market size and economic growth matterrésl& Aguilera, 2007; Jensen,
2003) as well as ease of starting a business teraed by some authors, a business
friendly environment. In their study about FDI detehants of 68 developing
countries, Mottaleb & Kalirajan (2010) establiskattinvestors prefer, among other
determinants, a business friendly environment (omeaksby the average duration to
set up a business), large domestic markets anadew to global markets. They
conclude that developing countries worldwide arke @b attract FDI by adopting
more outward oriented trade policies and providiginess friendly environments.
One of the determinants considered in a long-tetmestment is the volatility of

currency markets and foreign currency exposurergday volatilities have different

26



implications for different types of FDI. A compamyoducing products in the host
country but has substantial sales outside the cpumill greatly benefit from a
depreciating currency. However, a depreciatingenay is of disadvantage to an
FDI having most of it sales within the domestic kedr Especially for multinational
companies, strategic pricing as an important detemnt to investing in a foreign
country (Musila & Sigue, 2006). Strategic pricirsgan important tactic to reduce the
firm’s overall tax obligations to a minimum. Espgty MNCs who operate in
several countries worldwide are able to shift,eaist to some extent, profits from a
high-tax country to a low-tax country (Musila & 8r 2006). On the other hand,
high-tax countries need to have other advantagsstohg the tax disadvantage.

It can be concluded that the relative importanag lamel of importance of some of
the determinants varies between the different tygle&DI i.e. resource-seeking,
market-seeking, strategic-asset-seeking and effigieseeking FDI. However, the
most important factors can be identified from poes research regardless of the
type of FDI. In the following, the eight most impamt factors as established in the
literature (Asiedu, 2002; Campos & Kinoshita, 20@ph & Wieh, 2009; Hailu,
2010; Mottaleb & Kalirajan, 2010; Owusu-Antwi, 2Q1&re being elaborated and
hypotheses for the further analysis established.

2.7.1 Market size

Many researchers found that one of the most robetgtrminants of FDI is market
size (Artige & Nicolini, 2006; Billington, 1999; lKavis & Lipsey, 1982; Krugell,

2005; Sawkut et al., 2009; Wheeler & Moody, 1999arket size is hereby often
measured using total the GDP or GDP per capita.afgementation behind market
size influencing FDI inflows is that scale econosnigre created within a large
domestic market thus bringing in higher returnseréfore, an economy with a large
market size receives higher FDI inflows that onthvaei small market size. However,
there are also contrasting studies. For the cas&hafna, a study (Kyereboah-
Coleman & Agyire-Tettey, 2008) find that marketesis not a significant factor

since investors mainly invest in sectors whosesfiad products are exported. A
comprehensive research on several studies glofradiyng that market size indeed is
a significant factor has been conducted by Chaktia{2001). In the case of South

Asian countries a study (Sahoo, 2006) also findd thajor determinants of FDI
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inflows are market size, infrastructure developneemt openness. A key determinant
of FDI inflows to Middle East and Northern AfricMENA) countries was as well
found to being the size of the host country (Mohd@&eSidiropoulos, 2010). In SSA
countries, Adugna & Asefa (2003) and Asiedu (200@)clude that large markets
pull FDI inflows. In a study carried out in coumsi across Africa, this effect has
been confirmed by Anyanwu (2012) and Sawkut et(2009). Anyanwu (2012),
however, can only confirm this effect for the césese countries with a large urban

population size. The hypothesis therefore develaged
H1: A positive relationship exists between market sigd FDI inflows.
2.7.2 Economic Growth

High market growth is a strong signal for the fetynotential of the market. As a
result, countries with high constant growth ratéisaet more FDI inflows than
economies with volatile growth rates. As will beosm, most researchers find
economic growth a significant factor for increasiR®I! inflows. However, few
researchers find no significant relationship betwdeél inflows and economic
growth (Ancharaz, 2003 [only for African economiedjyigh, 1985 [only for
developed but not developing economies]). Neveeglmost studies undertaken in
this area attest a great positive effect of higld @onsistent growth rates to
increasing FDI inflows to a country. Addison & Hesdtti (2003) find a positive
relationship between FDI inflows and economic glowt a study conducted in
developing countries worldwide. Similarly, Nnado&eOkonkwo (2004) also find
that higher economic growth positively relates tghkr FDI inflows into a host
country. Another study (Agrawal & Ranjan, 2011)wkdhat foreign investors in the
BRIC countries are highly sensitive to market glowGastanaga, Nugent, &
Pashamova (1998), Schneider & Frey (1985), Asie®0§) and Sahoo (2006) also
find in their research positive significant effeofssconomic growth and FDI inflows
to a country. The hypothesis therefore developed is

H2: A positive relationship exists between economiowgh and FDI

inflows.
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2.7.3 Openness

Openness or “trade openness” is mostly interpraseitie ease and amount of trading
(imports and exports) from and to a country. Howge\¢ailu (2010) finds that
openness can also be viewed from “economic treamesintegration between and
among countries”. Following this concept of opemngdleumayer & Spess, 2005)
provide evidence that FDI inflows to a country arereasing, the higher the number
of bilateral investment treaties. Similar findingave been made for the North
American Free Trade Agreement region (Feils & Man2008) and between the
European Union and Eastern European countries gke8&abi & Orli¢, 2007).
Trade openness as a factor influencing an invedtrdegision of a company
significantly depends on the form of FDI as diseasabove. Companies seeking to
export products from the host country will certgible keen on measures related to
openness. On the other hand, firms producing lpaaid seeking to penetrate the
host country’s local market will not consider thiactor as very significant.
Therefore, research findings on this factor dramiged picture. Kravis & Lipsey
(1982) and Culem (1988) (Culem for industrializedumtries only) find that
openness is inversely related with FDI. On the ohand, this determinant is found
insignificant by Blomstrom et al. (1999), Camposk&oshita (2003) and Wheeler
& Moody (1992) [only for the case of the electrorsector, however, a strong
positive relationship for the manufacturing segtarhong others. In a previous study
Magnus Blomstrom & Kokko (1997) find that the mapen a country, the more
international companies try to make use of locatidmantages in this economy. This
as well has been found as a major factor by sevesalarchers such as (Agrawal &
Ranjan, 2011; Anyanwu, 2012; Asiedu & Lien, 200&ie&lu, 2002; Hailu, 2010;
Montiel et al., 1997). Two studies carried out Bgiedu, 2002, 2006) find that FDI
inflows to Sub-Saharan African countries can badased by openness to trade.
Pradhan & Saha (2011) find the same in a studywaed in 20 African countries.

The hypothesis therefore developed is:

H3: A positive relationship exists between the leviebgenness of a country

and FDI inflows.
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2.7.4 Political Stability

Overall political stability is positively correlatewith the levels of FDI inflows as a
study by Harms & Ursprung (2002) reveals. In linghvthese findings are the results
of Busse & Hefeker (2007) who use a sample of 8&ldping countries over a 20
year period. Their study suggests that severabifadf institutional quality, level of
education and political risk are significant detaramts of FDI inflows. Similar to
these findings are several other studies: (Li, 2@0®ws that military conflicts and
FDI inflows are inversely correlated. Studies aadrout in Africa prove that political
stability is an important factor for foreign invest (Dupasquier & Osakwe, 2005;
Hailu, 2010; Kyereboah-Coleman & Agyire-Tettey, 80for the case of Ghana
only]; Sawkut et al., 2009). Asiedu (2006) provesistudy conducted in 22 African
countries that political stability indeed promotesreasing FDI inflows. In yet
another study, researchers (Pradhan & Saha, 20ty fin 20 African countries that

political instability hinders FDI inflows. The hyfiwesis therefore developed is:

H4: A positive relationship exists between the leviepolitical stability in

the host country and FDI inflows.
2.7.5 Corruption Level

Corruption levels are as well an important deteantrof foreign investors in regard
to choosing an investment destination. Wei (200@id that corruption has a
negative impact on FDI. One of his major findingghat increasing the corruption
level from that of Singapore to that of Mexico guevalent to raising the tax rate by
over twenty percentage points. Thus, corruptionsddieectly influence the cost of
production. According to several studies (DisdieM&yer, 2004; Kersan-Skab&
Orli¢, 2007; Kinda, 2010; Voyer & Beamish, 2004; ZhaanK& Du, 2003), the
existence of lack of transparency and corruptioa been implicated as slowing
down economic activity and development and thusatregly influencing FDI
inflows. Al-Sadig (2009) conducted a study whichasigred the effect of corruption
in 117 host countries worldwide. He finds that @Meicorruption hinders FDI
inflows to host countries. However, he also finlst tthe variable corruption has less
impact on the investment decision of foreign congsnf the quality of government
institutions is high. A similar research (KhamfuZ07) conducted in 17 countries
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revealed that corruption is less damaging in expoeented economies than in import
substitution markets. On the other hand, a vergnestudy (Anyanwu, 2012) shows
that corruption and regulatory quality has no digant influence in FDI inflows to
African countries. These findings comply with tesults of a study (Haksoon, 2010)
concluding that economies which are highly affedigatorruption and low levels of
democracy attract higher FDI inflows than thosenecoies with low corruption
levels. Due to the fact that the majority of thee&rchers in this area find a negative
relationship between the existence of corruptiod &DI inflows, the hypothesis

developed is:

H5: A negative relationship exists between the excenf corruption in the

host country and FDI inflows.
2.7.6 Rule of Law

Rule of Law is another important factor influenciBBI decisions. Functional legal
systems provide the backbone of any country. lir stedy, Campos & Kinoshita
(2003) measure rule of law by the strength and rirgdély of the legal system and
popular observance of the law. Their study cond@utiat rule of law is an important
determinant of FDI inflows to a country. A similfanding is observed in a study by
Anyanwu (2012) who finds that government qualityassociated with higher FDI
inflows to Africa. He concludes: “Therefore, FDIflows to the continent correlate
positively with the prevalence of the rule of lameaning that the quality of
government matters for making FDI inflows go whehey do in Africa“. The
hypothesis therefore developed is:

H6: A positive relationship exists between rule of lamd FDI inflows.
2.7.7 Level of Education

The level of education in a host country plays rpartant role in determining a
company’s investment decision. The education lewditates the existence and ease
of finding qualified employees for a company’s fgreinvestment. This has been
confirmed by Busse & Hefeker (2007) who use a sampl87 developing countries
over a 20 year period. In the case of the manufiagfsector, a study was conducted

by Tsen (2005) in Malaysia. He found that besidesket size and infrastructure,
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education is indeed a major determinant for foreigwestors. The hypothesis
therefore developed is:

H7: A positive relationship exists between high lewafiseducation and FDI

inflows.
2.7.8 Inflation

Volatile and high inflation rates can be regardedaroxy for an instable economy
thus refraining potential investors to invest inclsueconomies. In contrast to
portfolio investors, FDI investors are much mor@ased to inflation and volatile
currency exchange rates. While portfolio investm@n simply reduce their
investments in volatile markets or hedge againdgagerisks, FDI investors are fully
exposed to inflation and volatile markets. TherefdtDI investments highly depend
on stable markets. This phenomenon has been piaveome studies (Khair-Uz-
Zaman & Awan, 2006; Nnadozie & Okonkwo, 2004). Remahefa & Hamori
(2005) conclude that “the instability of the hostintry currency tends to reduce FDI
inflow by discouraging the repatriation of investrheeturns”. They further continue
that a positive relationship between FDI inflowsl aaxchange rate volatility might
be found if investment in the local market is ussda substitute to exporting. Hailu
(2010) confirms these findings on the negativectftéd high and volatile inflation
rates on FDI inflows in his study on determinanfsF®I inflows to African
economies. He concludes that inflation has indee€gative effect on attracting FDI
even though it is statistically less robust. Simiasults were found in a study on
seven South Asian countries (Pradhan & Saha, 2008. hypothesis therefore

developed is:

