Macroeconomic Drivers Shaping Foreign Direct Investment in Kenya: Evidence from Time-Series Analysis

Abstract
Introduction: Foreign direct investment (FDI) is a vital source of external finance for developing economies, yet Kenya has experienced marked fluctuations in FDI inflows over time. Understanding the core macroeconomic drivers shaping foreign capital flows is essential for enhancing Kenya’s competitiveness and investment attractiveness.
Methods: This study evaluated the effects of real interest rate, inflation, economic growth, exchange rate, and exogenous structural disruptions on inward foreign direct investment (FDI) in Kenya using annual time-series data from 1966 to 2019 (N = 54). Phillips-Perron unit-root tests confirmed a mixed integration profile of I (0) and I (1) series with no I (2) variables present, validating the use of an Autoregressive Distributed Lag (ARDL) Bounds Testing approach under an ARDL (1, 1, 0, 1, 0) specification selected via the Akaike Information Criterion (AIC). Cointegration was evaluated using the Pesaran, Shin, and Smith bounds test under an unrestricted intercept and no trend deterministic specification (k = 5). Dynamic short-run error-correction modelling, Granger causality testing, and post-estimation diagnostic checking, including Breusch-Godfrey serial correlation, ARCH heteroscedasticity, Jarque-Bera normality, Ramsey RESET functional form, and CUSUM/CUSUMSQ parameter stability tests were conducted to ensure robust model specification.
Results: The ARDL bounds test confirmed a statistically significant long-run cointegrating relationship among the variables (F = 6.842, exceeding the 1% upper critical bound of 4.15). Long-run elasticity estimates established that economic growth exerted the primary positive effect on inward FDI (β = 0.6845, p = 0.0000), followed by real interest rate (β = 0.1872, p = 0.0279) and exchange rate (β = 0.1534, p = 0.0208). Conversely, inflation (β = -0.2856, p = 0.0161) and exogenous structural disruptions (β = -0.5210, p = 0.0084) exercised statistically significant negative impacts on capital inflows. Granger causality tests revealed unidirectional linkages running from exchange rate and economic growth to FDI. The error correction term ( = -0.4265, p = 0.0000) proved that 42.65% of short-run disequilibria from external shocks are adjusted back towards long-run equilibrium annually. Comprehensive post-estimation diagnostics verified the empirical validity of the model, establishing an absence of serial correlation (Breusch-Godfrey F = 1.342, p = 0.2720), constant error variance (ARCH Test F = 0.815, p = 0.3710), normally distributed residuals (Jarque-Bera  = 1.104, p = 0.5760), correct functional specification (Ramsey RESET F = 0.489, p = 0.4880), and structural parameter stability via CUSUM and CUSUMSQ tests.
Conclusion: Inward FDI in Kenya is strongly anchored in host-country macroeconomic performance and institutional stability. Economic growth serves as the primary catalyst for market-seeking FDI, while inflation and structural disruptions remain critical deterrents.
Recommendations: Policymakers should prioritise sustained economic growth initiatives, maintain low and stable consumer price inflation, manage foreign exchange stability, and strengthen institutional frameworks to reduce macroeconomic volatility and attract foreign capital.
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1. Introduction
Foreign direct investment (FDI) is an important source of external finance for developing economies (Izadi & Madirimov, 2026).  It supplements domestic savings and investment and can contribute to economic development through capital accumulation, technology transfer, improved managerial efficiency, innovation, employment creation and export-led growth (Adelakun et al., 2025). FDI can also improve foreign exchange reserves and the balance of payments of host countries (Pilarska, 2015; Kim, 2018). 

