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Bilateral Trade:

Bilateral relations:

Concessional Loan:

Foreign Direct

Investment (FDI):

Foreign Aid (FA):

OPERATIONAL DEFINITION OF TERMS

Exchange of goods between countries that have a preference for one
another. The agreements give priority to those countries in commercial
relationships, aiding trade and investment between home and foreign
country by removing or eliminating tariffs, imports and quotas.

Political, economic, cultural, historic and cooperation ties between
countries

Funds advanced at below the prevailing interest rates for a longer lending

period than conventional commercial bank or market loans.

Purchase of physical assets or a significant amount of the ownership
(stock) of a company in another country to gain a measure of management
control.

Money that one country voluntarily transfers to another, which can take
the form of a gift, a grant or a loan. It could also imply the international
transfer of capital, goods, or services from a country or an international
organization for the benefit of the recipient country. Aid can be economic,

military, or emergency humanitarian assiatance.
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ABSTRACT

The importance of bilateral relations to any country is to offer the country the chance to access
resources that are not locally available. The bilateral relations between China and Kenya have
been developing and evolving since Kenya’s independence. This study sought to examine the
effect of Kenya’s bilateral relations with China on economic growth of Kenya. The objectives of
the study were to assess the effect of China’s Loans, FDI and AID on Kenya’s economic growth.
The study was based on, Debt Overhang, Ownership Location and Internalization, Two Gap,
Harrod Domer, Solow Swan Growth theories and Endogenous growth model. The study adopted
a descriptive research design using time series data from year 2000 to 2015 sourced from Central
Bank of Kenya, The Kenya National Treasury and Ministry of Commerce in China. The
assumptions of linear regression, such as linearity, collinearity and homoscedasticity were tested.
A Multiple Regression Model was adopted in analyzing the data. The results were presented in
tables and charts. The findings of the effect of Loans from China had a statistically insignificant
effect on the economic growth in Kenya, while FDI from China had statistical significant effect
on the economic growth of Kenya and finally Aid from China is most statistically significant
effect on Kenya’s economic growth. The study concluded that bilateral relations have an effect
on economic growth of Kenya. Much of the effect is attributed to AID and FDI, Loans do not
bring much effect. The study recommends that Kenya needs to develop a comprehensive policy
to govern its aid relations with China in order to safe guard from negative political influence
positions in the future. Kenya needs to reduce the amount of money it’s receiving from China as
debt and encourage foreign direct investment and aid from China.

xii



CHAPTER ONE
INTRODUCTION

1.1  Background of the Study

Developing countries are faced with both opportunities and economic challenges in this
period of global civilization. To deal with these challenges and take advantage of the
emerging opportunities, bilateral relations with developed countries need to be enhanced.
China and Kenya have entered into several trade, political and economic agreements and
cooperation. Agreement on: economic and technological cooperation, trade, chamber of
commerce of the two countries on machinery and electronics, economic and technical
cooperation for interest free loans from the Chinese Government, a framework for providing
concessional loans for Kenya’s development projects and agricultural cooperation between
the Government of Kenya; through the Ministry of Agriculture, Livestock and Fisheries.
Positive link between effect of bilateral relations and economic growth is evidenced by more
advanced econometric techniques (Kaplinsky & Morris, 2006).

Lopez, et al., (2007) and Amuedo-Dorantes & Pozo (2004); the relations in stabilizing the
real exchange rate among nations, while Rajan & Subramanian (2005) argue that may only
occur in countries where overvalued exchange rates are present. Ties on political, economic,
and cultural among nations may be characterized by common knowledge, understanding and
community awareness about the other country and any ties existing between them, (Stein &
Zozan, 2013), and therefore cooperation becomes a prerequisite for strengthened bilateral
relations. Bilateral relations in most cases are measured by the foreign loans, foreign direct
investment and foreign aid advanced to a given state.

Since 1980’s China has been a strong ally to Kenya. What makes the relationship between
Kenya and China special is that China’s ability to take diverse forms. China has actively

personified her relationship with Kenya in different ways. China has contributed largely to



Kenya’s infrastructural development: Jomo Kenyatta International Airport ($115 million),
SGR ($3.6 billions), Thika Super Highway ($320 Million), LAPPSET ($220 million),
geothermal project at Olkari ($400 million), Kenya Power Distribution System
Modernization Project in Malindi ($185 million, Outer Ring Road ($108 millions), Nairobi
Mombasa super highway ($320 Million), among others (NTK, 2015). This can attest to the
tangible embodiment of Chinese relations with Kenya. The contributions to the above have

been either through, loans, foreign direct investment or aid.