H8: A negative relationship exists between high lewdlsnflation and FDI

inflows.
2.8 Chapter Summary

The literature review clearly confirmed the mixedttpre of determinants and
impacts of FDI indicated by numerous researcheddwide. The determinants of
FDI decisions seemed to be sector and country figec@sulting in positive or

negative effects for the receiving country. Theed®inants identified ranged from
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macroeconomic factors such as economic growth, ehaike, or inflation, to legal-
and policy-related determinants (e.g. rule of law@pending on the type of FDI, the
importance of the different determinants variesmfrimdustry to industry. Research
suggests positive (Borensztein, De Gregorio, & L#898; Bezuidenhout, 2009;
Musila & Sigue, 2006; Kokko, 1994; and Kokko, Tans& Zejan, 1996) as well as
negative (Smith, 2009; Michie, 2001; Blomstrom 1p88pacts of FDI to the host
country. Determinants influencing FDI decisions amany, depending on the
underlying motivations of the individual companias well as country specific
characteristics. The literature review gave as waelbverview on FDI aspects across
the region in general and Kenya in specific. Thalded to getting a better
understanding of the market(s) and investment patté’revious studies focused on
the stagnating or decreasing FDI inflows to Keny@nya National Bureau of
Statistics, 2010; Kinuthia, 2010; Mwega & Ngugi 080 Ngugi & Nyang’'oro, 2005).
However, recently published data by the UNCTAD (fFegl.2) suggested a change

from stagnating to increasing FDI inflows.
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Chapter 3 Research Methodology
3.1lIntroduction

The purpose of this study was to establish theipdactors that have influenced
development of the FDI inflows to Kenya from 19982004 and 2005 to 2011. In
order to attain these objectives and answer thearel questions, this chapter details
the methodology as follows: the research desigmpuladion and sampling; data
collection tools used as well as the statisticahtéques applied in establishing the
hypothesized relationships between variables. @ke dection entails how the data

analysis was conducted and how variables were ohose
3.2Research Design

Different research designs were employed to fulfil objectives stated earlier. This
was achieved by employing quantitative and qualgéatesearch methods. These
methods allowed obtaining information regarding thBuence of the underlying

factors for FDI inflows to Kenya. The study invot/évo main sections to achieve
these objectives: (1) an analysis of indices wakerttaken to identify the relationship
between FDI inflows to Kenya and influencing fastoNon-parametric analysis
tools such as comparison of means and variances used to analyze the data
provided by the different indices. (2) After thike answers of respondents from
foreign owned companies in Kenya were analyzedcantpared with the findings of

the index analysis. Therefore, perceptions of marsagnd actual index data could
be compared. In this case, valuable information wesvided about the actual

reasons to the increasing foreign investments myke
3.3Population and Sampling

The United Nations Conference on Trade and Devebopr(2012c) published “An
Investment Guide to Kenya — Opportunities and Comas 2012 in which 68
foreign companies are listed as a sample of Kerryanpanies with at least 10%
foreign ownership. These companies are operatinghén following sectors (in
brackets are the numbers of companies in eachrseagpiculture and related (9), oll
and gas (3), manufacturing (25), services (botharfaral and information

communications & technology, 12), tourism and tpems (6), business support (8)
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and others (5).These sectors represent the mosiriamp sectors in Kenya A
comprehensive data base of all companies in Kentfafareign shareholding of at
least 10% is not publicly available. The authomkbshed this by sending requests
via e-mail and having follow-up meetings with diffat institutions such as the
Central Bank of Kenya (CBK), the Kenya Investmenittority, the United Nations
and the Kenya Revenue Authority (KRA). Thus, théaltonumber of foreign
companies in Kenya cannot be establi§hamt the author will use the sample list

provided by the United Nations Conference on Traa Development (2012c).
3.4 Data Collection Methods

In order to answer the research questions, diffedtata was required. Firstly, index
data was needed to test the importance of diffefietors influencing FDI inflows.
This information was obtained using publicly avhi&indices which are published
by the World Bank and the United Nations. A compredive list of index sources
used in this study is provided in later in this Qtes. In a second step,
questionnaireswere used to confirm or dismiss the findings & thdex analyses.
The questionnaires were made available throughnéinesversion. The respondents
targeted were CEOs since they generally are inbdst position to provide the
required data. However, if the CEO identified aeotemployee she/he assumed as
having enough expertise to answer the questionnsuich a response was accepted
as well. Through initial calls with the executivBice, relevant contact details were
acquired. The next step involved sending an e-mél the link to the online-
guestionnaire. In case of a low response ratepviellp calls and visits were
considered as means of data collection. The destnbethod of data collection
allowed for comprehensive analyses to meet theySuobjectives and provide

profound answers to the research questions.

" The Central Bank of Kenya uses a very similar gatization of relevant sectors in Kenya in its
annual reports.

8 (Kinuthia, 2010) confirms this. The Kenya Assoiciatof Manufacturers (KAM) maintains a list of
foreign manufacturing companies in Kenya which amecontact with KAM. Other foreign
manufacturing companies which are not connecteld KWAM are not included in the list. A similar
situation can be observed at the Kenya Investmerthdkity (Kenlnvest): it only maintains a data
base of foreign companies which came to Kenya tfitokieninvest. All other companies are not
listed. However, even this incomplete list of Kergat could not be acquired because of “internal
policies”.

° Draft questionnaire in Appendix A.
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The data obtained for the index analysis was calteérom publicly available data
which and was thus aligned with the ethical statslaf these organizations. When
collecting the primary data, emphasis was put apkwy ethical standards such as
ensuring anonymity of respondents’ answers. Fumibeg, it was clear to the
respondents that this research was done as paraefer studies at Strathmore
University which ensured that in case of any abrisighavior of the researcher, the

respondents were able to contact the universigcty.
3.5Data Analysis
3.5.1 Research Models

The research models employed in this study wetetstred as followsFirstly, the
selected periods of stagnating (1998-2004) anceasing (2005-2011) FDI inflows
to Kenya were justified using a regression mofekondly,the findings of the index
analysis were presented and discussed. Two diffearalyses were carried out
which represent the two periods of stagnation (120&4) and growth (2005-2011).
Thirdly, the information about the increasing FDI inflomoyded by managers
through the questionnaires was analyzed. Thisdadt was further split into two
sections namely (1) the analysis of predetermirsadofs (the same as have been
used in the index analysis) and (2) an analysigndividual factors which were

provided and rated by the respondents themselves.

Firstly, the modéef provided a statistically valid justification of @bsing the two
periods of stagnating (1998-2004) and increasing$22011) FDI inflows to Kenya.
This was necessary to not only determine the twmge by eyeballing but actually
through using statistically valid measures. To fyeithe selected periods, the

following model was developed:
FDL =0 It <T*) + 0o I(t>T*) + Bt It < T*) + Pt = T*) I(t > T*) +
t = 1998, 1999, 2000, ..., 2011

Function 1: Regression function

12 The model has solely been developed by the aattibis thesis.
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Whereby:
FDI:: Dependent variable; Annual FDI inflow in USD te@ikya at time t.

a;: Coefficient corresponding to the intercept (onstant) prior to or at the time of
the break

ay: Coefficient corresponding to the intercept (onstant) after the break

B1: Slope coefficient corresponding to the periodobefor just at the time of the

break that we suppose it takes at time t = T*

B2: Slope coefficient corresponding to the periograthe break that we suppose it

takes attime t = T*

I(...): An indicator function that takes the value 1 lifetcriteria within each

parentheses is satisfied and otherwise 0

T*: Chosen year which marks the change from the pafstagnation to the period

of growth
Ui Error term

In other words, the above equation allows for astamt and a linear trend in the two
subsamples (the periods of stagnation and growttg. model will be run for the
following periods:

1. Period of stagnation 1998-2002 and period of gra2@®3-2011

(T* = 2003)

2. Period of stagnation 1998-2003 and period of gra@d4-2011
(T* = 2004)

3. Period of stagnation 1998-2004 and period of gra@d5-2011
(T* = 2005)

4. Period of stagnation 1998-2005 and period of gra@06-2011
(T* = 2006)

5. Period of stagnation 1998-2006 and period of gra@d7-2011
(T* = 2007)
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The results of the models for all five periods ocaded the best possible
differentiations of the stagnation- and growth pds. Therefore, the model

statistically proved where exactly the growth pero@gun.

The second partof the analysis was drawn from the discussionthen literature
review where the variables to be used in the studse established. The research
model applied in this section allowed a comparisbrihe annual FDI inflows to
Kenya with the determinants developed in the liteeareview. The FDI inflows
were measured as the net FDI inflows and outfloovKénya in US Dollar. A
comparison of the FDI inflows and the determinamés possible through the use of
statistical tools such as means and variances mezhsuer the period of stagnation
in FDI inflows (1998-2004) and the growth periodr®I inflows (2005-2011). The

explanatory variables are measured as follows:

Market Size MSize GDP per capita
Economic Growth EcGrowth GDP per capita growth
Openness Openn Eport to GDP ratio
Government stability, internal conflicts,
Political Stability PolStab |external conflicts and ethnics tensions.

Corruption Level CorlLev Bribery, fraud and extortion

Strength and impatrtiality of the legal system
Rule of Law RuleLaw | and popular observance of the law

Education Index of the Human Development
Level of Education |LevEdu |Index (UNDP)

Inflation Infl Annual inflation rate

Table 3-1: List of Determinants identified in literature,
their abbreviations and form of measurement

Due to the nature of the given data and its fewenlaions (2 x 7 years), it was not
possible to conduct regression analysis (time semalysis). It was also not possible
to increase the observations as neither quartedymonthly data was available for
the variables chosen. Therefore, an analysis wsgriptive statistical tools such as
comparison of means and variances was chosen tiyzanthe change of the

variables in the periods of stagnation (1998-2004) growth (2005-2011) of FDI

inflows to Kenya. Chosen tools stemmed from norapestric statistics such as

comparison of means and variances of the indexesadfithe two periods.
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Thirdly , the analysis of primary data aimed at increasimgexplanatory power of

the results found in the index analysis. Concermeghagers know best the
underlying reasons for or against investmentsaéoumtry. As mentioned before, this
section was split int¢l) an analysis of predetermined factors (the sani@as been

used in the index analysis) aif@) an analysis of individual factors which were
provided and rated by the respondents themselessed tools were similar to the
ones used in the index analysis and stemmed frampacametric statistics such as

comparison of means and variances of the indexegadfithe two periods.
3.5.2 Operationalization of Variables

3521 Dependent and Independent Variables

The dependent variable was measured using the lafiainflows to Kenya
between 1998 and 2011. The independent variabpeesent the factors which had a

certain degree of influence on the FDI developniént.

35.2.2 Market Sze (MSze)

The preferred measure for market size is a cowtyDP per capita and its
population size (Kucera, 2002). This double measuteed includes two important
factors: the size of a population gives a first rallepicture on the number of
potential customers in a country. Especially forssmaonsumption goods this is an
important measure. In addition, the GDP per cgpiteides a valuable measure as to
determining the spending power of a population. @agerminant is thus measured
by as GDP per capita. Time series data of the G&Fcapita which measures the
real or constant GDP per capftis provided by the World Bank

3523 Economic Growth (EcGrowth)

Following Kucera (2002), Tsai (1994) and AsiedQ(2), among others, the author
uses the real GDP per capita growth rate to measammgomic growth. It captures the

rate (percentage) at which the GDP per capita specific country grows, thus

1 Find a complete list including the eight factass éach year in Appendix B.

12 Using the real (constant) GDP data indicates ttheiGDP is adjusted for changes in money value.
Such changes occur as a direct result of inflatiodeflation. Real GDP data allows for year-to-year
analyzes.

13 Available throughttp://data.worldbank.org/data-catalfiast accessed on 08.01.2013)
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indicating its potential. The data, which measuhesreal (or constant) GDP growth
rate", is retrieved from the World Bartk

3524 Openness

Depending on the type of the FDI, openness is goitant determinant for foreign
investors. Openness is commonly measured usinguimeof imports and export to
GDP (Agrawal & Ranjan, 2011; Anyanwu, 2012; Asie@002). The evidence of
openness is mixed and largely depending on the tfp¢he investment (e.g.
efficiency-seeking, resource-seeking). Even thoogha very strong determinant of
FDI, there is a slightly positive effect of opens@s FDI (Jaumotte, 2004). The data
for this factor is provided by a World Bank datasségThe World Bank Group,
2012).

3525  Political Stability (PolStab)

This determinant includes government stabilityeinal conflicts, external conflicts
and ethnics tensions. Time series data on thisorfaist provided through the

Worldwide Governance Indicators published by therd/Bank'®.