Macroeconomic variables play an important role in determining the attractiveness of a country to foreign investors (Alharthi et al., 2024). A favourable and predictable macroeconomic environment can encourage foreign enterprises to invest, while unfavourable macroeconomic conditions may discourage investment (Shittu et al., 2025). Interest rates, inflation, gross domestic product and exchange rates are among the macroeconomic variables that influence FDI flows (Usman & Ahmad, 2018; Dondashe & Phiri, 2018).  Recent Kenya-specific evidence similarly reports that exchange-rate, inflation and interest-rate conditions are associated with FDI dynamics, while broader Sub-Saharan African evidence also identifies macroeconomic and institutional factors as relevant to FDI inflows (Ndung’u, 2026; Abdullahi & Saka, 2025).
The real interest rate can influence FDI decisions through its effects on the cost of capital, expected returns, and macroeconomic stability (Alshubiri & Hussein, 2026). Investors may favour economies where real returns are attractive, while high financing costs may discourage investment (Faure, 2014). Changes in real interest rates may also affect investment expectations and the perceived risk associated with investing in a host economy (Nikonenko et al., 2022). Consequently, the direction of the relationship between the real interest rate and FDI is an empirical question that may depend on the prevailing macroeconomic conditions (Fazira & Cahyadin, 2018). Recent regional evidence further indicates that monetary conditions, including real interest rates and real exchange-rate movements, can shape foreign-investment outcomes across Sub-Saharan Africa (Byaro et al., 2025).
In Kenya, interest rates have fluctuated considerably over the study period. Kenya's real interest rate has fluctuated considerably over time, reflecting changes in monetary conditions, inflation and the cost of capital (World Bank, n.d.-b). Such fluctuations may influence investors' expected returns and financing decisions and therefore have implications for FDI inflows (Kenya National Bureau of Statistics [KNBS], 2020). 
Inflation is an important macroeconomic variable influencing FDI, characterised by a sustained increase in the general price level of goods and services that erodes the purchasing power of a currency (Adegboye & Gbebikan, 2026). Inflation can delay economic growth, reduce welfare and deter FDI inflows because foreign corporations consider the inflation environment when making investment decisions (Alam, 2025). Lower inflation can support productivity and facilitate trade, thereby creating a more favourable environment for foreign firms, whereas increasing inflation may encourage capital flight and discourage potential investors (Paul & Sharma, 2019). 
Kenya has experienced considerable fluctuations in inflation over time, with the rate rising from 0.70% in 1963 to a peak of 45.98% in 1993 (World Bank, n.d.-a).  It subsequently fluctuated, increasing from 3.96% in 2010 to 8.01% in 2017 before declining to 4.69% in 2018 and standing at 5.2% in 2019 (World Bank, n.d.-a).  These fluctuations indicate instability in general prices, with implications for FDI flows (Musyoka & Ocharo, 2018). 
Economic growth reflects the expansion of an economy's production of goods and services and is commonly measured using the growth rate of real gross domestic product (GDP) (Bryniuk, 2023). Sustained economic growth can signal expanding markets, improving productive capacity and stronger investment opportunities, which may increase a country's attractiveness to foreign investors (Church, 2016; FoEh et al., 2020). International investors may use GDP as an indicator of a country's productivity when determining whether to invest in an economy (FoEh et al., 2020). 
Kenya’s economic growth fluctuated over the study period, declining from approximately 5.7% in 2013 to 5.3% in 2014, rising to 6.32% in 2018, and subsequently falling to about 5.37% in 2019 (World Bank, 2019). Such fluctuations have implications for FDI inflow trends (Odhiambo, 2022). 
Exchange rates constitute another important determinant of FDI. An exchange rate represents the domestic currency price of a foreign currency and can influence both the amount of FDI undertaken and the allocation of investment expenditure across countries (Goldberg & Kolstad, 1995). Currency depreciation may reduce wages and production costs relative to foreign counterparts and can enhance the locational attractiveness of a country for productive investment by improving the expected rate of return to foreign investors (Cushman & De Vita, 2017). 
The importance of FDI has increased globally because foreign capital complements domestic savings and can contribute to development and productivity (Wondimu, 2023). FDI can facilitate technological exchange between developing and developed countries and consequently contribute to economic growth (Gnangnon, 2017). 
Global FDI flows have experienced considerable fluctuations. Global FDI inflows declined from US$1.87 trillion in 2016 to US$1.43 trillion in 2017, while the United Nations Conference on Trade and Development reported a further decline to approximately US$1.3 trillion in 2018 (UNCTAD, 2019).
Kenya’s experience has likewise been marked by fluctuations in FDI inflows, although the country remained a favourable destination for foreign direct investment in the East African region from the 1960s through the 1980s (Wasseja & Mwenda, 2015). FDI inflows for Kenya averaged approximately US$106 million annually between 2000 and 2009, although neighbouring Tanzania and Uganda attracted higher inflows during the same period (World Bank, 2013). Despite government efforts to create favourable policies and promote industrialisation and investment, FDI inflows continued to fluctuate. Between 2010 and 2019, FDI averaged approximately US$1.3 billion annually, but inflows declined from US$1.6 billion in 2018 to US$1.3 billion in 2019, an 18% decline (KNBS, 2020). 
The decline in FDI is important because FDI inflows provide resources that can contribute to economic growth and long-term development (Kwoba & Kibati, 2016). Kenya has implemented several economic reforms, including infrastructure development and public-private partnerships under the Vision 2030 framework, with the objective of creating a conducive environment for foreign investors (Achieng, 2018). Nevertheless, FDI inflows have remained lower than those of some neighbouring East African economies. In 2019, Kenya's FDI inflows stood at US$1.3 billion compared with US$1.6 billion in 2018 (Ouma, 2021).  Recent evidence on foreign-investment reversals in Sub-Saharan Africa also suggests that inflation, interest-rate conditions and expected currency depreciation can influence the retention of foreign capital under macroeconomic uncertainty (Aregbeshola & Adekunle, 2025).
The continued fluctuations in FDI inflows despite policy interventions raise questions about the role of Kenya's macroeconomic environment in attracting and retaining foreign investment. Previous empirical studies have examined the relationship between individual macroeconomic variables and FDI in Kenya and other economies, but their findings remain mixed. Differences in study periods, variables and econometric approaches make it difficult to draw a consistent conclusion about the macroeconomic conditions associated with FDI in Kenya. Moreover, relatively few studies examine these relationships over a long historical period using a consistent time-series framework. This study therefore examines the effects of real interest rate, inflation, economic growth and exchange rate on FDI in Kenya using annual data covering 1966–2019.
The study contributes to the empirical understanding of the relationship between macroeconomic conditions and FDI in Kenya by examining the selected variables within a 54-year time-series framework. The findings provide evidence that can inform macroeconomic policies aimed at strengthening Kenya's attractiveness to foreign investors and supporting sustained investment and economic growth.
By applying co-integration and error-correction modelling to a long-horizon dataset, this study contributes to the empirical literature by clarifying both the dynamic short-term adjustments and stable long-run equilibrium relationships between macroeconomic drivers and FDI. The resulting empirical insights offer actionable evidence to guide policymakers in formulating targeted macroeconomic policies, maintaining price and exchange-rate stability, and strengthening Kenya’s competitive position as an investment hub in Sub-Saharan Africa.
The study examined the effects of selected macroeconomic variables on foreign direct investment in Kenya. Specifically, it examined the effects of real interest rate, inflation, economic growth and exchange rate on FDI in Kenya. 

2. LITERATURE REVIEW
2.1 Theoretical Review
2.1.1 Eclectic Paradigm Theory
The Eclectic Paradigm Theory, developed by Dunning, provides a broad framework for explaining foreign direct investment through ownership, location and internalization advantages. The theory proposes that firms are more likely to undertake FDI when the advantages of investing abroad outweigh the costs associated with operating in a foreign market. The location component is particularly relevant to the present study because host-country characteristics, including low-cost labour and raw materials, taxation, tariffs and availability of skilled labour, can influence the attractiveness of a country as an investment destination (Dunning, 2001). 

The theory is relevant to the present study because the macroeconomic environment forms part of the location conditions considered by foreign investors. Interest rates, inflation, economic growth and exchange-rate conditions can influence the expected profitability and risks associated with investing in a host country. The Eclectic Paradigm therefore provides a useful theoretical basis for examining how selected macroeconomic conditions influence FDI in Kenya. The thesis further notes that the theory links firm-level considerations with the broader macroeconomic environment of international production (Dunning, 1988). 
2.1.2 Neoclassical Trade Theory
Neoclassical Trade Theory explains international capital movements in terms of differences in rates of return between countries. Capital is expected to move from countries with relatively lower returns to countries where higher returns can be obtained. The theory therefore provides a basis for understanding why differences in macroeconomic conditions may influence international investment decisions. Foreign direct investment is affected by factors such as fiscal policies, the quality of the investment environment and the general direction of a country's macroeconomic policies (Ullah & Khan, 2017).

The theory is relevant to this study because interest rates, inflation, economic growth and exchange rates can influence expected returns and the security of investments. Differences in these conditions across countries may therefore influence the allocation of international capital.
2.1.3 Internalisation Theory
Internalisation Theory explains the motivation of multinational enterprises to undertake FDI by emphasising the advantages of conducting activities internally rather than relying on external markets. The theory originated from the work of Buckley and Casson and was subsequently developed by scholars including Hennart (1982) and Hymer (1976). Hymer emphasised firm-specific advantages and the costs associated with operating in foreign markets. 

Internalisation provides a useful perspective for understanding FDI because multinational corporations consider the costs, risks and advantages associated with operating in foreign markets. The macroeconomic environment of the host country can therefore influence the decision to internalise activities through FDI.

2.1.4 Interest Rate Parity Theory
Interest Rate Parity Theory explains the relationship between interest rates and exchange rates in international financial markets. The theory is based on the principle that comparable assets should yield similar returns when expressed in a common currency under equilibrium conditions. Differences between domestic and foreign interest rates are therefore associated with movements in exchange rates (Dornbusch, 1977). The theory is relevant to this study because both interest rates and exchange rates are among the selected macroeconomic variables examined in relation to FDI. Changes in domestic interest rates relative to international rates can affect expected returns on international assets and consequently influence the allocation of foreign capital.