1.1.1 China’s Loans to Kenya

China is currently Kenya’s biggest bilateral lender. Kenya’s Chinese debt stood at Sh262
billion in June 2015, compared to Sh82.9 billion) in 2014 and Sh14.7 billion in 2010, (CBK,
2015). This debt has grown at a rate, averaging an annual growth rate of 54 per cent between
2010 and 2014 (NTK, 2015).

The largest beneficiaries of the Chinese loans are the Ministry of Energy and Petroleum
which received Sh12.6 billion, Transport and Infrastructure KSh5.6 billion and Information
and Technology, Sh2.5 billion (CBK, 2015). The two above mentioned sectors being the core
of the economy of Kenya the effect on them is to be felt by the aggregate economy.

China’s loans to Kenya have steadily increased during the period depicted in figure 1.1.
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Figure 1:1 China’s Loans to Kenya



The period 2000 to 2008 shows a steady inflow in the annual debt to China. This was
occasioned by the beginnings of a relationship with the east after it emerged that financial
assistance from the west came with political ties.

The jump from the year 2014 was due to a change of government which saw Kenya heavily
to China for assistance. Kenya formed and forged relationships with China in a bid to
undertake development projects in the country.

The decline in 2014 was occasioned by a slowdown in lending to Kenya as the country could
not maintain the borrowing trend as the nation’s development project are long term in nature

and results.

1.1.2 China’s Foreign Direct Investment to Kenya

According to Sornarajah (2004) FDI is the transfer of tangible or intangible assets from a
natural person or from a company where the majority of shares are directly or indirectly held
by natural persons of foreign nationality, into a host country with the specific purpose of use
in that country to generate wealth under the total or partial control of the owner of the assets.
The FDI between China and Kenya has increased considerably between 1990 and 2000,
however the effect differs among different regions determined by the relations and
commodities involved (Jenkins and Edwards, 2005, Broadman et al., 2006, Kaplinsky &
Morris, 2006). The year 2000 saw FDI between China and Kenya reach US$137 million,
with US$133 million being imports from China to Kenya and US$ 4million being Kenya’s
exports to China. In 2002 the FDI between the two countries hit US$186.37 million, exports

being US$180.576 million and import US$5.798 million from China.
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Figure 1:2 China’s FDI to Kenya

The trend of China’s FDI to Kenya shows a continuous increase over time as shown in Figure
1.2. FDI in the early 2000s was lower than that in 2015 as Kenya had been receiving
financial foreign investment from the West where most of the manufacturing companies were
located.

The rapid increase in FDI from 46 Million in 2008 to 265 Million by the year 2015 as shown
in figure 1.2 has been as result of nations outsourcing their labor to China. In the current
market environment all major manufacturing plants are located in China due to the
availability of cheap labor.

Further the increase in FDI can be credited to the openness of the economy and the political

regimes that Kenya has had in the last two decades.

1.1.3 China’s Foreign Aid to Kenya

As observed by Radelet; (2006) foreign aid is one of the largest constituents of foreign capital
flows to low-income countries. Researchers have found that foreign aid has positive effect on
economic growth by providing the additional capital and human expertise needed to countries
that cannot afford to do so on their own (Rosenstein-Rodan, 1961), Chenery and Bruno,

(1962), Chenery and Strout, (1966), Mosley, (1980), Mosley, Hudson & Horrell, (1987;)



Karras, (2006). Kenya has been a recipient of Foreign aid over a long period. In 1963, foreign
aid was regarded as critical to economic rebuilding and with passing time it has become a
noteworthy ingredient for economic development. The foreign aid proportion to GDP has
been low with an annual average of 6.3 per cent between 1990 and 2014 and yet there has

been economic growth of the country.
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Figure 1:3 China’s aid to Kenya

From the year 2005 to 2015 the amount of foreign aid range from 3M to an all-time 6.5M in
2015 as shown in Figure 1.3.

The rise in aid to Kenya in the year 2004 and 2005 is strongly attributed to the political
regime of that took over in 2003. The regime strategically forged partnership with China
recognizing that it was quickly becoming a world economy to reckon with. The aid decreased
over 2005 and 2006 as the Kenyan economy began to show significant growth and did not
need to rely heavily on foreign aid.