35.2.6 Corruption Level (CorLev)

This study seeks at incorporating forms of cormuptinto the regression function
that affect the costs of investment operations.c@ityruption can take various forms
such as fraud, bribery or extortion, therefore,esalv definitions exist. This study
follows the definition of Macrae (1982) who definesrruption as an agreement
involving “a private exchange between two partiése (‘demander and the
‘supplier’), which (1) has an influence on the aHdtion of resources either
immediately or in the future, and (2) involves tise or abuse of public or collective
responsibility for private ends”. Corruption pertieps in this study are measured
through the Corruption Perception Index provided'bgnsparency Internatiorfal

4 See footnote No. 7.

15 Available throughhttp://data.worldbank.org/data-catalfigst accessed on 13.10.2012)

16 Available throughttp://info.worldbank.org/governance/wdgiast accessed on 10.10.2012)
7 Available throughttp://www.transparency.org/countfiast accessed on 10.10.2012)
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35.2.7 Rule of Law (RuleLaw)

Rule of law is essential for any investor. Funciiohegal systems provide the
backbone of any country and its operations. Inrtkaidy, Campos & Kinoshita
(2003) measure rule of law by the strength and rirgdely of the legal system and
popular observance of the law. They assess thexrdatant through a rating scale
whereas a higher score implies better legal irgtitg. This study will use the

publicly available Rule of Law Index provided byetWorld Justice Repdft

3528 Level of Education (LevEdu)

Quality of labor can be seen as a result of thellef education (Campos &
Kinoshita, 2003). It is thus not only important doalyze the labor costs but also
establish the level of education which will helppredict the future development of a
foreign entity. Campos & Kinoshita (2003) assess lgvel of education by using
data on the secondary school enroliment rate. Hewesspecially in the case of
efficiency-seeking FDI, someone also has to haveo& on the level of tertiary
education in a country. Time series data on thitofais provided through the
International Human Development Indicators publishey the United Nations

Development Prografh
35.29 Inflation

Depending on the type of FDI, inflation can playnajor role in the FDI decision

making process. Export oriented FDI is not as mexghosed to inflation since such
an FDI will realize most of its profits abroad. $hmplies sales in currencies other
than the local currency which are not exposed tallonflation risks. However,

inflation influences other FDI types much more. kidrseeking FDI, on the other
hand, is much more exposed to inflation risks sitcgeeks to gain local market
share. This determinant will require the resporsléatrate the influence of local
inflation in the recent FDI inflows developmentKenya. Time series data on this

factor is provided by the International Monetaryh&.

18 Available throughhttp://worldjusticeproject.org/rule-of-law-inddlast accessed on 15.10.2012)
19 Available throughttp://hdrstats.undp.org/en/indicators/103706.Htast accessed on 18.11.2012)
20 Available throughttp://www.imf.org/external/data.htiffast accessed on 20.10.2012)
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3.6 Summary

This study aimed at capturing views and perceptabit the FDI increase over the
past years and prospects to the development ofiiFBlenya. To achieve this, the
data gathered was analyzed using the software EViévhe study employed
descriptive as well as inferential statistics. Mgas of central tendency, mode and
mean, as well as a comparison of variances werée tsedescribe the data.

Furthermore, the results acquired through the sampte inferred to the population.

The analysis was split into three parts. Firstegression model was developed to
statistically proof the change from the period @gsation to the period of growth.
Secondly, an analysis of indices representing tight efactors contributing to
increasing FDI inflows was conducted. Chosen tailm from non-parametric
statistics such as comparison of means and vasawicihe index values of the two
periods. Thirdly, the analysis of the questionrainas carried out using descriptive
non-parametric statistical tools as in the secartigf the analysis.
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Chapter 4 Presentation of Research Findings and Discussion
4.1Introduction

The presentation of findings was structured aovadl Firstly, the selected periods
of stagnating (1998-2004) and increasing (2005-2@11l inflows to Kenya were
justified using a regression model. Secondly, thdifigs of the index analysis were
presented and discussed. Two different analyses garied out which represent the
two periods of stagnation (1998-2004) and grow®0822011). Thirdly, information
on the increasing FDI inflows from 2005 to 2011\pded by managers through the

questionnaires was analyzed.

4.2 Justification of Chosen Periods of Stagnation and nicrease of FDI

Inflows

In order to verify the selected periods, the matisteloped earlier (Chapter 3) was
run to provide a statistically valid justificatioof choosing the two periods of
stagnating (1998-2004) and increasing (2005-2010) iRflows to Kenya. The

regression function was as follows:
FDI = og I(t < T*) + ap I(t > T) + Bat I(t < T*) + ot — T*) I(t > T*) + u;
t = 1998, 1999, 2000, ..., 2011

Function 1: Regression function

The model was run five times whereas the differealues of T* and the
corresponding coefficients to the independent W& i.e., a1, a, f1 and B2
changed accordingly. In order to prove that theoderof growth and stagnation are
indeed ranging from 1998-2004 and 2005-2011 resmdyt different periods of
stagnation and growth were assumed for each ofitkeregression analyses thus

changing the values of the independent variablehiasn in Table 4-1.
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reNga:rensesi?)fn Period Years | o | @ B1 B>
2003 Stagnation 12%%% 1] 0] 1,...5 0
=T Growth 22%%?[' ol1| o |es6..14
o004 | Stagnation 12%%% 1|0 1..6 0
&) Growth | 2% | 0 | 1| 0 |7..14

2006 Stagnation 12%%85 1] 0| 1,...8 0
(=T%) Growth | 20| 0 | 1| 0 |9..14
2007 Stagnation 12%%86 1 0| 1,.9 0
(=T%) Growth | 27| 0 | 1| 0 |10..14

Table 4-1: Values of independent variables for eactegression analysis

of data used for the regression analysis “2005":

t FDI a1 02 B1 B2
1998 11.00 1 0 1 0
1999 13.82 1 0 2 0
2000 110.90 1 0 3 0
2001 5.30 1 0 4 0
2002 27.62 1 0 5 0
2003 81.74 1 0 6 0
2004 46.06 1 0 7 0
2005 21.21 0 1 0 8
2006 50.67 0 1 0 9
2007 160.35 0 1 0 10
2008 95.58 0 1 0 11
2009 116.26 0 1 0 12
2010 178.06 0 1 0 13
2011 335.25 0 1 0 14

For a better understanding of the model, Tableb&l@w represents the complete list

Table 4-2: Values of independent variables of theegression “2005”
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The regression model (Function 1) has been apfoiedifferent periods as indicated
in Table 4-1. The results of the five regressiomlgses are shown in Table 4-3
below. Besides the coefficients, standard erromgatistics and probabilities, the
results include the Rand the Radjusted.

2003 2004 2006 2007
Coefficiento, 26.31] 12.78 30.73  30.29
Coefficient Coefficientaz -153.60 -242.1 -335.74] -341.63
Coefficientp; 2.47 8.27 1.99 2.13
Coefficientp, 27.42] 35.01 42.76| 43.23
Coefficientay 62.92 49.88 40.36 37.63
Coefficientas, 79.98  88.85 143.96 197.92

Std. Error —
Coefficientp; 18.97] 1281 7.99 6.69
Coefficientf, 7.74 8.27 12.38 16.38
Coefficiento, 0.42 0.26 0.76 0.80]
-Statistic Coefficientaz -1.92 -2.73 -2.33 -1.73
Coefficientp; 0.13 0.65 0.25 0.32
Coefficientp, 3.54 4.23 3.45 2.64
Coefficientay 0.6846| 0.802 0.4640 0.4394
Probability Coeff?c?entaz 0.0838 0.021 0.0419 0.1150
Coefficientp; 0.8989 0.532 0.8080 0.757(
Coefficientf, 0.0054] 0.001 0.0062] 0.0248
R-squared 0.6586 0.727 0.7454 0.7454
R-squared adjusted 0.5561] 0.645 0.6690 0.6691

Table 4-3: Results of the five regression analyses

As expected, only the intercept is required durthg stagnation period (first
subsample) but both the intercept and the slopel tage required during the second
subsample. The results in Table 4-3 indicate th& pessible definition of the
stagnation and growth periods. The model thusssitzdily proves where exactly the
growth period begins. Table 4-3 illustrates the eivgd results of the regression
analysis. It indicates that the regression modéh wie dependent variable FDI fits
well with the independent variables;(ay, 1, B2) as the value of the adjusted B
most significant (0.6813) when running the modetuasing that the period of
increasing FDI inflows begins in 2005. Thé &d the adjusted?fboth lead to the
same result, supporting the view that T* = 2005e Tilgh value of R(0.7548) also
indicates that the explanatory variables includethe equation can explain most of

the variation in the dependent variable. The p-esbf the variablesy, andf; are
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the lowest in 2005 compared to the other yearss e further indicator that the
real change from stagnating to increasing FDI infidnas indeed been in 2005.

4.3Index Analysis

To fulfill the first and third objective of the sly, a descriptive analysis of the
secondary data was conducted. This data compriséideoFDI inflows to Kenya
over the past 14 years as well as eight other sittareflecting the different factors
influencing FDI inflows to a host country (Append®. These factors as elaborated
through the literature reviews are: Market Sizeprianic Growth, Openness,
Political Stability, Corruption Level, Rule of Lavicducation Index and Inflation.
This analysis clearly indicated the movements @f itidex values during the two
periods and allowed for a comparison of the vatlilesng both periods of stagnation
and growth.

4.3.1 FDI Inflows

FDI inflows to Kenya are defined as the net FDlanfs between 1998 and 2011. As
proven in the previous section, the period of sétigg FDI inflows has been
between 1998 and 2004. During this period, the ahRDI inflows stood on average
at USD 42.35 million per year with a standard degeraof USD 40.1 million (Table
4-4).

FDI Inflows to Kenya;
In million USD

periods' means
42.4 27.6 40.1
136.8] 116.3 103.7 223.09%

Table 4-4: Key Statistical Data "FDI Inflows"

Mean |Median | Std. Dev. |% change of

The high standard deviation is contributed to thet that the annual FDI inflows
highly fluctuated from as low as USD 5.3 million 2001 to USD 110.9 million in

2000. On the other hand, the annual FDI inflowsrduthe period of growth stood at
USD 136.77 million, implying a periodical growthteaof over 223% as compared to

the period of stagnation.

46



Figure 4-1: FDI inflows in growth and stagnation peiods
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The standard deviation stood at USD 103.71 milllbas implying slightly more
stable FDI inflows than in the previous period. gy 4-1 illustrates the movements

of FDI inflows to Kenya for both periods of stagoatand growth.
4.3.2 Market Size

The determinant market size as measured by real g&bPapita has been increasing
during the period of growth as shown in Figure dr2l Table 4-5. While the GDP

per capita stood at USD 426.5 in 2005, it grew dliernext years to USD 478.2 in

2011.

Market size; Real GDP per
capita (constant 2000 US$)

Mean | Median | Std. Dev. | % change of
periods' means

409.6) 4111 5.3
455.9) 456.8 17.3 11.3%

Table 4-5: Key Statistical Data "Market Size"

The average annual growth of the GDP per capiteetbie stood at 1.94% during
the growth period whereas an average reduction@P @er capita of -0.08% per
year from 1998 to 2004 could be observed.
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Figure 4-2: Market Size in stagnation and growth pgods
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Table 4-5 presents mean, median, standard deviatidnthe percentage change of
the means of both periods. As already shown inr€igd2, the mean of the variable
stood at USD 409.6 per capita during the periostagnation and at 455.9 per capita
during the growth period. This difference is eqlewva to an 11.3% increase of real

GDP per capita in Kenya during the period of grawth

In summary, the real GDP per capita has been isgrgauring the period of growth
of the FDI inflows to Kenya. On the contrary, theDI& per capita has been
stagnating during the period of stagnation, sintibathe FDI inflows. These findings
are aligned with numerous research conducted ttaiexthe reasons of increasing
FDI inflows (Adugna & Asefa, 2003; Artige & Nicolin 2006; Asiedu, 2002;
Billington, 1999; Kravis & Lipsey, 1982; Krugell,005; Wheeler & Moody, 1992).
These researchers find that the level of GDP peitacastrongly influences FDI
inflows to a country because it indicates that esaafl economies can be created
within large domestic markets. This in turn migead to higher profitsTherefore,
the hypothesis that a positive relationship existbetween market size and FDI

inflows can be confirmed.
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4.3.3 Economic Growth

The determinant market size as measured by GDPtlgrGw %) has on average
been higher during the period of growth than ingkeod of stagnation as shown in
Table 4-6 and Figure 4-3. Between 1998 and 20@&atlerage annual growth rate
was 2.65%. On the other hand, it increased dur@d@s2and 2011 to 4.8% per
annum. This increase of the periodical annual gnoate represents an increase of
81.2% when comparing the mean growth rate in bettods. Furthermore, it can
also be observed that the volatility of the GDPwgtoover the entire period (1998-
2011) has been high (also compare Figure 4-3).

Figure 4-3: Economic Growth in growth and stagnatio periods
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During the stagnation period, the standard dewasitmod at 1.66% with a mean
annual growth rate of just 2.65% (Table 4-6). Thendard deviation even further
increased during the growth period to 2.02%.