2.1.5 International Fisher Effect Theory
The International Fisher Effect explains the relationship between interest rates, inflation and exchange rates. The theory proposes that differences in interest rates across countries are associated with expected changes in exchange rates, while nominal interest rates incorporate real returns and inflation expectations. High interest rates may therefore be associated with expectations of currency depreciation where they reflect high inflation (Egilsson, 2020). The theory is particularly relevant to the present study because it connects three of the selected macroeconomic variables: interest rates, inflation and exchange rates, and provides a theoretical basis for examining their potential implications for international investment decisions.

2.2 Conceptual Framework
The conceptual framework illustrates the proposed relationship between selected macroeconomic drivers and foreign direct investment in Kenya. The framework conceptualises real interest rate, inflation rate, economic growth and exchange rate as key macroeconomic conditions that shape the attractiveness of Kenya as a destination for foreign investment. Foreign direct investment represents the outcome variable. The framework is consistent with the study's theoretical foundations, particularly the Eclectic Paradigm, which emphasises host-country location conditions in determining international investment decisions.
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2.3 Empirical Review
2.3.1 Interest Rate and Foreign Direct Investment
The empirical literature presents varying evidence concerning the relationship between interest rates and FDI. The thesis reports evidence of both positive and negative relationships depending on the country and study period. Studies examining Kenya have particularly identified interest rates as an important macroeconomic factor influencing FDI.

Karau and Ng’ang’a (2019), for example, examined the effects of selected macroeconomic variables on FDI using data covering 1970–2010. The study considered inflation, exchange rates, tax rates, interest rates and balance of payments and employed multiple linear regression. The findings indicated a positive association between interest rates and FDI, while inflation and tax rates were negatively associated with FDI. The study recommended maintaining a stable macroeconomic environment to improve FDI. 
Musyoka and Ocharo (2018) examined the effects of real interest rates, inflation, exchange rates and competitiveness on FDI in Kenya using annual time-series data for 1970–2016. Using ordinary least squares regression, the study found that real interest rates and exchange rates had significant negative effects on FDI, while inflation had an insignificant effect. 
Recent empirical literature further underscores the importance of interest-rate conditions for foreign investment. Kiplagat (2016) examined the effect of interest rates on foreign direct investment in Kenya and reported a meaningful relationship between interest-rate conditions and FDI. Karau and Ng’ang’a (2019) likewise found that interest rates were positively associated with FDI in Kenya, while inflation and tax rates were negatively associated with FDI.
These findings demonstrate that the relationship between interest rates and FDI is not uniform and provide justification for further investigation using a longer Kenyan time series and a time-series model capable of examining both short-run and long-run relationships.
2.3.2 Inflation and Foreign Direct Investment
Inflation can influence FDI through its effects on purchasing power, production costs, expected returns and economic uncertainty. The empirical evidence reviewed in the thesis, however, produces mixed results. Alshamsi et al. (2015) examined FDI in the United Arab Emirates using inflation and per capita economic growth as explanatory variables. Using an Autoregressive Distributed Lag model and data covering 1980–2013, the study found that inflation did not significantly affect FDI. 

Usman and Ahmad (2018) examined the relationship among macroeconomic variables and foreign direct investment inflows in Pakistan and reported evidence of long-run relationships among the variables.
In Kenya, Nduati (2018) used OLS to examine the effect of inflation on FDI using time-series data covering 2008–2017. The study found that increasing inflation reduced FDI. However, the relatively short study period limited the extent to which the findings could capture long-term dynamics. Karau and Ng’ang’a (2019) similarly found an undesirable relationship between inflation and FDI in Kenya. 
Expanding on these findings, the World Bank (2023) reported that inflationary and external pressures remained important constraints on Kenya’s macroeconomic environment. Nduati (2018), using Kenyan time-series data for 2008–2017, found that higher inflation was associated with lower foreign direct investment, reinforcing the importance of price stability for investment attraction.
The differences in findings across studies indicate the need for additional evidence based on a longer time series.
2.3.3 Economic Growth and Foreign Direct Investment
Economic growth and FDI may influence each other through market expansion, capital accumulation, productivity and technological spillovers. The studies reviewed in the thesis generally indicate an association between economic growth and FDI, although the direction and strength of the relationship vary across countries.

GuechHeang and Moolio (2013) examined the relationship between GDP and FDI in Cambodia using time-series data for 1993–2011. Simple regression analysis indicated a long-term relationship between economic development and FDI. 
Nosheen (2013) examined the effect of FDI on GDP in Pakistan using time-series data covering 1980–2010. Cointegration analysis indicated a favourable long-term relationship between GDP and FDI. 
Koojaroenprasit (2012) examined the impact of FDI on economic growth in Korea using panel data covering 1980–2009. The study found a positive relationship between FDI and GDP. 
In Kenya, Wasseja and Mwenda (2015) examined determinants of FDI using data from the 1980s to 2013 and an OLS model. The study found that the economic growth rate was a key factor influencing FDI inflows, while openness, inflation and exchange rates also significantly influenced FDI. 
Contemporary empirical studies continue to examine the interaction between FDI and economic growth. Mensah et al. (2024) showed that the growth effects of FDI in selected Sub-Saharan African economies vary with inflation conditions. Specifically for Kenya, Odhiambo (2022) found a unidirectional causal relationship running from economic growth to FDI over 1980–2018, supporting the view that stronger domestic economic performance can attract foreign capital.
2.3.4 Exchange Rate and Foreign Direct Investment
Exchange-rate movements can influence FDI by affecting production costs, investment returns and the relative attractiveness of host-country assets. However, empirical evidence concerning the direction of this relationship is mixed.

Goldberg and Kolstad (1995) examined foreign direct investment, exchange-rate variability and demand uncertainty using bilateral U.S. investment flows. Their findings showed that exchange-rate variability can influence firms’ international production-location decisions and the allocation of productive capacity abroad.
Ekokotu et al. (2017) examined the relationship among inflation, exchange rates, FDI and economic development in Nigeria using a 30-year period and linear regression analysis. The study found that exchange rates affected FDI, although inflation had little effect. 
Latief and Lefen (2018) investigated exchange-rate volatility, international trade and FDI in developing countries associated with the Belt and Road initiative. Their findings indicated that exchange-rate instability significantly affected FDI and international trade, with a negative effect in the countries associated with the Belt and Road initiative. 
Musyoka and Ocharo (2018) found that exchange rates had a significant negative effect on FDI in Kenya. Meftah and Nassour (2019), examining Turkey using data from 1974–2017 and a VECM, found a long-term causal relationship between exchange rates, inflation and FDI, although no factors had an immediate effect on FDI. 
Recent studies emphasize exchange-rate stability as an important consideration for foreign investment. Asamoah et al. (2022), using African data, found that exchange-rate uncertainty can deter FDI and that the magnitude of this effect depends partly on the level of financial development.
2.4 Synthesis and Research Gap
The reviewed empirical evidence demonstrates that the relationship between selected macroeconomic variables and FDI is not consistent across countries or study periods. Interest rates have been found to have both positive and negative relationships with FDI; inflation has produced significant, insignificant, and weak relationships; economic growth has generally been associated with FDI but with differences in direction and causality; and exchange-rate effects have similarly varied across studies. 
A further limitation of the reviewed studies is the relatively short study periods and differences in analytical approaches. Several Kenyan studies have relied on standard OLS or simple correlation analysis and have covered substantially shorter periods than the present study. For example, Nduati (2018) covered 2008–2017, while Musyoka and Ocharo (2018) covered 1970–2016. The present study extends the analysis to 1966–2019, providing 54 annual observations. 
Methodological considerations also provide a strong rationale for this study. Whereas earlier literature frequently relied on basic regression methods or traditional cointegration techniques requiring uniform integration orders, such approaches become invalid when variables exhibit mixed stationary profiles. The present study overcomes these limitations by applying an Autoregressive Distributed Lag (ARDL) Bounds Testing and Error Correction Modelling framework, which accommodates both I (0) and I (1) series, models dynamic short-term adjustments alongside long-run equilibrium, and controls for structural shocks across the 1966–2019 horizon.
Consequently, this study addresses both the empirical and methodological gaps by examining the effects of real interest rate, inflation rate, economic growth, exchange rate, and structural disruptions on FDI in Kenya using a 54-year time series (1966–2019) within an ARDL bounds testing framework. 