The year 2008 saw a decline in aid from China which can be attributed to the troubled
political elections of December 2007. Kenya concentrated on restoring peace and thus
experienced a slowdown in economic activities. Afterwards Kenya resumed its pursuit for
foreign aid to assist in rebuilding the economy and the economic growth it had started to

experience.



1.1.4 Economic Relationship between China and Kenya

China Customs (2015), the bilateral trade volume between the two countries in 2005 rose to
Ksh 4.8 billion, which was up by 29.7 percent from Ksh 3.7 billion, China’s export being Ksh
4.6 billion, an increase of 31.0 percent, while China's imported Ksh 200 million from Kenya,
up by 4.0 percent, (MOFCOM,2015). According to MOFCOM (2014) the turnover of
completed engineering contracts by Chinese companies in Kenya Ksh 3.532 billion in 2005,
while the volume of the newly signed contracts was Ksh 6.724 billion. The volume of
completed labor service cooperation contracts was Ksh 67 million, and that of the newly
signed labor service cooperation contracts was Ksh 500 million.

From 2000 to 2015 China has loaned and issued grants to Kenya which has been absorbed by
different sectors like plant equipment, roads, medical research, innovation, infrastructure and
rural electrification.

By the late 1990s, China had established four hundred and eighty joint ventures in forty seven
countries in Africa; far reaching eastern Africa countries and Kenya being the epic Centre of
focus. According to Mugendi, (2011) China's aid to Kenya was never unconditional; over the
years, China restructured its aid policy and imposed more restrictions. Interest-free
government loans became discount loans offered through Chinese banks and aid grants were

replaced by joint ventures and other forms of cooperation.

1.1.5 Economic Growth of Kenya

China currently issues loans to Kenya for construction and infrastructure. According to Fiott
(2015) the Chinese government loaned Kenya a total of KSH 20.6 billion in year ending in
2015. The funds were channeled to the following sectors, ministry of energy and petroleum,
ministry of transport and infrastructure, and ministry of information, communication and

technology (ICT). These loans were expected to affect Kenya’s economy through growth.


http://www.china.org.cn/

Manufacturing and service sector in Kenya has brought about a rise in FDI and the further
Chinese interest has extended to mining and mineral exploration. The manufacturing sector
slowed growth at 3.4% in 2014, down from 5.6% in 2013, and there are apprehensions that
slower growth could be a sign of early decline of this industry (Chen, et al 2015). In 2013,
the cabinet secretary of mining revoked all the mining licenses to give way for renegotiation;
after which more Chinese companies won the contract. The Chinese government has heavily
invested in improving Kenya’s infrastructure. Most of major infrastructure having being
done by Chinese; these includes Thika Superhighway, Kisumu International Airport, Jomo
Kenyatta International Airport. These developments are eventually expected to affect
Kenya’s economy.

Aid from China has benefited Kenya especially in the education and health sectors. In the
health sector China has been involved in malaria prevention and control by setting up centers
and offering volunteers to train the local people. On education, China has provided training
programs, university scholarships and language programs. In 2010 China spent Ksh 1.2
billion on volunteers and Ksh 1.2 billion on trainings (UNESCO 2015). In Kenya China has
been providing scholarships from 1984 starting with ten students while in 2007 the number
increased to 40 students. With the assistance in education it has led to people finding gainful

ways of making an income.



There has been an average of 5.47 % in Kenya’s GDP Growth Rate from 2004 to 2015.
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Figure 1:4 GDP Growth, compared to Chine’s FDI, Loans and Aid

The figure 1.4 shows a comparison of Kenya’s economic growth to loans, FDI and aid from
China to Kenya over the period 2000 to 2015 years. The Figure shows a trend of increase in
the three components with some years like 2008 showing the effect of political instability on
bilateral relations. Aid from China compared to FDI and Loans has had the least in volumes
received in Kenya. This has been occasioned because countries would rather give loans or
invest in other countries, which has a positive effect on its own balance of payments as
opposed to giving aid.

The sharp increase in loans in 2014 has been occasioned by two factors namely, the political
regime and increase in government spending which has lead to deficits in the budget for
Kenya. The expenditure for the government of Kenya has been on the increase over the last
decade which has resulted in the nation increasing its borrowing powers to meet the
expenditure.