Economic Growth;
GDP growth (%)

Mean | Median | Std. Dev. |% change of
periods' means

2.65 2.93 1.66
4.80 5.76 2.02 81.2%

Table 4-6: Key Statistical Data “Economic Growth”

The development of the annual GDP growth ratesbeaexplained certain factors.
During the period prior to the general election®2(h Kenya, the GDP growth rate
did not hit the 4% mark. After a change of governtme 2002, the GDP growth rate
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increased significantly, reaching almost 7% in 2083 a result of the post election
violence in 2008, the growth rate dropped signifttato 1.53% after which it

recovered in the years after reaching a high ir024i15.8%.

The findings of this analysis are consistent witle titerature. Previous research
indicates that high market growth is a strong digoathe future potential of the
market. As a result, countries with high growthesaattract more FDI than those
countries with low growth rates. An important stumfyAddison & Heshmati (2003)
concludes that a positive relationship between iRildws and economic growth in a
study conducted in developing countries worldwi@her researchers such as
Nnadozie & Okonkwo (2004) or Agrawal & Ranjan (2Dtbnfirm this finding also
for African countriesAs a result, the hypothesis that a positive relatimship exists

between economic growth and FDI inflows can be coinfned.
4.3.4 Openness
The variable Openness has been increasing ovgethe between 2005 and 2011.

Figure 4-4: Openness in growth and stagnation peras
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Table 4-7 shows that between 1998 and 2004, tde teaGDP ratio has been
constantly increasing (except slight decrease 082€rom 20.2% (1998) to 26.6%
(2004). Even though the trade to GDP ratio waswemage higher during the period
of growth, it did not increase significantly (Figu4-4). Standing at 28.5% in 2005,

the trade to GDP ratio only rose marginally to 28 dfter decreasing significantly to
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24.1% in 2002. On average, however, the GDP tetratio stood at 23% during the
stagnation period and increased to 27.3% duringtbeth period (Table 4-7). This

represents an increase of 18.6% of the mean vdluasy both periods.

Openness;
Trade to GDP ratio

Mean |Median | Std. Dev. | % change of
periods' means

23.0 22.9 2.3
27.3 27.6 1.6 18.6%

Table 4-7: Key Statistical Data "Openness”

The standard deviations of the growth (1.6%) amgrsition (2.3%) periods reflect
the constantly increasing GDP to trade ratio fra#8Lto 2004 whereby the data
points were spread over a larger range of valueoampared to the period between
2005 and 2011 which saw the ratio increase ongh#ii without much dispersion

from the mean value (27.3%).

This finding of increasing openness during the qeeiof growth is in line with the
majority of research conducted in this area. Madslosstrom & Kokko (1997), for
example, find that the more open a country, theenimternational companies try to
make use of location advantages in this economis flilding has been confirmed
by many other researchers such as Agrawal & Rar§@dl; Anyanwu, 2012,
Asiedu & Lien, 2003; Asiedu, 2002; Hailu, 2010; Mieh et al., 1997. The study
conducted by Asiedu (2002) finds that FDI inflowwsSub-Saharan African countries
can be increased by openness to trade. In accadaitic these findings is also a
study by Culem (1988) who finds that the factorropess is inversely related to FDI
inflows only to industrialized countries, howevemsitively related in developing
countries.Therefore, the hypothesis developed above that a gitive relationship
exists between the level of openness of a countmmdaits FDI inflows can be

confirmed.
4.3.5 Political Stability

In contrast to Openness, Market Size and EconomieviB, the variable Political
Stability has not improved during the period of wtio (Figure 4-5). The opposite
was rather the case with deteriorating index vali@sng the growth period. The

political stability index is measured on a scalagiag from 2.5 (high levels of
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political stability) to -2.5 (low levels of politad stability). The mean index value
during the period of stagnation stood at -1.13 svidlring the period of growth
dropped to -1.28.

Figure 4-5: Political Stability in stagnation and gowth periods
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This represents a decrease of -13.3% (Table 4-8hvdomparing the two periods.
As can be seen in Figure 4-5, the index droppenh fi®98 to 2003 and slightly
increased afterwards before dropping again sigmtly before and after the election
period in 2007.

Political Stability; Worldwide
Governance Indicators

Mean |Median | Std. Dev. | % change of
periods' means

-1.13 -1.14 0.11
-1.28 -1.27 0.11 -13.3%

Table 4-8: Key Statistical Data "Political Stability"

The index slightly recovered in 2010 only to fajlaen in 2011 which might strongly

be contributed to increasing terrorist attacks emya.

These overall findings are contrary to the findimf®ther researchers. As has been
found in several academic researches, overall igalitstability is positively
correlated with the levels of FDI inflows to a ctiyn A major study in this area

includes Busse & Hefeker (2007) who use a samp&7aleveloping countries over
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a 20 year period and find that several factors ndtitutional quality, level of
education and political risk are significant deteramts of FDI inflows. Especially
studies focusing on African countries (DupasquieO&akwe, 2005; Hailu, 2010;
Kyereboah-Coleman & Agyire-Tettey, 2008) arrive thé same conclusion that
political stability is indeed necessary to promdi®l inflows to a country.
Consequently, the hypothesis developed that a pas# relationship exists
between the level of political stability in the has country and FDI inflows
cannot be confirmed for the case of Kenya during th period of growth between
2005 and 2011.

4.3.6 Corruption Level

The variable Corruption Level is measured usingdbeuption index of the World

Governance Indicators and ranges from 2.5 (higkl$egf Corruption) to -2.5 (low

levels of Corruption). A comparison of the stagmatand growth periods reveals
(Figure 4-6) that the corruption index has worsebetiveen 2005 and 2011. While
improving on an almost annual basis from 1998 21 2004 (-0.8), the index
dropped again from 2005 to 2009 (-1.07, all tim&)loOnly afterwards, it slightly

improved reaching -0.91 in 2011 (Table 4-9).

Corruption Level; Worldwide
Governance Indicators

Mean | Median | Std. Dev. | % change of
periods' means

-0.94| -0.97 0.08
-0.96/ -0.93 0.07 -2.3%|

Table 4-9: Key Statistical Data "Corruption Level"

On average, the index mean value during the stagnaeriod stood at -0.94 but
dropped to -0.98 during the period of growth. Tisrease represents a percentage

change of -2.3%.

The analysis of the variable Corruption Level ig nonsistent with findings from
other research studied. The bulk of studies onafga conclude that high corruption
levels hinder FDI inflows to host countries (Digd& Mayer, 2004; Kersan-Skabi
& Orli¢, 2007; Kinda, 2010; Voyer & Beamish, 2004; Zhaoakt 2003). The
existence of lack of transparency and corruptioa been implicated as slowing

down economic activity and development and thusatregly influencing FDI
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inflows. However, it was also outlaid in the literee review that other studies find
no or only insignificant relationships between higdrruption levels and its impact
on FDI inflows (Al-Sadig, 2009; Anyanwu, 2012; Haks, 2010; Khamfula, 2007).

Figure 4-6: Corruption Level in stagnation and growth periods
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The majority of the studies found a negative relahip between FDI inflows and
the existence of corruption while others, such ayahwu (2012) and Khamfula
(2007), found corruption less influential on FDflaws. As a result, the hypothesis
developed that a negative relationship exists betwa the existence of corruption

in the host country and FDI inflows cannot be suppxed.
4.3.7 Rule of Law

Similar as the corruption index and the politicedbdlity index, the Rule of Law
index is measured on a scale ranging from 2.5 (legéls of Rule of Law) to -2.5
(low levels of Rule of Law). Comparing the factoul® of Law during both periods,
it is evident (Figure 4-7) that the variable hasrbéower during the period of
growth.

In only two years (2005 and 2006) of the growthiqgukrthe variable was lower than
during the period of stagnation. The mean valuesttie two periods were -0.94
(stagnation) and -0.98 (growth) while the standdestiations stood at 0.094 and
0.068 respectively Table 4-10.
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Figure 4-7: Rule of Law in stagnation and growth pgod
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Being on a high between 2000 and 2006, the indene@sed again significantly from
2007 to 2011 (Figure 4-7). This increase might twenected to the events following
the elections in 2007. Comparing the means of petiods, the index dropped by
4.3% during the period of growth. In light of theassive increase of FDI inflows to

Kenya, this decrease of the rule of law index catelbmed marginal.

Rule of Law; Worldwide
Governance Indicators

Mean |Median | Std. Dev. |% change of
periods' means

-0.94] -0.91 0.09
-0.98] -1.01 0.07 -4.3%)]

Table 4-10: Key Statistical Data "Rule of Law"

The literature indicates that higher levels of rofelaw promote increasing FDI
inflows (Anyanwu, 2012; Campos & Kinoshita, 2008).the case of Kenya, the
opposite can be observed. While the mean FDI irdflowring the period of growth
increased by 223%, the variable rule of law de@@awmarginally by 4.3% when
comparing the periods’ meanés a result, the hypothesis developed that a
positive relationship exists between the levels ofile of law and FDI inflows

cannot be supported.
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4.3.8 Level of Education

Figure 4-8 shows the development of the educatolex during both periods of
stagnation and growth. It can be clearly seen thatEducation index has been
constantly increasing throughout both periods. Stagnation of the index between
2001 and 2004 is contributed to the fact that tlveme no annual data available for
these yeafs. The average rating between 1998 and 2004 sto6d481 while the

scale of the index ranged from O (lowest valu€) thighest possible value).

Education Index; Human ,
Development Index (HDI) Mean | Median | Std. Dev. | % change of

periods' means
0.481] 0.498 0.021
0.560 0.565 0.023 16.3%

Table 4-11: Key Statistical Data "Education Index"

The standard deviations for both periods have lasdow as 0.021 and 0.023 for the
periods of stagnation and growth respectively thdgating that the data points are

spread over a small range of values and are abobeetmean.

Figure 4-8: Education Index during growth and stagration periods
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However, the rating increased during the growthogketo an average rating of 0.559
thus representing a periodical increase of 16.3%bl@ 4-11). The findings of the

21 As a result of missing data, the author used dlleviing formula to estimate the index values for
__ (index value 2000+index value 2005)

the years 2001-2004ndex value, = 2
t =2001,2002,2003,2004
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analysis of the variable Education Index consisteith the literature. The level of
education in a host country plays an important raleletermining a company’s
investment decision. The Busse & Hefeker (2007gstigated the role of education
in attracting FDI inflows to a host country and oluthat it is highly relevant for
foreign investors. The level of education in a hamsintry indicates the existence and
ease of finding qualified employees for a comparfgi®ign investment. Similar
results were found in a study conducted by TseAFp®Hence, the hypothesis that

a positive relationship exists between the level edducation and FDI inflows can

be supported.
4.3.9 Inflation

The analysis of the inflation variable revealedt thia average, the inflation rate of
Kenya was lower during the period of stagnatiomtdaring the period of growth.
As shown in Figure 4-9, the development of theatndin rate over the entire 14-year
period was not characterized by any obvious patfBnmnee major minimums (2002,
2007 and 2010) and three peaks (2000, 2004 and 2@8%e identified during both

periods.

Figure 4-9: Inflation Rate in stagnation and growthperiods
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However, comparing the average inflation rateshef two periods shows, that the
inflation rate increased by 23.6% (Table 4-12).vizetn 1998 and 2004, the average
annual inflation rate stood at 7.39% while it iraged to an average of 9.13% during
2005 and 2011.

Inflation; Annual
inflation rate (%)

Mean | Median | Std. Dev. | % change of
periods' means

7.39 6.72 3.34
9.13 9.87 4.48 23.6%

Table 4-12: Key Statistical Data "Inflation"

Further to this and as discussed before, a hudabdison of the individual data
points was identified. The variance of the inflati@ate from 1998 to 2004 stood at
3.34% whereas it increased to 4.48% during theogeoi growth. Therefore, this
data shows that it is almost impossible to pretfietcountry’s inflation annual rate

or certain patterns.

These findings are not consistent with the lite&atuMost studies point out the
negative effect of inflation on FDI inflows (Khawz-Zaman & Awan, 2006;
Nnadozie & Okonkwo, 2004; Pradhan & Saha, 2011 Hewen South Asian
countries only]). In a very recent study, Hailu IB) confirms these findings on the
negative effect of high and volatile inflation raten FDI inflows in his study on
determinants of FDI inflows to African economies Eoncludes that inflation has
indeed a negative effect on attracting FDI everugfhoit is statistically less robust.
Thus, the hypothesis developed that a negative rélanship exists between high
levels of inflation and FDI inflows cannot be suppided for the case of increasing
FDI inflows to Kenya between 2005 and 2011.