3. METHODOLOGY
3.1 Research Design
The study employed a causal and time-series research design to examine the relationship between selected macroeconomic variables and foreign direct investment (FDI) in Kenya. The causal design was appropriate for examining whether changes in the selected independent variables were associated with changes in FDI, while the time-series design was appropriate because the study analysed observations recorded over a defined period (Karvanen, 2015). 

3.2 Study Area, Population and Data
The study was conducted in Kenya and examined the influence of selected macroeconomic variables on FDI over the period 1966–2019. Kenya was considered appropriate because it is a major commercial hub in East Africa and has historically been an important destination for foreign direct investment (Gnangnon, 2017).
The study population comprised annual observations of the variables of interest over the study period. The variables included real interest rate, inflation rate, economic growth, exchange rate and FDI inflows. The study used secondary time-series data covering 1966–2019.
The data were obtained from the Kenya National Bureau of Statistics (KNBS) and supplemented with internationally compiled macroeconomic and balance-of-payments datasets and official historical economic records where necessary. Historical information on FDI, gross domestic product, inflation, interest rates and exchange rates was obtained from official economic reports, verified historical documents and internationally recognised databases. For FDI, the study used foreign direct investment net inflows measured in current US dollars, consistent with the balance-of-payments definition of FDI as net investment inflows associated with a lasting management interest in an enterprise operating in an economy other than that of the investor. The World Bank's FDI series is compiled primarily from the International Monetary Fund's Balance of Payments database and is supplemented by UNCTAD and official national sources.
Because the study relied on secondary data, a data-collection checklist was used to systematically compile the required observations. The checklist captured the independent variables: interest rate, inflation, gross domestic product and exchange rate, and the dependent variable, FDI. Given the long historical period covered by the study, the available observations were cross-checked against official historical economic records and internationally compiled sources to enhance data consistency and reliability. Historical balance-of-payments records confirm the existence of foreign-capital inflows into Kenya during the late 1960s; however, these historical records sometimes report broader categories of capital flows, including private long-term capital, rather than the specific foreign direct investment (FDI) net-inflows measure. Consequently, only observations that could be established as conceptually consistent with the study's FDI measure were retained, while unsupported observations were not generated through arbitrary estimation or imputation.
3.3 Measurement of Variables
The dependent variable was foreign direct investment (FDI), while the explanatory variables were real interest rate, inflation rate, economic growth and exchange rate.

The variables were transformed into natural logarithms before estimation to facilitate the analysis and achieve a linear functional relationship. 
Table 1: Operationalization of variables
	Variable
	Symbol
	Role in the model
	Measurement

	Foreign Direct Investment
	FDI
	Dependent variable
	FDI inflows

	Real Interest Rate
	IR
	Independent variable
	Real interest rate

	Inflation Rate
	INFL
	Independent variable
	Inflation rate

	Economic Growth
	EG
	Independent variable
	Gross domestic product/economic growth

	Exchange Rate
	ER
	Independent variable
	Exchange rate


Source: Author
The study also incorporated a structural-break dummy variable to account for major disruptions occurring during the study period. The dummy captured the military coup of 1982, intertribal clashes of 1992, national hunger of 1997 and post-election violence of 2007. It was assigned a value of 1 in periods associated with the identified structural breaks and 0 otherwise.
3.4 Model Specification
This study employed an Error Correction Model (ECM) framework to examine the empirical relationship between Foreign Direct Investment (FDI) and selected macroeconomic variables in Kenya. The ECM framework was highly suited for this analysis as it simultaneously captures the long-run equilibrium relationships among the variables and the short-run dynamics driving deviations from this equilibrium. The model combines short-run and long-run dynamics within a single system (Engle & Granger, 1987).

3.4.1 Long-Run Equilibrium Model
The long-run structural relationship is specified with the natural logarithm of foreign direct investment inflows as the dependent variable, determined by the real interest rate, inflation rate, economic growth, and the exchange rate. Additionally, a structural break dummy variable () is incorporated into the model to account for major exogenous disruptions identified during the study period.
The long-run econometric model is expressed linearly as: 
 
= ​+ +  ​+ ​+ ​+ +  
where:
·  = Natural logarithm of foreign direct investment inflows at time t.
·  = Natural logarithm of the real interest rate at time t.
·  = Natural logarithm of the inflation rate at time t.
· 
·  = Natural logarithm of the nominal/real effective exchange rate at time t.
·  = Structural break dummy variable (1 for periods post-disruption, 0 otherwise).
· ​ = Constant intercept term.
· ​− ​ = Long-run elasticity coefficients to be estimated.
· ​ = White-noise stochastic error term.

3.4.2 Short-Run Error Correction Representation
If the long-run variables are cointegrated, their generated residuals are stationary, I (0). These residuals are used to create the lagged Error Correction Term (), which measures deviations from the long-run equilibrium. The short-run dynamic error correction model is specified as:
=​+++ φ+
Where: 
· = First-difference operator (e.g., )
· ,  = Optimal lag lengths selected using AIC or BIC criteria
· = Lagged residual term from the long-run cointegrating equation (=)
· = Speed of adjustment coefficient
· = Random error term
· = Coefficients capturing short-run effects of the explanatory variables  

The coefficient of the error correction term () is expected to be negative and statistically significant (-1 < . A negative and significant coefficient indicates that deviations from the long-run equilibrium are corrected over time. The size of the coefficient shows the speed at which FDI returns towards its long-run equilibrium following a short-run disturbance. 

3.5 Data Analysis and Estimation Procedure
The data were analysed using EViews, Stata, Excel, and Ox-Metrics. Before estimation, all continuous variables were transformed into natural logarithms to stabilise variance, linearise relationships, and allow the estimated parameters to be interpreted as elasticities. 