There has also been an increase in the FDI inflows from China from 2010 to 2015. The FDI
increase has been brought about by policy changes in the Kenyan Government backed by

government regimes. The steady increase from 2012 to 2015 can be linked as a direct effect



China not participating in any way in the political matters in Kenya Government. The non-
interference from China led to leaning of the government of Kenya to favourably consider
Chinese investments and partnerships while withdrawing its previous comrade with the West.
The increase in the FDI from China has further led Kenyan to quickly appreciate and climb

the technology ladder in the world (Chami, et al 2005).

1.2 Statement of the Problem

The surging entry of China into African economies has continued to attract varying views.
Bilateral relations between China and Kenya are expected to stimulate Kenya’s economic
growth significantly. Kenya’s economic growth is centered in: infrastructure development,
ICT, building and construction, manufacturing and vibrant services sector, investment in
energy and transportation.

With improvement of infrastructure and enhanced construction, it has seen an influx of many
foreign companies coming Kenya to invest (increase in FDI); leading to job creation and
appreciation in prices of property. The loans on the other hand have led to increased inflation,
increase in debt burden, and effect on rate of interest. The aid has been helpful as it allowed
for improvement of community life and welfare in the rural areas without the pressure of
needing to repay the funds.

However, Mugendi, (2011) stated that China's aid to Kenya has never been unconditional.
This statement has been proven by restructuring of its aid policy by China and imposition of
more restrictions. This resulted, in interest-free government loans becoming discount loans
offered through Chinese banks and aid grants were replaced by joint ventures and other forms
of cooperation increasing Kenya’s debt burden from China.

The relations with China have touched on each of the major sectors aforementioned and thus

an assessment of their effect on economic growth is critical. The increase of loans, FDI and



aid lead to an increase in the country’s investments which fosters economic growth.
According to World Bank (2015), Kenya’s real GDP growth was 4.6% (2012), 5.7% (2013),
5.3%, & 5.5% in 2014 and 2015 respectively. During these years, there has also been an
increase in the flow of loans, FDI and aid from China to Kenya.

According to the IMF (2005) bilateral relations exist but there seems to be contradictory
results, (Chami, et al., 2005), argue that there is statistical significant link between GDP
growth and increased bilateral agreement among countries. However according to Chami et
al., (2008) states “there is little evidence of a significant effect of bilateral relations on
growth, especially in developing countries.”

With there being two schools of thought on the significance of GDP growth and bilateral
relations, this sought to find out if the significance of bilateral relations between Kenya and

China can be seen in the Kenyan economy.

1.3 Research Questions
1. What is the effect of loans from China on Kenya’s economic growth?

2. What is the effect of Foreign Direct Investment from China on Kenya’s economic
growth?

3. What is the effect of foreign aid from China on economic growth of Kenya

1.4 Research Objectives

The general objective of the study is to determine the effect of Kenya’s bilateral relations
with China on economic growth in Kenya. The specific objectives being:

1. To establish the effect of loans from China on Kenya’s economic growth.

2. To examine the effect of Foreign Direct Investment from China to Kenya’s economic
growth.

3. To investigate the effect of foreign aid from China on economic growth in Kenya.

10



1.5 Significance of the Study

This study has made contributions to theory of economic growth, and international relations.
Further the study has provided a framework that links bilateral relations and economic
growth of countries. Existing literature has pointed out to the need for more studies on

submission of bilateral relations.

Importers and exporters, especially in developing countries, will find this work useful in
making decisions regarding operations of their organization by taking advantage of the
cordial relations between the Kenyan and Chinese government. This study provides, based on

empirical evidence the best ways to address and therefore improve their economic growth.

The study adds value to policy makers; government, where evaluation and advising the
government on the cheapest ways of financing, (long term & short terms loans). For the
researchers: areas of further studies, contribution to theories and empirical review, which

researchers can further explore.

1.6 Scope and organization of the Study

The study was carried out in Kenya. The study used data for of 16 years, for the period
between 2000 and 2015. The period was selected the basis that during these years there was
significant and measurable growth in among the three variables. The trends were visible in

this period.

The study is presented in five chapters. Chapter one comprises of: background of the study,
statement of the problem, research questions, objectives of the study, significance of the
study, scope and organization of the study. Chapter two contains: theoretical literature,
empirical literature and overview of the literature. Chapter three includes: research design,
definition and measurement of variables, data type and source, time series properties, data

analysis and diagnostic. Chapter four is made up of: data characteristics, diagnostic test

11



results, and empirical results. Finally, chapter fives encircles: summary of the results,

conclusion, policy implication and suggestion for further studies.