4.3.10Results of the Index Analysis

Different effects of the eight determinants chofanthe index analysis have been
discussed in the literature. The results of thistise revealed a mixed picture
regarding the compliance of the effects of thedechas established in the literature.
While the findings concerning Market Size, Econo@iowth, Openness and Level
of Education conformed to the findings of the hierre review, the hypotheses

developed for the factors Political Stability, Ggtion Level, Rule of Law and
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Inflation could not be confirmed. In contrast tmdings of previous studies, the

indices of these factors did not move in the exgbdirections. According to the

literature and previous studies, Kenya, during ghewth period, should have seen
improving corruption levels, lower inflation ratdsetter rule of law and recovering

political stability levels. However, the analysiwsved that these factors deteriorated
between 2005 and 2011.

4.4 Analysis of Questionnaires

Further to this analysis of secondary data, questmes were sent to Kenyan based
companies with at least 10% foreign ownership tassifying for an FDI. This has
been done in order to answer the second objectitteeostudy. A list of companies
was provided by the publication “An Investment Gutd Kenya — Opportunities and
Conditions 2012” of UNCTAD (UNCTAD, 2012c). Thetlisontains a total number
of 68 companies in Kenya (Appendix C) from whicle tauthor aimed to get a
response from at least 41 companies (60%). Thengieenpanies are operating in
the following sectors (in brackets are the numhErgompanies in each sector):
agriculture and related (9), oil and gas (3), maaufring (25), services (both
financial and information communications & techrgplp12), tourism and transport
(6), business support (8) and others (5). For tinthér analysis it will be important
to differentiate between the different sectors saatry capturing sector specific
views on the increasing FDI inflows to Kenya. Timalgsis of primary data aimed at
increasing the explanatory power of the resultsndbun the index analysis by
conducting a study among concerned managers whe Kest the underlying

reasons for or against investments in a country.
4.4.1 Response Rate

From the 68 companies contacted, 43 companies mdsgdoand completed the
guestionnaire. This results in a response rat8 &3 (Figure 4-10). Two of the 68

companies no longer operated in Kenya and weredldewn.
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Figure 4-10 Response rates: Total and of each sec

Total _ 63%
Agriculture | 339

Services - 58%
Manufacturing | 60%

Mining, Oil & Gas | 67%

Tourism and Transport | 67%

Others | 80%
Business Support | 100%
0% ZOI% 40I% GOI% 80I% 10(I)%

The lowestesponse rate has been in the agricultural sedtbrOa83% only wherea
all companies in the Business Support sector cdegblehe questionnaire.
response rate between 58% (Services) and 80% &)than be observed for t
remaining five sectorsThe low response rate for the agricultural sector doet
surprise since companies in this sector mainly gage busines-to-business
activities and do not have a strong customer foOn the other hand, firn
operating in the services, tourism or buss support sectors are very consui
focused and thus have better structures in placeggond to reseatr. In general,
follow-up calls, company visits and additional mailingsreveundertaken fc
companies of all sectors in order to increasegsponse rat

4.4.2 Company Profiling

Company profilingrefers to a summary of the nature of companiesweat used il
the study. Twaelements were used for the profilirperiod of incorporatic (before
or after 01.01.2005and the industry in which the compaapgerate. 37 of the 43
companies completing the questionnaire have beeratipg in Kenya since befo
2005, 6 frms (14%) were set up during or after 2005. Lateihe analysis it will b
interesting to analyze the different perspectivesampanies which entered Ken
before the continuous increase of FDI to Kenyatainde having set up their Keny
entities duing the period of increase (2(-2011). Thebusinesssectors of the

companies havalready been summarized in the previsection
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4.5Analysis of Factors — Predetermined Factorsand Comparison with
Findings of the Index Analysi:

As elaborated in the litewure review, a set of eight factors was chosenfaseimcing
foreign direct investments to Kya. These factors were: Market Size, Econc
Growth, Openness, Pccal Stability, Corruption kvel, Rule of Law, Level c
Education and Inflatio The respond@s had to rate each of these factors on a:
from O (no influence on increasing FDI inflows owbe past seven years) to 1
(very high influence on increasing FDI inflows). i$thad been done in order
compare the results of both the index ana and perceptions from the responde
The results allowed to be ordered in three categorhigh influence (>60%
medium influence (50% 60%) and low influence (<50%] &ble4-13).

Figure 4-11: Results of the analysis of the predetermined faots
(mean, median, standard deviation)

Analysis of the predetermined factors
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In addition to this analysis, this ¢ion also compares the findir of the
predetermined factors with those of the index asis
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Q — x| =5 2 | 5 c
Es | © T2 | OF5 | © Q S =
c:|=8 |25 |28 22| E |52 %
S | 8» | 88| 33| 34 Q £E9 =
g0 | = oah | 28| & o | 8§ £
Mean 68.t | 67.3 | 589 | 585 | 56.8 | 53.8 | 49.3 | 444

Median 73 71 64 57 52 55 55 41
Std. Dev.] 19.0¢ | 19.93 | 30.94 | 27.02| 23.57| 20.95| 32.1¢ | 27.41
Skewnesy -0.7C | -0.65 | -0.55 | -0.41 | -0.11 | -0.57 | -0.16 | 0.20

Table 4-13 Key Statistical Dats of the Predetermined Factors’ Rating

Before finally analyzing the different factors imnatlually, the graphical expression
the fivenumber summaries (box plots) of the eight factors is introduce(Figure
4-12).

Figure 4-12: Box plotsof the predetermined factor:
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The box plots are a convenient tool of illustratthg ratings using (1) thsmallest
observation (sample minimurr(2) lower quartile (Q1), (3inedian (Q2).(4) upper
quartile (Q3), and5) thelargest observation (sample maximunm) addition to this
the mean value of each factor is indicated by meach box plo(Figure 4-12). The
box plots also provide an indication of the degoédispersion and skewness in

data.
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4.5.1 Factors of High

100

%0 Influence

801 Of high influence on the
0 y * increasing FDI inflows to Kenya
1 were the factors Economic
jg Growth and Market Size each
304 having an average rating of
20 68.5% and -67.3% respectively.
10 _ Both factors also had the lowest

| I
ECONOMIC GROWTH MARKET SIZE standard deviation of all factors

with  19.09% and 19.93%
respectively (Figure 4-13). The box plots of botariables (Figure 4-13) also

Figure 4-13: Box Plots, High influence factors

indicate the low degree of dispersion and show tivatdata is negatively skewed.
The box plots of both variables are more than detbé size between Q1 and Q2
than between Q2 and Q3.

4.5.2 Factors of Medium Influence

Four factors were rated having a medium influencdhe increasing FDI inflows.
These factors were Political Stability, Level of uédtion, Rule of Law and
OpennessPolitical Stability was rated as third highest predetermined factor at
58.9%. This indicates that the respondents appeettia relative political stability of
Kenya compared to other countries in the regionttheumore and as directly
indicated by some respondents, the rating of thrgable shows that the respondents
recognize the changing environment since the majoange of government
procedures and influence since 2002. However, omenat ignore the high
dispersion (standard deviation of 30.94%) of thangs provided on this factbﬂ?he
high standard deviation of Political Stability (sad highest of all factors) indicates
that the ratings are spread out over a large rahgalues. This fact allows drawing
the conclusion that the respondents are stronghdeti in their rating of the
variable. A big part of the respondents thus peecéhe political stability levels in
Kenya as a strongly positively contributing factorincreasing FDI inflows. On the
other hand, a similarly big proportion of the resgents rather rate the factor as not

having a strong positive influence. This fact césode seen in the size of the box
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100 plot of this variable Krror!

Reference source not found.

80+ and its strongly negatively

skewed data (0.55) indicating

60 N

* many extreme outliers to the left

side.

40 -

The  variable Level of
1 Education was the fourth

. highest rated factor being rated
%, 3 o,%\ at 58.5%. It also had a high
) On 4’4@@ standard deviation of 27.02%.
Dy Ty, 6\0(/ ¢ The box plot Error! Reference

- source not found) and measure
of skewness (Table 4-13)

showed that the data was

Figure 4-14: Box plots, Factors of medium . .
influence negatively skewed (-0.41). This

means that most values are
concentrated on the right side of the mean witheexé¢ outliers to the left side. The
left skewed data indicates that even though theianedvas at 57%, many
respondents opted to rate this factor much lowess thecognizing the factor

Education Level as being less influential to theéasing FDI inflows.

With 56.8%, the variableRule of Law was rated the fifth highest variable
contributing to the increasing FDI inflows from 2Dt 2011. The standard deviation
of 23.57% was as well one of the lowest of the ptexdnined variables. The data
was slightly left skewed (-0.11,Table 4-13) with ima@xtreme outliers to the left

side.

The last of the factors of medium influence v@sennesswith an average rating of
53.8%. Also having a low standard deviation of 8969 the data was slightly right
skewed when analyzing its box plot in Figure 4-Half of the respondents rated
Openness using values within the “small” range @il 3. This is as well an

indicator for the relatively small standard de\oati
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4 5.3 Factors of Low Influence

Corruption Level (49.3%) and Inflation (44.4%) wehe only two factors with a low
influence on FDI inflows. Interestingly, the fact@orruption Level had the highest
standard deviation of all factors (32.16%).This e¢so be observed when having a
look at the variable’s box ploFigure 4-19. The distance between Q1 and Q3 of this
variable was by far the highest of all eight fastetudied. Nonetheless, the data was
only slightly negatively skewed thus indicating tthle respondents only to some

extent rated this factor with more extreme outlterthe left.

100 The lowest rated factor was
Inflation with an average rating
%0 T of 44.4% and a relatively high
60. standard deviation of 27.41%. As
. with Corruption Level, this high

40

dispersion is also reflected in the
distance between Q1 and Q3 of

20
J the pox plot of this variable

(Figure  4-15). The factor

| 1
CORRUPTION LEVEL  INFLATION

Figure 4-15: Box plots, Factors of low influence  INflation was the only variable
with a positive skewness (0.2).

4.5.4 Comparison with Secondary Data Analysis

Market Size and Economic Growth proved to be important factors in both the
analysis of primary (questionnaires) and secondaoplicly available) data. In
addition, a positive relationship between incregskDI inflows and economic
growth and market size was found in other studaslacted worldwide (Artige &
Nicolini, 2006; Billington, 1999; Kravis & Lipsey1982; Krugell, 2005; Wheeler &
Moody, 1992) and in Africa in particular (Adugna &sefa, 2003; Agrawal &
Ranjan, 2011; Asiedu, 2002; Nnadozie & Okonkwo,0@hen comparing their
periodical mean growth, the variables market sizé aconomic growth grew by
11.3% and 81.2% respectively. Again, the resporsdieted both factors as the most
important drivers for the increasing FDI inflowstlween 2005 and 2011.
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Factors of low influence according to the primargtad analysis werdolitical
Stability, Level of Education Rule of Law and Openness The secondary data
revealed that for the case of increasing FDI inflow Kenya, several hypothesis
about underlying factors which were strongly supgmby other studies, had to be
dismissed. For the case for Political Stability &we of Law, the common theory
that FDI inflows increase when these two factorprione did not apply in Kenya
between 2005 and 2011. However, the analysis sefuitLevel of Education and
Openness both complied with other research inarea. Compared with the results
of the primary data analysis, these results agree ¢ertain extent in both types of
analyses. Political Stability and Rule of Law werdy rated as factors of medium
influence to the increasing FDI inflows. FurthermorPolitical Stability in the
secondary data analysis proved to have the seewgdst standard deviation of all
factors which also indicates the wide range ohgtiprovided by the respondents. It
can also be noted that especially the factor Ruleaar only marginally decreased (-
4.3%, Political Stability -13.3%) when comparing tmeans of both stagnation and
growth period.

4.6 Analysis of Factors — Individual Factors

These eight predetermined factors were used bedhegeare the most common
mentioned in the relevant literature. However, cames base investment decisions
considering a comprehensive set of determinants ramtd only eight factors.
Therefore, the questionnaires gave the respondeatspportunity to name and rate
up to eight more factors having influenced the cwaus decrease of FDI inflows

over the past years other than the predefined ones.
4.6.1 Section Completion Rate

More than 65% of the respondents (28) gave insightsadditional factors (see
Figure 4-16). In total, 102 individual factors wepeovided by all respondents.
However, ten of the given factors indicated tha tbespondent did not understand

the question correctly and were thus removed froenftrther analysi&’ Following

22 pAppendix D shows the complete list of all answgireen by the respondents. It also includes the
answers assuming that the respondents did not staddrthe question correctly.
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these adjustments, only 26 respondents (60.5%)iggdwaluable answers to tt
section of tle questionnail.