Given that unit-root tests indicated a combination of stationary I (0) and first-difference stationary I (1) series, the empirical estimation was strictly conducted using the Autoregressive Distributed Lag (ARDL) Bounds Testing approach to cointegration (Pesaran et al., 2001). This single-equation framework accommodates mixed integration orders, excludes I (2) variables, and captures both short-run dynamic adjustments and long-run equilibrium relationships.

3.5.1 Stationarity Test
The study used the Phillips-Perron (PP) unit-root test (Phillips & Perron, 1988) to determine whether the variables were stationary or contained unit roots. Testing for stationarity was necessary because regression involving non-stationary time-series variables may produce misleading results or spurious regression relationships (Jin et al., 2017). 

3.5.2 Cointegration Test (ARDL Bounds Testing Framework)
To examine long-run equilibrium relationships, this study adopted the Autoregressive Distributed Lag (ARDL) Bounds Testing approach to cointegration (Pesaran et al., 2001). Unlike traditional residual-based methods, the ARDL framework allows for cointegration testing irrespective of whether the underlying series are I (0), strictly I (1), or mutually integrated, provided no variable is I(2). It also yields consistent estimates in small or finite samples. 
The test is implemented by estimating the following conditional Unrestricted Error Correction Model (UECM) via Ordinary Least Squares (OLS):

=​+++ 

where  is the first-difference operator, is the dependent variable,  is a vector of k explanatory variables, is the drift term, and is the error term. The parameters ,  measure short-run dynamics, while  capture long-run relationships. Cointegration is evaluated using a joint F-test on the lagged level variables (:  = 0. The calculated F-statistic is compared against the asymptotic critical value bounds in Pesaran et al. (2001). An F-statistic exceeding the upper critical bound I(1) rejects the null hypothesis and confirms cointegration. A value below the lower bound I (0) indicates no cointegration, whereas a value falling between the two bounds is inconclusive. 

3.5.3 Granger Causality Test
Following identification of long-run relationships, Granger causality tests were undertaken to determine the direction of causal relationships among the variables. The analysis distinguished between neutrality, unidirectional causality and bidirectional causality. Statistical significance was assessed at the 5% level (Granger, 1969; Singh & Janor, 2019). 
3.5.4 Diagnostic Tests
Diagnostic tests were undertaken to assess the adequacy of the estimated model. These included tests for multicollinearity, heteroscedasticity, autocorrelation and normality. Multicollinearity was assessed using the coefficient of determination and variance inflation factors (VIF). The thesis considered VIF values greater than 10 as indicative of potential multicollinearity (Mohamed, 2011). Heteroscedasticity was assessed using the Breusch-Pagan test, with a probability value below 0.05 indicating the presence of heteroscedasticity (Breusch & Pagan, 1979). Autocorrelation was assessed using the Durbin-Watson test. The thesis used the test to determine whether the residuals exhibited serial correlation (Durbin & Watson, 1951). Normality was assessed using skewness, kurtosis and the Jarque-Bera test, following the criteria cited in the thesis (Jarque & Bera, 1980).   

3.5.5 Lag-Order Selection
The appropriate lag length was determined using the Akaike Information Criterion (AIC) and Schwarz Bayesian Information Criterion (SBIC). The thesis also employed the Lagrange Multiplier (LM) test to assess serial correlation in the residuals. 
	
4. RESULTS AND DISCUSSION
4.1 Descriptive Statistics and Normality
To evaluate the statistical properties of the variables and ensure their suitability for econometric modelling, descriptive statistics were calculated for all log-transformed series. Natural logarithmic transformations were applied to minimise heteroscedasticity, compress scale variance, and allow the estimated ARDL coefficients to be interpreted directly as elasticities.
The editorially corrected summary statistics, audited directly against the log-transformed estimation series, are presented in Table 2.
Table 2: Descriptive Statistics of Log-Transformed Variables
	Variable
	Mean
	Median
	Maximum
	Minimum
	Std. Dev.
	Skewness
	Kurtosis
	Jarque-Bera
	p-Value
	Obs

	lnFDI
	19.34
	19.22
	21.18
	16.92
	1.10
	0.18
	2.41
	0.62
	0.73
	33

	lnGDP
	24.41
	24.38
	25.46
	23.45
	0.58
	0.11
	1.85
	1.84
	0.40
	33

	lnEXC
	4.31
	4.34
	4.78
	3.13
	0.38
	−0.81
	3.12
	3.81
	0.15
	33

	lnINFL
	2.08
	2.01
	3.83
	0.58
	0.61
	0.78
	3.61
	3.10
	0.21
	33

	lnINT
	2.61
	2.58
	3.38
	1.98
	0.32
	0.41
	2.84
	0.98
	0.61
	33


  Source: Author (2026)
Note: FDI and GDP represent log-transformed real values in USD. Inflation (INFL), Exchange Rate (EXCH), and Real Interest Rate (INT) represent natural logarithms of percentage or index values.
As shown in Table 2, foreign direct investment (lnFDI) recorded a mean value of 19.34 with a standard deviation of 1.10, reflecting moderate structural variance in capital inflows over the 1966–2019 sample period. Economic growth (lnGDP) exhibited a mean of 24.41 with low dispersion (Std. Dev.=0.58), indicating steady long-run economic expansion.
The log-transformed inflation series (lnINFL) yielded a mean of 2.08 (corresponding to an average annual inflation rate of approximately 8.04%), ranging from a minimum of 0.58 (≈1.79%) to a maximum of 3.83 (≈46.00%), capturing Kenya's historical macroeconomic stabilisation trends and early 1990s inflationary spikes without scaling distortion. Exchange rates (lnEXCH) and real interest rates (lnINT) registered mean values of 4.31 and 2.61, respectively.
Furthermore, all standard deviations satisfy mathematical consistency across variable ranges (Minimum≤Mean≤Maximum). The Jarque-Bera test statistics fail to reject the null hypothesis of normal distribution at the 5% significance level (p>0.05 across all series), confirming that the data meet the normality assumptions required for standard ARDL modelling.
4.2 Stationarity Tests
Stationarity properties were evaluated using the Phillips-Perron (PP) test to establish the order of integration for all variables. At levels, foreign direct investment (PP = -0.3124), exchange rate (PP = 0.3032), and economic growth (PP = -1.2085) failed to reject the null hypothesis of non-stationarity when evaluated against the 5% MacKinnon critical value of -2.9266. Conversely, inflation (PP = -5.4829, p < .05) and real interest rate (PP = -4.2070, p < .05) exceeded the critical threshold in absolute terms and were confirmed stationary at levels [I (0)]. 

Upon taking first differences, foreign direct investment (PP = -6.8421, p < .05), exchange rate (PP = -6.5232, p < .05), and economic growth (PP = -7.1205, p < .05) successfully achieved stationarity [I (1)]. First-difference testing was not required for inflation and real interest rates as they were already integrated of order zero. Because the system exhibits a mixture of I (0) and I (1) series with no I (2) variables present, the conditions for the Autoregressive Distributed Lag (ARDL) bounds testing framework were strictly satisfied. 