12



CHAPTER TWO:
LITERATURE REVIEW

2.1 Introduction

The literature reviewed was discussed in this section. The chapter sought to give a view of
that which has already been challenged and proven. It sought to establish important
dimensions of the problem and allows access to completed studies that have proven useful to

the problem.

2.2 Theoretical Literature

Theoretical review involves studying theories that have been advanced in regards to the areas
of study pertaining to a specific field. Bilateral relation between nations has its origin
grounded in needs and wants for the different nations. Trade was the initial foundation of the
relations but due to different resource endowment of nations, relations developed to beyond
trade to include aid, loans and foreign direct investment.

Developing countries have received significant aid inflow in the past years as noted by
(OECD 2009, Ekanayake & Dasha 2009). According to OECD (2008), the total net ODA in
year 2008 rose by 10.2% translating to US$119.8 billion and US$130 billion, this aid was
from members OECD’s Development Assistance Committee (DAC). The largest beneficially

being Africa.

2.2.1 Debt Overhang Theory on Foreign Loans

Myers (1977) argues that as countries or firms continue to borrow the outstanding claims are
senior and there will come a time when the countries debt will be more than its capacity to
repay. Study by Krugman (1982) has shown a positive relationship between debt and
economic growth detailing that debt overhang as where projected settlement of debit outstrips

the real volume to which it was contracted.

13



This has led developing countries to borrow in order to keep up economic growth. However,
this simplified theory will lead firms and countries to make ineffective decisions as to at what
point they should stop borrowing. The countries have reached the optimum borrowing levels
and since they have taken long term loans any new viable opportunities that require debt
financing find the country at a state where it cannot borrow. Further Borensztein (1998),
defined debt overhang, as a situation where the debtor nation benefits as diminutive from the

yields on extra investment due to vast debt service commitments.

This theory explains that excess debt within a nation leads to discouraging investors due to
fear of heavy tax placed upon them. They fear higher taxes for the government needs means
to meet its obligations to repay the debts it has. This is an assumption investors have and it
leads to disinvestment and to overall decline in economic growth. Clement et al (2003)
observed that borrowing extensively especially externally promote investment and economic
growth up to a certain point (optimum level). In this case the overhang kicks in, leading to
deterioration by investor’s willingness.

This theory links Kenya’s appetite for borrowing against which multi cooperation’s have set
up shop in Kenya.

2.2.2 Ownership Location Internalization or Eclectic Paradigm Theory on Foreign
Direct Investment

OLI paradigm theory by John Dunning (1993). This theory explains the connection between
economic growth and Foreign Direct Investment. OLI in full is Ownership, Location and
Internalization. The three components are used to measure the value that FDI has on
economic growth especially on the host country. Ownership refers to what is commonly
known as knowledge capital. This is in different forms such as human resource management,

the reputation of a particular company, the brand identity, patents and technological
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knowhow. Ownership further can be viewed as capital replica-table and transferable into
different nations without losing value and incurring high transactional costs. Location mainly
checks whether or not the investment in a foreign country either save on transport costs,
reduce the costs of inputs, take advantage of trade barriers, special tariffs or provide services
that reduce overhead costs for the company. If the considered country can offer a few of the
mentioned conditions that have significant effect on saving cost for the investing country the
country then chose to invest there.

Internalization will consider if it is cost effective for a country or an organization to produce a
product itself. It will consider if it cost effective to have another country produce the good
itself and therefore outsource production of the said good. If the costs are more effective
when the good is internally produced the country will retain production, if not the country
will outsource for cheaper production costs.

All the above are factors considered that China and Kenya considered as the two countries

partner together.