Figure 4-16: Response Rate Individual Factors

® Respondents who
provided
additional factors

® Respondent who did not
provide additional
factors

Figure 4-17shows how many factors were provided by each respt (in total 93).
Thus on average, 3.3 additional factors were pexviger respondent providii

information in this section of the sun.

Figure 4-17. Number of additional factors provided by respondats

Number of respondents

O FRP N WM OUTO N OO
1

4.6.2 Clustering of Individual Answers

Clustering of the individual factc was necessarfpr further analysisGrouping the
factors required talevelop a set of4 different factordplus “Others; See Figure
4-18 andAppendix D). These determinants cover mairigsues which arenot
reflected in the previous analysis the predetermined factordowever, one factc
relates to a predetermined factor: Education. & weentioned and rated two tir
when asked about the individual determinants. lid@lso be argued that the fac
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Sector Growth / Increased Consumption relatesagtiedetermined factors Market
Size and Economic Growth. Nevertheless, the fast@reated because it includes
more features than simply measure Market Size medsas GDP per capita or
Economic Growth as GDP growth rate as indicatedh®y respondent’'s answers.
Many respondents, for examples, mentioned the asimg middle class as a factor

It would be speculation to state that a directtr@fship between increasing GDP per
capita and a growing middle class exists becausenttex of GDP per capita does
not entail information about the distribution otames within a country. Therefore,
the variable Sector Related Growth / Increased @uopsion is kept as individual

variable.

Figure 4-18: Number of times an individual factor vas
provided by respondents and their average rating

® Number of times mentioned @ Average rating

* the complete name of this factor is Sector Reelarowth / Increased Consumption

% These answers have also been included to the faettior Growth / Increased Consumption
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A rating of individual factors was possible using@ale from 1 to 10 whereas 1
stood for a very low influence on increasing FCflaws to Kenya between 2005 and
2011 and 10 for a very high influence on the insie@ FDI inflows. As can be seen
in Figure 4-18, most of the individual factors werated higher than the
predetermined factors. Only Political Regime, Quadif Living, Labor and Ease of
Doing Business were rated lower than the highdastgajiven to a predetermined
factor Economic Growth which was rated 68.5%. TbkoWwing sections analyze

each of the factors provided by the respondents.
4.6.3 Regional Hub

The factor Regional Hub was the most often mentomedividual factor (16
respondents or 17.2% of total) of the survey. Cerage it was rated at 7.63 and was
thus among the highest rated individual factorstie Raw Materials and Taxation
were rated 8.2 and 8.5 respectively). Further s its variance of 1.41 was among

the lowest variances measured for an individuabfac

The literature supports the importance of the faBtegional Hub. This factor entails
different concepts such as the agglomeration effsgtjlomeration generally takes
into account the importance of a country/city witlitis neighboring country as well
as on a company level. Agglomeration effects dbsdte clustering of firms within
a certain area. According to a research on FDIraetants (Artige & Nicolini,
2006), agglomeration effects signal high qualityimfrastructure, human capital,
specialization and higher competition which affeoth horizontal and vertical FDI.
Literature (Campos & Kinoshita, 2003) identifiegeth reasons for companies to
locate close to each other. Firstly, foreign conmgmrshare technology spillovers
such as knowledge about how to invest in the hoshirty. Secondly, suppliers of
production inputs and buyers of products producgdltompany locate close to
each other in order to reduce transaction coststly,azompanies can share among a
pool of skilled labor and specialized productioputs when clustering near each
other. Some respondents clearly indicate the e&s#oiog business within the
region. Regional Hub thus also takes into constaeralifferent factors related to
openness when viewed from a perspective of econdreaties and integration
between countries. In his study, Anyanwu (2012)ctaates that enhanced regional

cooperation and integration will increase FDI imfoto African countries. Given the
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fact that many African domestic markets are smathgared to most European and
Asian countries, stronger regional integration witbmote investments in African
countries. Another study (Neumayer & Spess, 20@kind that the higher the

number of bilateral investment treaties, the higherincrease of FDI flows.

Studies on the effect of agglomeration find simitesults as provided by the
respondents. Different researchers find agglonwratifects relevant and positively
relating to FDI inflows. Studying FDI determinamtsUS based companies, Wheeler
& Moody (1992) find agglomeration effects as beagighly significant factor in an
investment decision abroad. For the case of Af@catudy (Anyanwu, 2012) finds
agglomeration to have a strong impact on FDI inflote Africa. Kyereboah-
Coleman & Agyire-Tettey (2008) find that existingréign investments in a country
attract even more FDI to the same country. An esttenstudy conducted of 92
French departments reveals that the capital citysPand regions close to the
country’s borders are main recipients of FDI torfé& For the case of Hungary, a
study (Boudier-Bensebaa, 2005) disclosed that RBdws are received within the
region around the capital Budapest. For the cagerddrica (Feils & Manzur, 2008)
and Canada (Shapiro & Globerman, 1999), similaulteshave been obtained
regarding the effect of trade agreements on Fvdlo

4.6.4 Sector Related Growth/Increased Consumption

Even though someone can argue that this determisadibsely linked with the
predetermined variable market size, it is wortHfedédntiating between the simple
factor Market Size measured in GDP per capita, astdally sector related growth
and increased consumption in certain sectors.retant study (Anyanwu, 2012), it
was found that market size measured in terms o&runbopulation share has a
strongly significant relationship with FDI inflowt Africa. This indicates that
certain consumption patterns of the urban populatio Africa attract FDI. This
finding can actually be confirmed by some of thesveers provided by the
respondents:

- “Increasing affluent middle-class market and constusm among young

upcoming professionals”,

- “Population increase in urban counties has drieah eéstate sector growth”,
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- “Increasing urban population - market for manufastuigoods and housing”,
or
- “Burgeoning middle class - increasing market food® e.g. cars and other
leisure goods & services”.
Other answers simply relate to population growthgeaneral or touch on certain
sector related growth issues such as increasedyyerm®mand, housing, service

industries or the horticultural sector.
4.6.5 Innovation & Technology

Nine respondents (9.7%) pointed out that an unoteylfactor for the increasing FDI
inflows to Kenya was the openness and adaptionraivations and technologies in
Kenya. The average rating of this variable was 033of ten. Respondents praised
the technology savvy population and newly impleradniT solutions which
radically ease business processes such as mobljleepss. Furthermore, it was
emphasized that the internet is affordable in Kesuya people learned how to create

business with it.
4.6.6 Ease of Doing Business

The factor Ease of Doing Business was the fourtetrafien mentioned factor (9.7%
of total answers provided). Interestingly, it wdsoathe second lowest rated factor
with an average rating of 5.78, slightly above Quabf Living (5.5). This shows
that the ease doing business in Kenya was an iantdidctor for the increasing FDI
inflows to Kenya; however, the poor rating alsoeae that there is room for

improvement in this regard.

A study undertaken by the The World Bank Group (®0dompares the ease of
doing business in countries worldwide. In this pedtion, Kenya ranks slightly

above (57.9%) the regional average (51.5) in teofstarting a foreign business.
The duration of setting up a business Kenya byolatpaces global as well as
regional scores with 34, 42 and 48 days respegtiidbwever, the number of
procedures to set up a business stands at 12 cethfmalO as regional and global
average. The fact that many respondents specifiatl Kenya is a favorable
destination for doing business is supported byWhald Bank report of 2010 in

which Kenya proved to perform better in certain kegas then the regional average.
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4.6.7 Legal Frameworks/Policies

Eight respondents found the legal framework andempnted policies in Kenya to
be an influential factor to the increasing FDI aviis during 2005 and 2011. The

average rating was at 7.5 out of ten.

The literature studied generally agrees with thsitp@ effects of proper legal
frameworks and policy implementation as a promofaxgor to FDI inflows. The
reasons for this are quite obvious: before invgstima foreign country, investors
have to properly study and consider different disi@ms of a country’s legal system
before engaging in business activities. Dupasqg&i€dsakwe (2005) find in their
study that an inhospitable regulatory environmerat poor governance prevent FDI.
Additional factors suppressing FDI inflows to dea@hg countries found in another
study (Tarzi, 2005) include foreign ownership restns in specific sectors and
capped repatriation of profits. However, one studyertaken by Kyereboah-
Coleman & Agyire-Tettey (2008) concludes that tihedalization process in Ghana
does not increase FDI inflows to the country. Samiesults were established by Do
Rouen & Biglaiser (2006) who conclude that FDI énik are not assured even if
new policies and improved legal systems were implged. However, the evidence
on reforms and legal systems positively influendifiyj inflows is overwhelming. In
most recent studies (Hailu, 2010), the authors @hodd & Sidiropoulos, 2010 [for
the case of 23 MENA countries]) call for increaggernment actions to increase
trade, cede control over capital markets, stremgtige government owned

institutions and allow more foreign ownership.
4.6.8 Infrastructure

Seven respondents (7.5%) wrote that favorable strirature and increased
investments in infrastructure projects have beegreat factor to increasing FDI
inflows to Kenya during the growth period (2005-2D1With an average rating of
7.43, the factor was as well highly rated.

This finding does not surprise and much researstblean undertaken to explain the
connection between increased investments in iméretstre and high FDI inflows.
Different researchers find this factor being a K&yl promoter for the case of

African countries (Ancharaz, 2003 [infrastructureasured in terms of number of

12



telephone lines only]; Anyanwu, 2012; Asiedu, 20@Htton & Ramachandran,
2001; Dupasquier & Osakwe, 2005; Hailu, 2010; Mugdl Sigue, 2006). They all
show that infrastructure conditions of the hostrtdas are positively related to FDI
inflows and that FDI inflows even depend on thealepment of infrastructure. The
same effect has been proven for other developidgeamerging countries (Adams &
Mengistu, 2007; Zhang, 2001 [for the case of Chiag]well as developed countries
(Botric & Skuflic, 2006; Kersan-Skabi& Orli¢, 2007). For the case of Africa, only
one study (Nnadozie & Okonkwo, 2004) was found Whindicated a less robust
evidence of the role of infrastructure on FDI inf® for the case of FDI from the
United States of America.

4.6.9 Labor

Six respondents or 6.5% of the sample stated #@atrdéble labor conditions in

Kenya promoted FDI inflows to Kenya between 2008 2011. Gaining an average
rating of 6.67, this factor, however, was one o€ tlowest rated variables.
Respondents mainly mentioned available and afféed@mme wrote “cheap”) labor
under this category. One respondent highlightedait@muntability and leadership
skills of Kenyans as the reason for increasing Kdlbws during the period of

growth. What became also clear is that the Kenghmarket offers a good basis of

affordable skills.

Conditions related to the labor market of a hostintxy have a strong influence on
FDI flows. In their study, Agrawal & Ranjan (201flnd that if labor costs in one of
the BRIC countries would decrease by 1%, FDI infomill increase by 0.49%. This
factor is also found to be highly significant tacieasing FDI inflows in a study
conducted in African markets (Hailu, 2010). Highda costs were found to hinder
FDI inflows in a study conducted in 20 African ctoues (Pradhan & Saha, 2011)
while the same study revealed that the level afkstd human capital has a positive
effect on FDI.

4.6.10 Raw Materials

The availability and access to natural resourcesblean perceived as an influencing
factor to increasing FDI inflows by five (5.4%) pesmdents. The average rating of
this factor was the second highest of any factan &i20. Considering that only few

73



of the interviewed companies have a direct inteireshe availability and access to
natural resources, this factor can be considereaigidy important to contributing

positively to the period of growth.

The literature on this topic also provides a widage of studies confirming the
importance of this factor to FDI inflows. It is leé&xy not only important that a
country is rich in raw materials but also allowseign investors access to them.
Several studies reveal the importance of natusduee endowment especially for
FDI inflows to Africa (Asiedu, 2002; Dupasquier &s@kwe, 2005; Hailu, 2010;
Pradhan & Saha, 2011). All these studies conclutiadl this factor is positively
significant thus underscoring the fact that FDlonfs to Africa are mainly resource
seeking. In yet another study in African countifdayanwu, 2012), the abundance
of natural resources (oil in particular) provedbim a statistically highly significant
determinant for four sub-regions (East, West, Nald South) in Africa. This, the
study continues, indicates that reforms being edrout by the individual economies
in these regions are attracting foreign investéus. earlier study (Asiedu, 2006)
carried out in 22 African countries establisheg thase countries with available and
accessible natural resources attracted higher if@ws in the period between 1994
and 2000. Similar results were also found in otlegions across the world. A study
(Eshghi, Deichmann, Haughton, Sayek, & Teebagy3p@dnducted in Eurasian
transition economies as well concurs with the ingrure of natural resources as a
determining factor for FDI inflows to these couesi A key determinant of FDI
inflows to Middle East and Northern Africa counsrieas as well found to being the
abundance of natural resources (Mohamed & Sidirgsp2010).