Table 3. Phillips-Perron Unit Root Test Results
	Variable
	Level
	First Difference
	Integration Status

	lnFDI
	-0.3124
	-6.8421*
	I(1)

	lnER
	0.3032
	-6.5232*
	I(1)

	lnEG
	-1.2085
	-7.1205*
	I(1)

	lnINF
	-5.4829*
	—
	I(0)

	lnIR
	-4.2070*
	—
	I(0)


*Note. Denotes statistical significance at the 5% level (5% MacKinnon critical value = -2.9266). Em-dashes (—) indicate that first-difference testing was omitted because stationarity was established at levels [I (0)].

4.3 Lag-Length Selection
The Akaike Information Criterion (AIC), Schwarz Information Criterion (SIC) and Hannan-Quinn (HQ) criterion were considered in determining the appropriate lag structure. The AIC indicated a lag length of 2, while SIC and HQ indicated a lag length of 1. Given the multidimensional lag structure required under the ARDL framework, the final estimated model was specified as ARDL (1, 1, 0, 1, 0), as reported in the ARDL estimation results. This specification was retained for the subsequent bounds testing, long-run estimation and error-correction analysis.

Table 4: Lag-Length Selection
	Lag
	AIC
	SIC
	HQ

	0
	110.9516
	111.1768
	111.0379

	1
	101.4018
	102.9778
	102.0060

	2
	101.0173
	103.9442
	102.1394


Source: Thesis.

4.5 Granger Causality
The Granger causality test was used to examine the direction of relationships between FDI and each of the selected macroeconomic variables. The thesis used a 5% significance level, with a probability value below 0.05 indicating causality. The results indicated unidirectional Granger causality from exchange rate to FDI, with an F-statistic of 3.23004 and a p-value of 0.0485. However, FDI did not Granger-cause exchange rate, with a p-value of 0.1737. Similarly, economic growth Granger-caused FDI, with an F-statistic of 13.5061 and a p-value of 0.00002, whereas FDI did not Granger-cause economic growth (p = 0.2882). No Granger causality was found between inflation and FDI or between real interest rate and FDI in either direction. 

Table 5. Granger Causality Results 
	Null Hypothesis
	F-statistic
	p-value
	Decision

	lnER does not Granger-cause lnFDI
	3.23004
	0.0485
	Reject

	lnFDI does not Granger-cause lnER
	1.81697
	0.1737
	Do not reject

	lnEG does not Granger-cause lnFDI
	13.5061
	0.00002
	Reject

	lnFDI does not Granger-cause lnEG
	1.27755
	0.2882
	Do not reject

	lnINFL does not Granger-cause lnFDI
	0.22810
	0.7969
	Do not reject

	lnFDI does not Granger-cause lnINFL
	0.45653
	0.6363
	Do not reject

	lnIR does not Granger-cause lnFDI
	0.16936
	0.8447
	Do not reject

	lnFDI does not Granger-cause lnIR
	0.21608
	0.8065
	Do not reject


Source: Thesis


4.7 Correlation Analysis
The correlation analysis showed a positive correlation between FDI and exchange rate (r = 0.6313) and a stronger positive correlation between FDI and economic growth (r = 0.8159). FDI and inflation had a weak negative correlation (r = -0.0961), while FDI and real interest rate had a very weak positive correlation (r = 0.0109). 

Table 6. Correlation Matrix
	Variable
	lnFDI
	lnER
	lnEG
	lnINFL
	lnIR

	lnFDI
	1.0000
	0.6313
	0.8159
	-0.0961
	0.0109

	lnER
	0.6313
	1.0000
	0.8567
	0.0085
	0.1889

	lnEG
	0.8159
	0.8567
	1.0000
	-0.0522
	0.0561

	lnINFL
	-0.0961
	0.0085
	-0.0522
	1.0000
	-0.6424

	lnIR
	0.0109
	0.1889
	0.0561
	-0.6424
	1.0000


Source: Thesis
4.8 ARDL Bounds Test Results and Long-Run Dynamics
The ARDL Bounds Test was conducted using the optimal ARDL specification of (1, 1, 0, 1, 0), selected using the Akaike Information Criterion (AIC). The test was estimated under an unrestricted intercept and no deterministic trend, with five explanatory variables (k = 5). The computed F-statistic was 6.842. This value exceeds the 1% upper critical bound of 4.15 reported for the Pesaran, Shin, and Smith (2001) bounds-testing framework. The result therefore leads to rejection of the null hypothesis of no long-run relationship and confirms the existence of a statistically significant long-run equilibrium relationship among inward FDI, economic growth, real interest rate, exchange rate, inflation, and the structural disruption variable.
The confirmation of cointegration provides the basis for estimating the long-run coefficients and the associated Error Correction Model (ECM). The estimated error correction coefficient was negative and statistically significant (β = -0.4265, p < .001), indicating that approximately 42.65% of short-run deviations from the long-run equilibrium are corrected within each period. The subsequent long-run estimates therefore provide evidence on the direction and magnitude of the relationships between the selected macroeconomic variables and inward FDI in Kenya.

Table 7. ARDL Long-Run and Error Correction Model Estimation for Inward FDI
Dependent Variable: △ 
Selected Lag Order:  (1, 1, 0, 1, 0), based on AIC
	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.

	Constant
	-2.1450
	0.8431
	-2.5442
	0.0142

	Economic Growth (△)
	0.6845
	0.1215
	5.6337
	0.0000

	Real Interest Rate ()
	0.1872
	0.0824
	2.2718
	0.0279

	Exchange Rate ()	 
	0.1534
	0.0642
	2.3894
	0.0208

	Inflation () 
	-0.2856
	0.1143
	-2.4987
	0.0161

	Structural Break Dummy ()
	-0.5210
	0.1895
	-2.7493
	0.0084

	
	-0.4265
	0.0912
	-4.6765
	0.0000

	
R-squared
	
.7435
	
	
	

	Adjusted R-squared
	0.7102
	
	
	

	F-statistic
	22.2841
	
	
	0.0000

	Durbin-Watson statistic
	1.9450
	
	
	

	Breusch-Pagan LM test p-value
	0.4120
	
	
	


Note: Δ denotes first difference.  denotes the lagged error-correction term. AIC denotes the Akaike Information Criterion. Statistical significance is assessed at the 5% level.

4.8.1 Long-Run Relationship Analysis
The long-run coefficient estimates indicate that economic growth, real interest rates, and exchange rates exert a positive and statistically significant impact on inward FDI flows to Kenya, whereas inflation and exogenous structural shocks exercise a statistically significant negative effect. Among the macroeconomic determinants, economic growth exhibited the largest positive influence on inward FDI (β = 0.6845, t = 5.6337, p < .001). Specifically, a 1% increase in economic growth is associated with a 0.685% expansion in inward FDI, reflecting market-seeking FDI behaviour where an expanding domestic market size stimulates foreign capital inflows.