2.2.3 Two Gap Model of Foreign Aid

This model was established by Chenry and Strout in 1996. The model is amplification to
Harrod Domer’s hypothesis of investment limited growth which assumes that a specific
amount of investment increases growth. The model is anchored in two gaps; the first gap is
between investment and available domestic saving to attain a certain rate of growth. This is
known as the savings gap. The second gap also referred to as the trade gap which occurs
when there is a gap between import requirements and foreign exchange earnings. If the
saving gap is larger than the trade gap, this undermines productive investment because of the
limited imports of capital goods that are needed for investment. This theory further supports
that at any time one gap is binding in aid recipient countries and thus foreign aid is required

to fill that gap.
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The supposition that foreign aid resolve to fill this gap is only viable if the lack of investment
is from constraints of liquidity and not unfavorable conditions to invest. If conditions are
unfavorable, it does not matter how much foreign aid is directed to a country, the aid do not
increase investment rather finance consumption. Also to note is that the foreign aid
effectiveness greatly depends on the output of the investments made not just inflow of the aid
for use in any sector of the government.

Y=C+l+(X-M)

Savings; S=Y-C

[ —-S=M-X=F

[ =S :Saving Gap

Gap

M — X : Foreign Exch _—
oreign Exchange —— Gap

Foriegn aid is expected to fill in this gap

F:Foreign Financing
From the above model, Kenya has been experiencing a saving gap from independence which

can be bridged foreign aid if received constantly.

2.2.4 Harrod Domer Theory

Domer (1939 & 1946) based on the national accounting model states that economy’s growth
rate depends on the national savings which can include Loans, Foreign Direct Investment or
Aid if the country has no savings of its own. The model emphasizes the importance of
investments and savings as determinants of economic growth. This is identification that
output is dependent on investment rate and productivity of the same investment. The model
states that the higher the savings and investment of a country the greater its growth. Domer
further implied that GDP growth is proportional to the share of investment spending in total
GDP.

GDP=C+I1+G+ NX
where:
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C is Consumption, I is Investment, G is Government Expenditure, NX is Net Exports

Harrod Domer investigated, g = v ?

Growth equals to change in Income divide by the income of a specified time. Output is

assumed to be proportional to capital input;

K K

7 is constantv = 7 (v is capital — output ratio),
K

Y = o v is constant,AY = >

Net change of capital input (AK) is equal to investment (1) less capital depreciation d. K (d;

depreciation rate), AK =7—d. K
Savings eventually are invested thus S = I. The sum total of domestic and foreign saving is
financed by investment in the open economy. Assuming savings is a fixed proportion of
income S =s. Y. Substitute this
AK =1—-d.K=s.Y—-d.K=s.Y—-d.v.Y =(s—dv).Y
AY AK (s —dv).Y s
= =(s—dv).v=;—d

Growthrate g, g = 2 T CR))

_AY  AK

ITY Tk
_ S

g= v—d

g =s/v-d

s:saving rate v: capital output ratio d: depreciation rate ) d and v are assuned to be
constant thus the only variable that can be changed is s

The theory gives two factors for growth which are quantity of national savings & the capital

output ratio, where capital ratio is inversely proportional to the rate of growth. The theory

concludes that the higher the savings rate the faster the rate of growth. It also assumes that the

higher the savings, the more funds available to borrow and invest. Ultimately investment

increases capital stock; which in turn generates economic growth caused by the rise in

production of goods and services.

2.2.5 Solow Swan Growth Model

The model was established by Robert Solow in 1956, it is based on assessing long run
economic growth set within neoclassical economic framework. It is anchored on assumptions
of variables such as: labour, knowledge (technological growth) and capital output. Further the
model cross examined the important determinants of GDP growth such as: technical progress
increased labour supply and capital accumulation where weighty determinants of growth in

per capital GDP. The model further asserted growth rate at temporarily bases is sustained by
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rise in capital investment, due to capital labour ratio growth and the assumption of constant
returns to scale of the production function. Further cross examination showed that time
enters the production function through capital, labour and knowledge meaning that output
changes over time only when inputs change. Nonetheless, marginal product of added units of
capital may decline (occasioned by diminishing returns) causing the economy to move back
to a long term growth path, where real GDP grow proportionately to the workforce plus a
factor to reflect improving productivity.