4.6.11 Quality of Living

Quality of Living in Kenya as whole and Nairobi specific has been mentioned by
four respondents (4.3%) as an important factomofaasing FDI inflows to Kenya
over the past years. The average rating, howea,been the lowest (5.5) thus
indicating that the quality of living is an impontafactor, however, that it is not a
key decision making variable. In this section & tjuestionnaire, different answers
were provided ranging from favorable climate coiodis and tourism activities to
general ease living for expatriates. And indeedhwis European summer-like

temperatures, Nairobi in particular is a favoritace for European expatriates to
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settle. In addition, with its regional hub for &i@nsports and shopping malls offering
“Western” products, Nairobi has become a prefeniég in East Africa to attract

foreign employees.
4.6.12 Taxation

Two respondents (2.5%) stated that Kenya was aldé¢ttact increasing FDI inflows
during the growth period because of its favoringateon regulations. The effect of
taxation on FDI is a widely studied area in theriture and provides very mixed
evidence. Even though this factor was not as inapbras others, the literature
provides extensive research conducted globally lba teterminant taxation.
However, this factor also seems to be one of thestndisputed determinants
influencing FDI flows. In a recent study (Demirh&nMasca, 2008) it was found
that the literature on this topic is not conclusareboth affirms and negates taxation

as a relevant factor.
4.6.13 Political Regime

Two respondents (2.2%) as well pointed out that dheent political regime as
indeed being a determinant of their engagementdndgion. Even though rated as a
factor among the predetermined factors, these tespandents stated that the
political regime is favorable for conducting theusiness.

4.6.14 Education

Even though respondents were asked to rate thisrfas part of the predetermined
factors, two respondents gave answers relatinglt@ation in this section as well.
With a rating of 6.0 it was as well one of the |siveated factors. The two
respondents both highlighted the high skill levdl Kenyans in general and
appreciated the high literacy levels in Kenya. Ehéiadings have already been
confirmed by previous research and conform with #realysis of the factor
Education Level as stated above (Busse & Hefel(f7 2Tsai, 1994).

4.6.15 Security

Another two responses (2.2%) were related to sgcussues. The respondents

recognized the security measures provided in Kem implemented during the
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period of growth. The two respondents pointed batdgenerally high security levels
countrywide and in comparison to neighboring caestand Kenya’s alliance with

“Western” countries regarding terrorism.
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Chapter 5 Conclusions, Recommendations and Limitations

5.1Introduction

This chapter presents a summary of the study githegmplications of the findings
based on the research objectives, conclusions eswnmendations. It is organized
as follows: first the summary of the study is praed followed by the research
findings ad implications; thirdly, recommendatiocios action and areas of further
study are made and fourthly, limitations experiehdaring the study are presented.
Section 5.2 provides a summary of the study while tollowing section (5.3)
discusses the findings and conclusions. Implicatiand recommendations of the
study follow in Section 5.4 while Chapter 5 con@sdwith the limitations of the
study in Section 5.5.

5.2Summary of the Study

This study aimed at establishing the reasons feritiereasing FDI inflows from
2005 to 2011 to Kenya and compared these findingls the factors which, in
previous periods, hindered higher FDI inflows. &nid of stagnating FDI inflows
can be observed from the 1980ies until 2005 thissngathe question what factors
exactly contributed to the rising FDI inflows. Tlséudy therefore established the
reasons for the increasing FDI inflows using twalgsis tools: (1) an analysis of
publicly available indices and (2) an analysis oimary data acquired through
guestionnaires. The questionnaires were split twio sections, whereas in its first
part the respondents had to rate the same facdarses in the index analysis (scale
between 0 [no influence on FDI inflows between 2688 2011] and 100 [very high
influence on FDI inflows between 2005 and 2011heTsecond section asked the
respondents to name and rate up to eight addititawbrs which in their own
opinion contributed to the increasing FDI inflowsrithg the period of growth. The
findings of these analyses revealed interestingrimétion about the motivations and

reasons for increasing foreign investments intoygen
5.3Findings and Conclusions

Sub-Saharan Africa as whole and Kenya in specitiit Isave to improve the

environment for foreign direct investments. The diga of FDI for the recipient
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countries are immense and, in light of high interases, increasing inflation and
relatively small capital markets, have an importesie to play in bringing fresh
capital to the local markets. However, when conmmupAfrica with other regions in
the world, the continent, especially Sub-SaharancaAf only receives a small
fraction of global FDI flows. Even though Kenya #@nong the better placed
recipients of FDI in Africa, FDI inflows are stifar behind other developing
countries worldwide. Nonetheless, an encouragiagctiof increasing FDI inflows to

Kenya was observed in this study.

The following section is split into two subsectioldrstly, the results of the index
analysis are presented. Afterwards, the findingsmfrthe questionnaires are
introduced whereas the findings of the predeterthiaetors are separately looked at

from the findings of the individual factors.

Table 5-1 below shows in summary which of the aredyeffects of the factors on

FDI inflows (index analysis only) conform with theffects as discussed in the

literature.
Effects of Determinants
Determinant Effect as per E‘zrgxpgig?;sg
literature o
with literature?
Market Size Positive Yes
Economic Growth | Positive Yes
Openness Positive Yes
Political Stability Positive
Corruption Level Negative
Rule of Law Positive
Education Index Positive Yes
Inflation Negative

Table 5-1: Summary of the effects of the factors;ndex analysis

Interestingly, the summary shows that, accordinthtoindex analysis, pull factors
for FDI inflows to Kenya were mainly related to mess and macroeconomic
indicators such as Market Size, Economic Growth @pednness. Education as well
is crucial for businesses since it strongly touclmes human resource issues.
According to the literature and previous reseakdmya, during the growth period

(2005-2011), should have seen improving corrupterels, lower inflation rates,
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better rule of law and increasing political stapilievels. However, the inde
analysisshowed that these factors deteriorated between 20902011

Figure 4-11: Results of the analysis of the predetermined faots
(mean, median, standard deviation)
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Secondly, the analysis of the predeterminfactors Figure 4-11) in the
guestionnaires showed that the respondents founéatttors Economic Growth ai
Market Size highly influential towards the increasiFDI inflows during the perio
of growth. Interestingly, Political Stability was rates the third most importa
factor even though the index analysis revealed tthiatfactor deteriorated betwe
2005 and 2011.

This indicates that FDI investors perceive thigdadifferently than meired by the
political stability index and do narecognizethe levels of political stability in Keny
as a hindrance to FDI inflows. The ratings of toerth highest factor, Level «
Education, comply again with the findings of theemr analysi. While Rule of Law
and Openness were rated as factors with mediumeinde, the last two factc
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Inflation and Corruption Level were factors of lamfluence thus also complying

with the findings of the literature.

Thirdly, from the analysis of the individual factoit can be noted that reasons
underlying FDI inflows to Kenya mainly result from

(1) its position in the wider East African region,

(2) increasing economic growth,

(3) good education levels and qualified labor,

(4) the innovation and technology drive of Kenyans and

(5) the ease of doing business.

Factors such as Rule of Law, Corruption Level, Owss or Inflation were less

important determinants to the increasing FDI infidvetween 2005 and 2011 (Figure
4-18). Strengthening and enhancing regional integraand cooperation between
East African countries was and will continue toypgamajor role in the investment
decision of foreign companies. It will help to attt investors who may not see a
potential for business in the individual East Admccountries but the region as
whole. The benefits for Kenya would be immense esiitds already the regional

economic hub.

Furthermore, it seems that foreigners increasimgthink their perceptions about
Africa. Previous studies (e.g. Dupasquier & Osak®@05) indicated the poor
picture foreign investors had about Africa: higlmeemic and political risks, poverty
and diseases. Factors such as Political stabiigrruption Level or Rule of Law
become less important determinants for foreign stws. Technology and
innovations hereby support to reduce imperfectrmggion and help to improve
processes and accountability. Dupasquier & Osal2085) further conclude that an
“increase in political instability in one Africaroantry will diminish the probability
of foreign direct investment flows to that counay well as to other countries in the
region.” This study proofs the opposite. While gwditical stability index decreased
during the period of growth, the FDI inflows to Ken increased massively.
Apparently, other factors than political stabilignd rule of law became more

important for foreign investors in Kenya.
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Figure 4-18: Number of times an individual factor vas
provided by respondents and their average rating

B Number of times mentioned @ Average rating

Studies which had been conducted on FDI inflowséaya (Kenya National Bureau
of Statistics, 2010; Kinuthia, 2010; Mwega & Ngug06; Ngugi & Nyang’oro,
2005) drew a mixed picture on the reasons for |®4iRflows. Ngugi & Nyang'oro
(2005) used FDI data and various institutional ematroeconomic factors from other
developing countries between 1990 and 2000 and oinghications for Kenya. They
concluded that “to attain the best rating for Kenyameans 200% improvement in
law and order, 140% improvement in government Btgbil00% improvement on
socioeconomic status and 30% improvement on demoattus. This will allow
FDI flow to increase by between 0.4% and 23%.” Thayhermore continued that
the “government should put a lot of resources tdyarime and restore law and
order, embrace positive democratic practices, ragirnts stability and embrace zero-
tolerance on corruption more emphatically to gaibssantially in investment growth

and more so in FDI flows.”
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In contrast to the outcomes of the study by NgugNgang’'oro (2005) this study
found different results. The indices for the fastdtolitical Stability, Corruption
Level, Rule of Law and Inflation deteriorated fr&2@05 to 2011. However, during
the same period, the FDI inflows increased from US4 million average annual
FDI inflows between 1987 and 2004 to annually USIB.T million from 2005 to
2011. The further results of this study also shat pther factors such as education
levels, technology and innovation, improved regiangegration and cooperation,
market size, infrastructure development and easmioly business were much more
important factors to increasing FDI inflows. Ngu&iNyang'oro (2005) also called
for improved openness. The factor openness inadedgsgeng the period of growth

thus showing that it was indeed a factor contrigito the increasing FDI inflows.

Kinuthia (2010) provides evidence on the determimarf FDI inflows to Kenya
using foreign firm data (questionnaires) of 200 fitst findings were that the most
important determinants were market size, politexadl economic stability, bilateral
trade agreements and a favorable climate. Oth#vaty the three main impediments
to FDI inflows are political instability, crime andsecurity, and institutional factors
most notably corruption. In contrast, this studpwh that even though the rule of
law, inflation and political stability did not impve during the period of growth, FDI
inflows increased. In addition, factors importaot the companies asked related to
Kenya’'s role as the regional economic hub, educat®vels, technology and

innovation, market size, infrastructure developneent ease of doing business.
5.4Implications and Recommendation

The analysis revealed that most factors influendiy inflows to Kenya can be
influenced by policy makers. These factors includegional Hub, Innovation and
Technology, Ease of Doing Business, Infrastructimiation, Quality of Living or
Level of Education. Policy makers can influencesthéactors in various ways for
example through increasing the regional integratipnpomoting education of
Kenyans as to also keep levels of innovation aodnelogy up to modern standard,
reducing the days and procedures of setting upsaéss and improving the various

infrastructure within the country.
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This paper pointed out a number of factors whyRbe inflows to Kenya increased

over the past few years. Most importantly, the ltssunderline the importance of
Kenya as the regional hub within the wider Easicafr An overwhelming majority

of the respondents rated this factor as the mogobitant reason of increasing FDI
flows to Kenya. Foreign investors further value thgproving regional integration

thus enabling the access to a much larger markehew customers. Therefore, it is
recommended to further extend the regional coojperaind integration between the
member countries of the East African Community ar&lghboring countries.

Especially Kenya will benefit enormously from impeal regional integration

measures since it is already named the regional hub

The study also pointed out the good levels of ddinginess in Kenya, especially
compared to other countries in SSA. However, th&lshot prevent increased efforts
to create an even better environment for settingngbdoing business. Kenya cannot
afford to rest on its good reputation especiallyewhiming at becoming an emerging
country in the next decades and perusing ambitaons through its Vision 2030.
Wrong signals to foreign investors are also plameggilations such as the Merchant
Shipping Bill which, when fully enacted in its cant version, forces foreign
shipping lines operating in Kenya to sell 51% efghares to a Kenyan.