The real interest rate maintained a positive and statistically significant long-run relationship with foreign investment (β = 0.1872, t = 2.2718, p = .0279). This outcome suggests that higher real yields attract financial capital and efficiency-seeking investments by improving return expectations on deployed capital. Similarly, the exchange rate yielded a positive coefficient (β = 0.1534, t = 2.3894, p = .0208), indicating that currency depreciation enhances the purchasing power of foreign investors, thereby making local asset acquisitions more cost-effective.

Conversely, inflation recorded a negative and statistically significant long-run impact on inward FDI (β = -0.2856, t = -2.4987, p = .0161). High inflation signals underlying macroeconomic volatility and erodes investment returns, which acts as a deterrent to foreign investors. Finally, the structural break dummy showed a statistically significant negative coefficient (β = -0.5210, t = -2.7493, p = .0084), confirming that macro-institutional disruptions or policy shocks adversely impact foreign capital inflows over the long run.

4.8.2 Short-Run Dynamics, Error Correction Term, and Model Diagnostics
The short-run dynamics and adjustment properties of the system are governed by the lagged error correction term (). The estimated coefficient of  is -0.4265 (t = -4.6765, p < .001), which is negative and statistically significant at the 1% level. This confirms the stability of the system and validates the cointegration results. Mechanistically, a parameter of -0.4265 indicates that approximately 42.65% of short-run disequilibria resulting from external macroeconomic shocks are corrected back toward the long-run equilibrium path within each period.

Overall, the model demonstrates strong diagnostic performance and goodness of fit. The coefficient of determination (R2 = 0.7435) indicates that approximately 74.35% of the total variance in inward FDI is explained by the joint variation of the independent variables, supported by an Adjusted R2 of 0.7102. The overall regression model is statistically significant, F (5, N) = 22.2841, p < .001. Furthermore, the Durbin-Watson statistic of 1.9450 indicates the absence of severe first-order serial correlation, while the Breusch-Pagan LM test (p = 0.4120) confirms homoskedasticity in the residuals, validating the statistical robustness of the estimated parameters.

4.8.3 Discussion of Findings, Hypothesis Testing, and Literature Alignment
To evaluate the empirical claims against existing empirical literature, the specific impact of each macroeconomic variable, its corresponding hypothesis testing outcome, and alignment with prior studies are detailed below:
Economic Growth and FDI: Economic growth had a positive and statistically significant long-run effect on foreign direct investment (β = 0.6845, p < .001). The study therefore rejected the null hypothesis () that economic growth has no statistically significant effect on FDI in Kenya. The result confirms that expansion in real output drives market-seeking investment. This finding is consistent with GuechHeang and Moolio (2013), who identified a long-run relationship between GDP and FDI in Cambodia, and Nosheen (2013), who documented a strong positive linkage in Pakistan. However, it contrasts with Ciesielska and Kołtuniak (2017), who reported divergent dynamics concerning FDI and growth in Poland.
Real Interest Rate and FDI: The estimated long-run coefficient for the real interest rate was 0.1872 (p = .0279), demonstrating a statistically significant positive relationship at the 5% level. The study rejected the null hypothesis () that real interest rates have no statistically significant effect on FDI in Kenya. This implies that higher real returns attract capital by boosting expected profitability. This result supports Kiplagat (2016), who similarly established a positive relationship between interest rates and FDI in Kenya, but contrasts with Siddiqui and Aumeboonsuke (2014), who observed an inverse relationship across Thailand, Indonesia, and Malaysia. 
Exchange Rate and FDI: The exchange rate maintained a statistically significant positive long-run coefficient (β = 0.1534, p = .0208). Consequently, the study rejected the null hypothesis () that exchange rates have no statistically significant effect on FDI in Kenya. This finding suggests that domestic currency depreciation lowers asset acquisition costs for foreign investors. This is consistent with the broader evidence of Goldberg and Kolstad (1995) that exchange-rate conditions affect FDI decisions, but stands in contrast to Sharifi-Renani and Mirfatah (2012), who reported a negative relationship in Iran.
Inflation and FDI: Inflation exhibited a negative and statistically significant long-run relationship with FDI (β = -0.2856, p = .0161). The study rejected the null hypothesis () that inflation has no statistically significant effect on FDI in Kenya. High inflation reflects macroeconomic instability and erodes real asset values, thereby discouraging foreign capital inflows. This finding is consistent with Xaypanya et al. (2015), who reported that inflation hindered FDI in ASEAN economies, and Nduati (2018), who observed a similar negative relationship in Kenya.
4.9 Diagnostic Checking and Model Stability
To evaluate the statistical adequacy and robustness of the estimated ARDL (1, 1, 0, 1, 0) specification, a comprehensive suite of post-estimation diagnostic tests was conducted (Table 8). The Breusch-Godfrey LM test for higher-order serial correlation yielded an F-statistic of 1.342 (p = 0.2720), indicating that the null hypothesis of no serial correlation cannot be rejected. The ARCH test for autoregressive conditional heteroskedasticity produced an F-statistic of 0.815 (p = 0.3710), confirming that the error variances are homoscedastic. Residual normality was verified using the Jarque-Bera test ( = 1.104, p = 0.5760), while the Ramsey RESET test yielded an F-statistic of 0.489 (p = 0.4880), indicating no evidence of functional form misspecification. Additionally, the CUSUM and CUSUMSQ tests indicated that the model parameters remained strictly within the 5% critical bounds, confirming the structural stability of the estimated coefficients over the study period.

Table 8: ARDL Model Post-Estimation Diagnostic Tests
	Diagnostic Test
	Null Hypothesis (H0​)
	Test Statistic (F / )
	p-value
	Decision / Conclusion

	Breusch-Godfrey LM
	No serial correlation
	F (2, 42) = 1.342
	0.272
	Fail to reject  (No autocorrelation)

	ARCH Test
	Homoskedasticity
	F (1, 48) = 0.815
	0.371
	Fail to reject   (No ARCH effects)

	Jarque-Bera
	Residuals normally distributed
	) (2) = 1.104
	0.576
	Fail to reject   (Residuals are normal)

	Ramsey RESET
	Model correctly specified
	F (1, 43) = 0.489
	0.488
	Fail to reject   (No specification error) 



4.10 Summary of Findings for Paper 

Table 9: Revised Hypotheses Decisions Matrix
	Explanatory Variable
	Elasticity Coefficient
	Corrected p-value
	Impact Direction
	Empirical Decision

	Real Interest Rate
	0.1872
	0.0279
	Positive
	Reject Null (Significant)

	Inflation Rate
	-0.2856
	0.0161
	Negative
	Reject Null (Significant)

	Economic Growth
	0.6845
	0.0000
	Positive
	Reject Null (Significant)

	Exchange Rate
	0.1534
	0.0208
	Positive
	Reject Null (Significant)


Note. Source: Study Data (2026).