Y(t) = KO*(AMDLO) ™

Mathematically:

Y = Total output produced

Y .
y = = per capital output
K = Total Capital

K
k= I Capital Intensity

C = Consumption
S = Savings
s = Share of output that is saved
| = Investment
0 = depreciation rate

Productivity

~ Technology

o = Share of capital in output production

_ Le+1-Lg

= Labor growth
t

where t is value of the economic variable today and t + 1 is value of the economic variable

tomorrow.
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1. The Production Function:Y, = F(K,,L,) = AK*tL}~%t
2. Allocation of National income: Y; = C; + S;
3. Savings as a constant share of income: S; = sYt
4. Assumption: All savings are invested back into the economy: S; = I;
5. wherel, = K;y1 — (1= 06)K;
From equation (3), (4) and (5) we obtain,
6. Kiy1 =1 —-8)K;+sY; =1 —6)K; +sF(K;, L)
7. Ky = (A —=8)K, +sY, = (1 —68)K, + sAK*tL1 ™%t
Equation (7) in capital intensive form is given as:

8 (14+n)key1 =0 =it + SAK®t v cev v et vt v et ve e e o S0low Equation

2.2.6 Endogenous Growth Models

These are theories by different economists such as, Lucas (1988), Romer (1986) and Rebelo
(1991). Endogenous growth economists based their arguments on improvement of
productivity being associated directly to a fast pace of innovation and investment in human
capital. Polies adopted by country’s government can raise the growth rate, if more intense
competition in the market; which stimulate innovation of product and processes. Returns to
scale has been in increasing from the capital investment especially in infrastructure,
investment in education, health and telecommunications. The endogenous growth theories
propose channels through which steady-state growth arises endogenously; the role of
externalities, the assumption of constant returns to scale, interaction between economic
growth and financial development and the role of human capital accumulation and
knowledge. World Bank (2015) found that, for under developed and developing countries
every 10% increase in broadband accelerated GDP growth by 1.38%. Capital investments

come about from increase in Loans, FDI and Aid in a country.
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The Model can be illustrated as:
Y =AK L “K”

V= AK* P

Where:

Y — Output

A — Technological Growth Rate
K- Capital

L- Labour

g- rate of growth of output

N- Population Growth

2.3 Empirical Literature

2.3.1 Foreign Loans on Economic growth

Stimulating long run growth in under developed economies has been doubted on their ability
to get foreign capital inflows, (Mishra, et al., 2001). According to Hausmann & Fernandez-
Arias(2000), many developing economies favor capital inflows, which they view as

international debt flow (short-term variety) as bad cholesterol.

Hassan et al., (2005) concluded that foreign debt has both a negative and an insignificant
impact on the economic growth as seen among the surveyed countries. The study examined
eight two under developed countries for a period of 10 years. Economic growth was
measured by the average of the natural log of GDPs of each included country; foreign loans
were measured by the natural log of the average total foreign loans. It concluded that foreign

loans do not have a direct influence on economic growth. Although this factor has a negative

effect, it is not significantly different from zero.
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Using advanced econometric technique (Godfrey & Cyrus 2012) studied the relationship
between domestic debt and economic growth in Kenya from 2000 — 2010. The study used
(JB) and (ADF) test and concluded that domestic debt has a positive and significant effect on

economic growth in Kenya.

Mageto (2015), on Public Debt and Economic growth in Kenya, determined a positive
coefficient association of public debt to increase in GDP of 2.05% in the short run, therefore
public debt leads to increase in economic growth and investment. Although the study adopted
a longitudinal research design based on Barrow growth regression. The study found that

public debt has led to increased economic growth and increased investment.

2.3.2 Foreign Direct Investment on Economic growth

According to Hassan et al. (2005), FDI has a positive and significant effect on economic
growth of under-developing economies, further affirmed by Aitken & Harrison (1999), where
FDI increased productivity, in turn promoting growth under certain conditions like skilled

labor force, well developed structures among other which productivity benefits are accrued.

Further (Moyo, 2005), observed that monies raised to fund the development initiatives,
attracts other benefits that attract FDI, which indeed creates more jobs, help in stimulating
the formation of capital markets, transferring new technology, improving management

expertise and aiding indigenous firm in opening up for international markets.

Abala, (2014) conducted a study on empirical analysis of FDI on economic growth a case
study of Kenya, ascertained resources sought on FDI didn’t have any significant effect on the
economic growth, however markets that sought FDI had a significant effect on economic

growth, which resulted to good infrastructure and political stability of the country.
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Robert et al., (2014) conducted a study investigating the impact of FDI by Chinese
Companies in Kenya, where primary data gathered from employees of various organizations
were analyzed using ordinary least squares method. The study concluded that FDI
contributed positively to economic growth attributed to human capital, capital supply and
creation of employment. The study being drawn from survey research design and primary

data may however be have reflected bias results.

Muhammad & ljirshar, (2015) carried out a study in Nigeria to examine the effects of FDI on
economic growth. For emp