Infrastructure was also mentioned to having infaezhthe investment decisions of
many companies during the growth period. The Kengavernment thus has the
obligation to not only maintain but heavily invest local infrastructure. This

includes roads, ports and airports, electricity armder among others infrastructure
investments. Improved infrastructure will not orthenefit foreign investors but
especially local investors who in turn will be elebto grow and thus attract even

more FDI.

The most recent oil findings in Kenya have the pbétto substantially increase FDI
inflows to Kenya during the next decades. In ligit this, it is furthermore

recommended to adopt proper policies and reguktiton properly channel and
control foreign investments in this sector in spedbut also any other business
regarding natural resources. The government shoatdconcentrate on actively
participating in investment activities but ratherpgort and enable private sector

investments as a facilitator.
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Last but not least, the government should create\ating, well regulated economy
which attracts domestic as well as foreign investororder to improve the country’s
wealth. Furthermore, the investment activities lné government should only be
focused on areas which promote and attract inerga&iDl inflows such as

infrastructure development.

Further research should be conducted on the lamg it@plications of decreasing
measures for rule of law, corruption, inflation apdlitical stability on the FDI
inflows to a country. In addition, Continuous se&lbn the determinants influencing
FDI inflows to Kenya have to be carried out to imiorelevant stakeholders such as
the government on underlying factors so as to bablg to encourage and promote

FDI inflows.
5.5Limitations to the Study

The following limitations occurred in the coursetioé study. Firstly, Kenya does not
maintain a comprehensive, single data base indudii foreign companies
registered in Kenya or those Kenyan companies atiteast 10% foreign ownership.
Several local associations and government autbsritiaintain incomplete lists of
such companies. However, they only include thogeifip foreign companies which
registered with the respective associations or caitiss. This situation hinders
proper research in the area of Kenyan FDI inflovesnendously and also posed

difficulties to this study.

In addition, the measures for both inflation rated &GDP changed during the

observed years (1998-2011). This change could mdkenced the results obtained
in this study. Again, economic data such as GDRvtjrmr GDP per capita is only

since few years being published quarterly. The sapmies for numerous indices

which are only published on an annual basis siratelanger than 10 years. This

results in difficulties if not the impossibility tase a number of statistical tools such
as time series analyses to analyze the factorgeinéing FDI inflows to Kenya.

Regarding the model developed by the author tesstatlly prove that the year of
change from stagnating to increasing FDI inflow#nif005, it has to be noted that
the model still has to undergo validation beforplging it in different scenarios. The
model does not influence the main research sine&ad only applied to provide a
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different option to determining the year of charfgam the period of stagnation
(1998-2004) to the period of increase (2005-20Hthar than just selecting the
periods by eyeballing.

Furthermore, the available observation points far dependent variables were not
sufficient in number to carry out a multiple regies analysis (i.e. index data was
mostly published annually). To solve this problentross-country analysis could be
conducted, adding to the observations and enrickéngtiny of independent variable

effects.
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APPENDICES

Appendix A: Snapshot of the original online questianaire

Questions marked with an * are required

Hello, Thank you for getting here. I am Paul.

5 MINUTES
On average, you will not spend more than 5 minutes completing this questionnaire.

This survey does NOT REOUIRE CONFIDENTIAL information about your company. It aims at
determining the reasons for the continuously increasing Foreign Direct Investments (FDI) to

Kenya since 2005.

ASANTE SANA!

When did your company commence operations in Kenya?
*

(71 During or after 2005
() Before 2005

In which sector does our company operate? *
Agriculture and related

Mining, Oil & Gas

Manufacturing

Financial services

IT services

Tourism

Logistics & Transport

Business Support

OoOCoOoOoOEOoOoO

Other (specify)
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To which extent have the following factors contributed to the continuously increasing FDI inflows
to Kenya since 2005?
(In brackets are the explanations on how the factors are measured)

100 - Very HIGH INFLUENCE on increasing FDI inflows
0 - NO INFLUENCE on increasing FDI inflows

0] 100

Market size (GDP per capita) * ’ | 'n
Economic growth (GDP per capita growth) * ’ | =~

Openness (Trade (import+exports) to GDP ratio) ' ]

*

Political (in)stability (Likelihood that the

government will be destabilized or overthrown by . ]
unconstitutional or violent means, including T
politically-motivated violence and terrorism) *

Corruption level (Extent to which public power is

exercised for private gain, including both petty and ' ]
grand forms of corruption, as well as "capture” of
the state by elites and private interests) *

Rule of Law (Extent to which agents have
confidence in and abide by the rules of society,

" of contract enforcement, property rights,
the police, and the courts, as well as the likelihood

of crime and violence) *

Level of Education (Mean years of schooling (of

adults) and expected years of schooling (of ' (]
children)) *
Inflation (Annual inflation rate) * ‘ A
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This is my most important guestion to you!

Other than the factors influencing the FDI growth given in the last question,
kindly enter now your own factors for the increasing FDI inflows and then rate them accordingly.

Please RATE A FACTOR FIRST, THEN a text box will appear for you to enter your factor.
You can later change the rating.

10 - VERY HIGH INFLUENCE on increasing FDI inflows
1 - VERY LOW INFLUENCE on increasing FDI inflows

1 2 3 4 5 6 7 8 9 10
Factor © © © @ © @ (@] © (@] (@]
Factor e © @ L] © © © © © ©
Factor (@] (@) (@) @ © ()] (@) (] (@] ©
Factor © @ © ® © ()] ()] @ ® ©
Factor ® ()] )] © ) @ © ()] © ®©
Factor (] @ © (5] () (@] ® @ (@) ®
Factor © © @ (@] @ )] © )] (@] @
Factor © (] © & (@] & ()] (&) ®

I will highly appreciate if you provide me now with the name of your organization. The data
will be kept strictly confidential. If you prefer not to provide your company name, please enter
"anonymus".
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Appendix B: List of Factors influencing FDI inflows to a host country?*

FDI to Kenya |Market Size Economic | openness | Political Corruption Rule of Law | Education Inflation
Growth Stability Level Index
Annual FDI Real GDP per GDP growth | Trade to | Worldwide Worldwide Worldwide Human Annual
Year ||nflows (in capita (constant | (%) GDP ratio | Governance |Governance |Governance |Development |inflation
million USD) |2000 US$) Indicators Indicators Indicators Index (HDI) rate (%)

24 For nine data points, there was no actual datéadie Therefore, the author calculated the mesnevof the variables of the year before and dftemissing variable.
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Appendix C: List of Companies.

Listed companies in the publication “An Investméntide to Kenya — Opportunities

and Conditions 2012” by UNCTAD (2012c)

Company Name Sector

Alltech Biotechnology E.A. Ltd Agriculture
Aquarius Systems Agriculture
BAT Industries Agriculture
Delmonte Kenya Ltd (Del Monte Foods) Agriculture
Williamson Tea Holdings plc Agriculture
Goldsmith Seeds Agriculture
Unilever Tea Kenya Ltd Agriculture
James Finlay Ltd Agriculture
Vitacress Kenya Ltd Agriculture

BOC Kenya(Linde Group)

Mining, Oil and Gas

Caltex Oil (Kenya) Ltd(Chevron Corporation)

Mining, Oil and Gas

Vivo EnergyKenya Shell (The Royal Dutch/Shell Grpup

Mining, Oil and Gas

Abbot Laboratories

Manufacturing

Atlas Copco Eastern Africa Ltd

Manufacturing

Bamburi Cement(Lafarge)

Manufacturing

Bata Shoe Company

Manufacturing

Bayer East Africa Ltd

Manufacturing

Beiersdorf East Africa Ltd

Manufacturing

Bestfoods Kenya Limited (Unilever plc)

Manufacturing

CarTrack Kenya Ltd (Lojak Corporation)

Manufacturing

Coca-Cola East and Central Africa Ltd

Manufacturing

Colgate Palmolive (EA) Ltd

Manufacturing

Corn Products Kenya Ltd (Corn Products Internatitma)

Manufacturing

De la Rue Currency & Security Print (K) Ltd

Manufacturing

Ecolab East Africa

Manufacturing

Eli Lilly (Suisse) SA (Eli Lilly and Company)

Manufacturing

Eveready East Africa Ltd

Manufacturing

General Motors EA Ltd

Manufacturing

Glaxosmithkline

Manufacturing

Henkel Kenya Ltd (Henkel AG & Co. KGaA)

Manufacturing

Jos. Hansen & Soehne EA Ltd

Manufacturing

Mitsubishi Corporation Nrb Liaison Office

Manufacturing

Nestlé Foods Kenya Ltd

Manufacturing

Procter and Gamble EA Ltd

Manufacturing

Siemens Limited

Manufacturing

Tetra Pak (Tetra Pak Beteilingungs GmbH)

Manufacturing

Wrigley Company (EA) Ltd (Wm. Wrigley Jr. Company)

Manufacturing

Acacia Financial Services Ltd (Acacia Life Insurari@ompany)

Services( Financial)

Chartis Kenya Insurance Company Ltd (American h&onal
Group Inc.)

Services( Financial)

AON Minet Kenya Insurance Brokers Ltd

Services( Financial)

Barclays Bank

Services( Financial)

British American Insurance Co (K) Ltd (British Anieain
Insurance Company Ltd)

Services( Financial)

Alexander Forbes Risk & Insurance Brokers Kenya Ltd

Services( Financial)

Citibank N.A.(Citigoup Inc)

Services( Financial)

Old Mutual Life Insurance

Services( Financial)
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Standard Chartered Bank

Services( Financial)

CFC Stanbic Bank

Services( Financial)

AirTel Kenya (Bharti Airtel)

Services (ICT)

Safaricom Ltd (Partly Vodafone Group plc)

Services (ICT)

Abercrombie & Kent Ltd

Tourism & Transport

KLM Royal Dutch Airlines (Air France- KLM)

Tourism & Transport

Lonrho Hotels Kenya Ltd (Norfolk Hotel, et al.- Johlolt Group
Ltd)

Tourism & Transport

Pollman’s Tours and Safaris Ltd (Partly TUI Group)

Tourism & Transport

Somak Tours and Travel (Somak Travel Ltd)

Tourism & Transport

Tourism Promotion Services Management Ltd (Serevtelst
Aga Khan Group)

Tourism & Transport

AGS Frasers International Removals

Business Support

Ayton Young & Rubicam Ltd (Young & Rubicam (Y&R))

Business Support

Cargill Kenya Ltd (Cargill Inc.)

Business Support

Deloitte & Touche (Kenya) (Deloitte Touche Tohmatsu

Business Support

DHL Worldwide Express Kenya Ltd (Deutsche Post AG)

Business Support

KPMG East Africa

Business Support

Maersk Sealand K Ltd (A.P. Moller-Maersk Group)

Business Support

United Parcel Service (UPS)

Business Support

Actis (Actis Capital plc)

Others

Oxford University Press EA Ltd Others
Sera Software (EA) Ltd (Sera Europe B.V.) Others
SGS Kenya Ltd Others
Sumitomo Corporation Others
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Appendix D: Complete list of clustered factors.
It includes the respondents’ individual ratingsproer of observations and average rating of eadbrfac

112|3|a|5|6|7|8]|09|10/11]12]|13]14]15]16]  No-of | %of Average| St
observationy total Dev.
Others 10 10.8%| 100.0%
Security 6|9 2 22% | 89.2% | 7.50 2.12
Education 8|6 2 22% | 87.1% | 7.00 1.41
Political Regime 4|8 2 2.2% | 84.9% | 6.00 2.83
Taxation 98 2 2.2% | 82.8% | 8.50 0.71
Quality of Living 5(3|8|6 4 4.3% | 80.6% | 5.50 2.08
Raw Materials 9/8|9|8]|7 5 54% | 76.3% | 8.20 0.84
Labour 377|797 6 6.5% | 71.0% | 6.67 1.97
Infrastructure 9/6/8|7[8|6]8 7 7.5% | 64.5% 7.43 1.13
Legal framework / Policies | 6 |[10{ 8 | 7 |8 |8 | 6 | 7 8 8.6% | 57.0% | 7.50 1.31
Ease of Doing Business 711]7|7|6|5]|7]8]|4 9 9.7% | 48.4% | 5.78 2.17
Innovation & Technology 9/6/8|8[6|]9]9]7]4 9 9.7% | 38.7% | 7.33 1.73
Sector Growth / Cons. * 7/719/8/6[8|8|100/9|9]|4 11 11.8%| 29.0% | 7.73 1.68
Regional Hub 7/9|/5|7/6/8[9|7]10/10/7/8[8|7|8]|6 16 17.2%| 17.2% | 7.63 1.41
* Complete name is: Sector Related Growth / Inczdd@onsumption 93
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