Summary Narrative
The empirical findings confirm that all four selected macroeconomic variables, along with the structural break control, exert statistically significant long-run effects on inward Foreign Direct Investment (FDI) in Kenya. Specifically:
Positive Drivers: Economic growth (β = 0.6845, p = 0.0000), real interest rates (β = 0.1872, p = 0.0279), and exchange rates (β = 0.1534, p = 0.0208) exert statistically significant positive effects on FDI inflows. Economic growth represents the primary driver, confirming the predominance of market-seeking FDI behaviour in Kenya.
Negative Deterrents: Inflation (β = -0.2856, p = 0.0161) and exogenous structural disruptions (β = -0.5210, p = 0.0084) exercise statistically significant negative impacts on inward FDI, highlighting macroeconomic and institutional volatility as major disincentives for foreign capital.
System Stability & Convergence: The lagged error correction term (= -0.4265, p = 0.0000) is negative and highly significant, proving that 42.65% of short-run disequilibria resulting from external macroeconomic shocks are adjusted back to the long-run equilibrium path within each period. 
Overall Model Fit: The estimated ARDL model is statistically significant as a whole, F (5, N) = 22.2841, p < .001. The coefficient of determination (R2 = 0.7435, Adjusted R2 = 0.7102) indicates substantial explanatory power, with approximately 74.35% of the variance in inward FDI explained by the joint movement of the independent variables. Diagnostic testing confirms the absence of severe serial correlation (Durbin-Watson = 1.9450) and verifies residual homoskedasticity (Breusch-Pagan p = 0.4120).

5. CONCLUSION AND POLICY RECOMMENDATIONS
5.1 Conclusion
This study evaluated the macroeconomic drivers of inward Foreign Direct Investment (FDI) in Kenya over the 1966–2019 period using an Autoregressive Distributed Lag (ARDL) Bounds Testing and Error Correction Modelling framework. The empirical results confirm a statistically significant long-run cointegrating relationship (F = 6.842) among real interest rates, inflation, economic growth, foreign exchange rates, exogenous structural shocks, and inward FDI flows.

The long-run elasticity estimates demonstrate that economic growth serves as the primary positive catalyst for inward FDI (β = 0.6845, p = 0.0000), affirming the market-seeking orientation of foreign investors in Kenya. Real interest rates (β = 0.1872, p = 0.0279) and exchange rate movements (β = 0.1534, p = 0.0208) also exhibit positive long-run relationships with capital inflows. Conversely, consumer price inflation (β = -0.2856, p = 0.0161) and exogenous structural disruptions (β = -0.5210, p = 0.0084) exercise significant negative impacts, underscoring that price instability and institutional or systemic shocks present severe deterrents to sustained foreign investment.

The short-run Error Correction Model confirms a robust mechanism of systemic stabilisation, with the error correction coefficient ( = -0.4265, p = 0.0000) indicating that approximately 42.65% of short-run disequilibria resulting from external economic shocks are adjusted back towards long-run equilibrium within a year. Post-estimation diagnostic checks, including Breusch-Godfrey LM (F = 1.342), ARCH (F = 0.815), Jarque-Bera ( = 1.104), Ramsey RESET (F = 0.489), and CUSUM/CUSUMSQ tests confirm that the estimated model is statistically robust, correctly specified, and structurally stable.

5.2 Policy Recommendations
Based on these empirical findings, several targeted policy actions are recommended. First, the strong positive effect of real GDP growth on foreign direct investment (FDI) underscores the importance of pursuing expansionary and productivity-enhancing policies. The national government should therefore prioritise strategic investments in infrastructure, improve energy-sector efficiency, and strengthen regional market integration. These measures can expand market capacity, improve the overall business environment, and enhance Kenya’s attractiveness to long-term, market-seeking foreign investors. Maintaining price and inflation stability is also essential, particularly given the significant adverse effect of inflation on FDI (β = −0.2856). The Central Bank of Kenya (CBK) should continue to pursue a prudent monetary policy stance aimed at maintaining consumer price inflation within the prescribed target range. Greater price stability would help preserve purchasing power, reduce uncertainty in investment planning, and support the expected profitability of foreign investments. In addition, effective management of exchange rate volatility is important because changes in foreign currency valuation influence investors’ expected returns, as reflected by the estimated coefficient (β = 0.1534). Monetary authorities should therefore manage foreign exchange reserves strategically to minimise sharp and erratic currency depreciation while retaining a flexible and market-determined exchange rate framework. Such an approach can reduce excessive exchange rate uncertainty without creating distortions associated with rigid currency controls. Finally, the substantial negative coefficient associated with structural disruptions (β = −0.5210) highlights the importance of mitigating exogenous shocks and strengthening institutional resilience. Policymakers should enhance risk-mitigation mechanisms, promote regulatory transparency, strengthen institutional effectiveness, and maintain safeguards that support political and economic stability. These measures can reduce investors’ exposure to systemic uncertainty and contribute to a more predictable and resilient environment for sustained foreign direct investment.

5.3 Overall Policy Message
The central policy implication emerging from Paper 1 is that Kenya's ability to attract FDI depends substantially on the quality and stability of its macroeconomic environment.
The evidence points in three broad directions:
 Economic growth    (β = 0.6845, p = 0.0000)      FDI 
Real interest rate    (β = 0.1872, p = 0.0279)        FDI 
Exchange rate   ( (β = 0.1534, p = 0.0208)       FDI     
Inflation       (β = -0.2856, p = 0.0161)         FDI 
while exchange-rate conditions were also significantly associated with FDI. 
Consequently, policies aimed at attracting FDI should not focus solely on investment incentives. They should also strengthen the underlying macroeconomic environment through sustainable economic growth, price stability, appropriate monetary conditions and a supportive foreign-exchange environment.
5.4 Suggested Further Research
The thesis recommends further research in several areas. First, future studies could employ asymmetric modelling and an Autoregressive Distributed Lag (ARDL) approach to examine the specific contribution of exchange-rate components to inward FDI in Kenya. Second, further research could examine the long-run relationship between FDI and economic growth using cointegration and vector autoregressive approaches. Third, future research could examine the dynamic effects of inflation on the relationship between FDI and economic development rather than focusing only on its direct effect.

5.5 Limitations of the Study
The study has several limitations that should be considered when interpreting its findings. First, the analysis relied on annual time-series data covering the period 1966–2019. The availability and consistency of historical macroeconomic data may limit the extent to which the findings capture more recent changes in Kenya’s investment environment. Second, the study focused on selected macroeconomic variables, namely real interest rate, inflation, economic growth and exchange rate. Other factors that may influence FDI, including political stability, institutional quality, infrastructure, trade openness and market size, were not included in the estimated model. Third, the findings are specific to Kenya and the period examined; therefore, caution should be exercised when generalising the results to other countries or to periods beyond the study horizon. Finally, the study identifies statistical relationships between the selected macroeconomic variables and FDI and should not be interpreted as establishing definitive causal effects. Future research incorporating additional determinants, more recent observations and alternative econometric approaches could provide further evidence on the dynamics of FDI in Kenya.
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